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THURSDAY, JULY 5, 1951 


CoMMITTEE ON FINANCE, 
UNITED STATES SENATE, 
Washington, D. C. 

The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Walter F. George (chairman) pre- 
siding. 

Present: Senators George, Kerr, Millikin, Taft, and Williams. 

Also present: Elizabeth B. Springer, chief clerk. Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The CHarrMan. The committee will please come to order. 

Mr. Sligh, you are the first witness. 

Mr. Suiiau. Yes, sir. 

The Cuarrman. Will you have a seat and identify yourself for the 
record, please. 


STATEMENT OF CHARLES R. SLIGH, JR.. CHAIRMAN, TAXATION 
COMMITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS, 
ACCOMPANIED BY HARLEY L. LUTZ, TAX CONSULTANT, AND 


JOHN C. DAVIDSON, DIRECTOR, GOVERNMENT FINANCE 
DEPARTMENT 


Mr. Surgu. Thank you, sir 

My name is Charles R. Sligh, Jr. [I am a furniture manufacturer 
and president of the Charles R. Shgh Co. of Holland, Mich. 

Il am chairman of the taxation committee of the National Associa- 
tion of Manufacturers, and appear here on behalf.of the association. 

The taxation committee is made up of 204 businessmen. I would 
like to offer for the record, if | may, our program for paying as we go, 
and I would like to read a condensed version of my testimony, and 
offer the full account for the record. 

The CuarrmMan. You may do so, Mr. Sligh. . 

Of course, this committee agrees with the pay-as-you-go theory; 
but whether it is a fact depends on how far you go and how fast you 
vo, of course. 

Mr. Sureau. Yes, sir. 

The CHatrman. All right. 

You can talk about pay-as-you-go, but if you have not any terminal 
facilities as to where you are going, why, it is just not one of those 
things that you can realize very quickly. I hope you take that prac- 
tical view of it. 

Mr. Suan. | think we have taken a practical view, sir. 

The CuairrmMan. All right, sir. 


o» 
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Mr. Siicu. The study and reports of the taxation committee are 
passed upon by a board of directors numbering 160 businessmen. 
Through its committees on taxation and on Government spending 
the association has consistently proposed measures to put the Govern- 
ment on a sound financial basis. 

It has consistently advocated a balanced budget, and has recom- 
mended a pay-as-we-go tax program for the present defense emergency. 

Senator MiLuikin. We will have a deficit in fiscal 1953; that starts 
a year from now, and we will have a deficit in fiscal 1953 of probably 
20 to 30 billion dollars. Do you think we can do that on a pay-as- 
you-go? 

Mr. Siicu. We believe it should be done on a pay-as-you-go. 

Senator Miturkin. Do you believe we can do it? 

Mr. Suicu. Yes, | believe we can. 

Senator Mituikin. How. 

Mr. Suien. Well, we have a detailed statement 

The CuarrMan. You are prepared to tell us this morning, I assume? 

Mr. Siicu. We think we are, sir, yes. 

Senator Mituikin. We want very much to know about that. 

Mr. SuieuH. Good. 

Senator MiLuikin. Despite this third bill if it becomes law, we 
would have a deficit of 20 or 30 billion dollars in fiscal 1953; how are 
you going to meet it? 

Mr. Suiigu. Well, if I may read a statement here, sir: In connection 
with the expenditures, Assistant Director of the Budget Staats, and 
Secretary of the Treasury Snyder agree on a probable budget expen- 
diture total of $68.4 billion in fiscal 1952. 

The minority of the Ways and Means Committee has asserted that 
the reductions voted by Congress will approximate $1 billion. 

On the other hand, Mr. Wilson has said that some $3 billion 
normally falling in 1953, fiscal 1953, may be brought forward into 
1952. 

On the basis of these estimates, total expenditures in fiscal 1952 
appear likely to be some $70 billion. 

Our only light on the probable expenditures in fiscal 1953 is pro- 
vided by the statement of Mr. Staats who gave the wide range of 
80 to 90 billion, with $85 billion probable. 

If we accept Mr. Wilson’s transfer of $3 billion into 1952, Mr. 
Staats’ figures become a range of $77 to $87 billion, with an $82 bil- 
lion probable. 

The extent to which continued determination to avert unnecessary 
spending would result. in reduction of the 1953 total is not now clear. 
If we assume, however, no more than a d-pere ent cut, the 1953 projec- 
tions become, in round figures, a range of $73 to $83 billion, with 
$78 billion probable. 

In connection with revenues, we begin with the actual net budget 
receipts of fiscal 1951, which are $48, 146 million. 

Revenue increases in 1952 and 1953 would come from, one, normal 
increase of receipts under present laws and, two, additional receipts 
from changes in the tax law, the present law. 
ma'We have two recent estimates of 1952 revenues under the present 
law. The Treasury has put the total at $58.5 billion, assuming 1951 
personal income of $245 billion. 
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The joint committee staff, using a personal-income estimate of 250 
billion in the calendar year of 1951 estimates revenue in fiscal 1952 
at 60.9 billion. 

Thus, we have an estimated increase of $10.4 billion by the Treasury 
under the present law, and of $12.8 billion by the joint committee. 
It seems proper to raise a question as to the validity of these projec- 
tions, particularly the higher one. 

They evidently assume a further rise of incomes, especially corpora- 
tion profits, which is not too certain to be realized. 

In connection with tax increases, the net contribution of H. R. 
4473 to the revenue is estimated at $4.4 billion in fiscal 1952, and at 
$6.8 billion in a full year of operation, which would be fiscal 1953. 

This brings us to the relation of probable expenditures and receipts. 
The fiscal year 1952 probable expenditures of $70 billion, anticipated 
revenue under the present law $58.5 billion to $60.9 billion, and 1952 
deficit under present law of $11.5 billion to $9.1 billion, yield of H. R. 
4473 in 1952, $4.4 billion, and the 1952 deficit under H. R. 4473 would 
be $7.1 billion to $4.5 billion; then, in the fiscal year 1953, the probable 
expenditures would be $78 billion, and the full-year receipts under 
H. R. 4473 would be $65.3 to $67.7 billion, and a deficit then in fiscal 
1953 under H. R. 4473 would be $12.7 to $10.3 billion. 

Now, you ask how 

Senator Mitirkin. That is the most optimistic figure, by all odds, 
that any witness has testified to here. 

Mr. Suiau. Yes. 

Senator Miiiikin. But assume it is correct. Do you think we 
can add $12 billion to the present scale of taxes, just assuming that we 
take the House version? 

Senator Kerr. In order that I might understand, is the estimate 
that the witness has given us here as to the deficit over and above the 
statement that you have made of the revenue, is that what is to be 
received both under present law and under the one now under con- 
sideration? 

Mr. Suieu. H. R. 4473; ves, sir. 

Senator Kerr. All right. Now, then, I understand it better so 
that he can answer your question. 

Mr. Suien. I think it would be, perhaps, a little better if I may 
continue with the testimony. 

The CuHarrMan. Yes, sir. 

Mr. Suicu. I think it would be better if I would continue with the 
testimony I have, and I think we can come to the point, perhaps a 
little clearer, and then come back to that particular point, if that is 
agreeable. 

The CHarrMaAn. Yes. 

Senator MILLIKIN. That is all right. 

The CaarrMan. That is a very important point. 

Mr. Suicu. Yes, sir; and we have figures on that which we will 
present. 

We are as seriously concerned—the committee and the board of 
directors of the National Association of Manufacturers—with the 
spending of the taxpayers’ dollars as we are concerned with the collec- 
tion of those dollars. The association has published many reports 
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calling for the elimination of wasteful and unnecessary Government 
spending. 

This year, we have distributed a report of the Government spending 
committee, showing in detail how a minimum of $4.6 billion ean be cut 
out of the $14.6 billion of civilian expenditures recommended by the 
President for fiscal year 1952, and urging the most painstaking scrutiny 
of military and foreign-aid spending requests. 

The tax bill before this committee, H. R. 4473, is, in our judgment, 
unsound because, one, the bill does not provide enough revenue on the 
basis of official estimates to assure pay-as-we-go during the military 
emergency and, hence, does not safeguard against further inflation. 

Tax insurance against inflation at this time requires more than pro- 
vision for the budget requirements of the current fiscal year. It 
should aim now at covering the anticipated spending at the peak of the 
rearmament program. 

Two 

Senator MiLuikin. You do not mean that, do you? 

Mr. Suiau. Yes, sii 

Senator Miuurkin. That we should put a tax bill on now that will 
cover the peak in 1953? 

Mr. Suticu. That we should aim at covering that peak when it 
arrives. 

Now, the effective dates 

Senator Miturkin. There is no use aiming at it if you do not aim 
to hit it. 

Mr. Suicu. We would hit it by making the effective dates of the 
various taxes coincide with the peaks as they come. 

Senator Mituikin. But you would cover the peaks with the taxes 
now. 

Mr. Sticu. We would cover the peak with the tax bill. The tax 
bill would cover the peak. Now, it would be up to the Congress when 
the effective dates were made, to have the effective date set so that 
as we went along it would cover the increasing expenditures. 

Senator Mriiikin. Well, that is simply a timing of additional taxes. 

Mr. Sricu. That is correct. 

Senator Mituikin. And that brings us back to the point that vou 
would want to cover the whole thing 

Mr. Suiau. Yes, sin 

Senator MiILLTkiIn (continuing). By taxes; cover the peak by taxes. 

Mr. Sureu. Yes, sir. 

Senator Miturkry. And you think it can be done? 

Mr. Stren. Yes, sir. 

Senator Minturkr. It would not hurt the economy? 

Mr. Suicu. We do not think so, sir. We think that the greater 
danger to the economy would come from deficit financing and the 
resultant inflation. 

We feel that paying as we go—in other words, taxing to pay for 
Government expenditures—is not the real hardship to the people. 
The real hardship on the people, we feel, in this period of defense and 
partial mobilization, is rather the amount of goods that are taken out 


of the economy for defense purposes. In other words, regardless of 


the amount of money the people have in their pockets, there is a limited 
amount of goods left for them to buy. 
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Senator Minurkin. Have you studied the burden tables of what 
will happen to income-tax payers in different brackets of income on 
up the line? 

Mr. Suicu. | have not studied that table. 

Senator Minurkin. If this tax bill before us becomes effective? 

Mr. Suiau. No; I have not studied that particular table. 

Senator MILLIKIN. I suggest you do. 

Mr. Siicu. Perhaps one of our staff has. 

The CuarrMan. We closed this last fiscal year with a budget surplus 
of more than 34 billion dollars. Failure to tax has not done anything 
to the inflationary pressure during this last past year, has it? 

Mr. Siicu. Well, as 1 understand you, you said that we have a 
surplus 

The Cuarrman. Maybe we did not tax in the right place, but so 
far as the total tax raised, the Government ended with a surplus of 

Mr. Sureu. That is right. 

The CHATRMAN (cantinuing). Three and a haif billion dollars in the 
fiscal year that ended last week. So the failure of taxation has not 
contributed to the inflation in recent months, has it? 

Mr. Suicu. Well, haven't we paid as we have gone, in the past few 
months? 

The CuHarrman. Oh, ves. 

Mr. Siicu. So we have not failed to pay as we go during the past 
few months. 

The CHarrMan. We have raised additional 10 billions of dollars, a 
little more on the level of the economy, since the Korean War started 
already—$10 billion in new*money in less than 12 months, not 
counting this House bill. 

Of course, it is vet an unhatched chicken. 

Mr. Suicu. Well, as | understand it, though, we have paid as we 
went along in the last few months. 

The CHatrMAN. Yes; you had a surplus, and I just simply 

Mr. Sticgu. That is what we are advocating. 

The CuarrMan. | think it worth while to stop and take a view that 
in taxing or failing to tax during the last fiscal vear, has not greatly 
contributed to your inflationary pressures. Now, something else has 
done it, other things have done it. [am not minimizing the necessity 
for meeting the problem hereafter. 

Mr. Suiau. I think I see what vou are getting at. 

| think a great deal of that inflationary pressure has been removed 
in recent months. 

Now, whether it reasserts itself is dependent, I think, to a 
extent, on what the Congress does in connection with paying as you 
vo from here on. 

The CHarrMan. I imagine there may be some force in what you 
have to Sav, but it is pretty discouraging to look at a problem that 
has been developing over a period of vears, and then attribute your 
present inflationary pressures to failure to tax in the last fiscal year, 
when we had an actual surplus of $3% billion last week in the 
Treasury. 

Mr. Suiau. Well, that, if I understand it correctly, would indicate 
that we have not failed to tax enouch, to pay as we go on the past 
fiscal vear. 
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The CHarrman. I believe we have. It is not solely responsible 
for these conditions, but there are a lot of people around town who 
seem to think it is. 

Mr. Sticgu. May I continue then, sir? 

The CuHarrMan. Yes, sir; go ahead. 

Mr. Stieu. Two, the bill fails to provide for a broad consumption 
tax which should be used not only to supply the bulk of the addi- 
tional revenue required, but also to correct the existing selective and 
discriminatory excises. 

Senator Kerr. Illustrate the meaning of your term ‘consumption 
tax.”’ 

Mr. Srich. We advocate a manufacturers’ tax. 

The CrarrMan. He is going to reach that now. Are you going to 
reach that point? 

Mr. Suicu. Yes. I will explain that later. 

Senator Tarr. You mean a sales tax, in fact, in one form or 
another. 

Senator Kerr. You mean a sales tax? 

Mr. Suiiegu. I mean a manufacturers’ uniform excise tax, which 
might be called a sales tax at the manufacturers’ level. 

Senator Kerr. I know what an excise tax is, and I know what a 
sales tax is. If a consumption tax is synonymous with those, then 
I know what a consumption tax is. 

Mr. Suiau. Yes. 

Finally, the bill compounds the economic destructiveness of the 
present law by a further concentration of the tax load on savings, 
investment, and production. 

In our view, the shortcomings of H. R. 4473 can be adequately 
weighed only against a background of the long-range objectives of 
sound tax policy. 

The vital fiscal problem before the Congress is keeping the Federal 
budget in balance. 

Senator MiLuikin. Does not your consumption tax weigh on pro- 
duction on the manufacturers’ level? 

Mr. Suien. I do not think that it does, sir, in this sense: That 
we feel that income, individual income taxes, for instance, are much 
more liable to kill incentive to earn than are consumption taxes. 
Taxing income as it is received is more liable to kill incentive than 
taxing income as it is spent, and also taxing income at the corporate 
level to a point where the corporation does not have the ability to re- 
place worn out equipment, and to expand and increase our production 
in this country, also is destructive of production. 

Senator Miiurkin. I think there is a big difference where you put 
the tax. 

Mr. Suieu. Yes. 

Senator MiILuikin. But when you put it on the manufacturer’s 
level it compounds as it goes on up the scale, and the fellow who has 
the income, the fellow who has the income, I repeat, has to pay the 
burden, does he not? If so, you are putting a burden on him. He 
uses his income to buy stuff. 

Mr. Suieu. That is correct. But I think that if a tax is taken from 
him as he receives the income, if a man sees that when he gets his 
income check it is going to be cut by 30 percent before he even gets it, 
it is going to rob him of more incentive than if he is allowed to receive 
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his income, and then decide himself whether he wants to buy the 
standard model of the product or the de luxe model, and if he buys the 
standard model, of course, he would be able to save some tax or he 
might forego purchasing certain items and invest that money in pro- 
ductive facilities, so that it would not be as liable to kill production 
and incentive as would corporate income taxes and individual income 
taxes. 

Senator Mriuurkin. Well, you are arguing the old proposition; I 
think there is a lot of soundness init. You are arguing the old propos- 
ition of taking the feathers but do not kill the goose. 

Mr. SuicH. We believe in that, sir. 

Senator Tarr. What difference does it make to a man whether he 
gets less income and has to choose between what he spends it on or 
whether he gets more income and has to pay more for the stuff he buys? 
What difference does it make? I cannot see the difference in incentive. 

Mr. Suieu. I understand a lot of incentive is psychological. 

Senator Tarr. It may be psychology. 

Mr. SuieH. Psychological to a great extent, plus the fact that when 
he has it taken from him when he receives it he has no choice whatever 
in the matter. If he receives it, at least he has a choice as to how he 
can spend it and whether he pays a large 

Senator Tarr. If vou take it away from him he has a choice on 
how he spends what is left, and he has less to pay on what he has to 
buy, because you have a tax then, a sales tax. I do not see the point, 
frankly. It seems to me a personal income tax is the only logical 
method of taxation. I agree it is bad psychologically and politically, 
and maybe we do not want him to know that he is being taxed, I can 
see that point; but I cannot see your point about any effect whatever 
on his incentive to produce. It seems to me that is exactly the same, 
one way or the other. I cannot see it. 

Mr. Suicu. Well, that certainly is a matter of opinion. We feel 
it is a definite 

Senator Tarr. Either way, what he has left, he has a choice of 
spending in buying or not buying this or that. 

Mr. Siren. I might point out that as I go along I will develop 
further the point on this broad consumption tax which would not, for 
instance, affect food and food products, and does not affect services, 
and so on. 

Senator Tarr. That is another question. But, as I say, I do not 
see any effect on his productivity; | cannot see that. 

Mr. Suticu. Well, you mentioned a moment ago it did not matter 
where it was taken. If it is taken before he receives it, it covers 
everything. If it is a broad consumption tax applied on all end 
products, except food and food products, he would not have to pay 
on any food that he bought or any food products. He would not 
have to pay on rental, and so on; while if you take it before he receives 
it, it is all gone. 

Senator Miiurkin. All those taxes ultimately get around to food. 
You may take it out on the first bounce, but it reaches food on the 
second; and I suggest to you that unless you are going to pass on the 
type of tax you are talking about, that it is a direct burden on produc- 
tion. 

Mr. Sticnu. It would be passed on. 

Senator Mriiurkin. Unless you pass it on. 
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Mr. Sticgu. We would pass it on. 

Senator Mruirkin. All right. 

The CuarrMan. All right; go ahead. 

Mr. Suiau. In our view, the shortcomings of H. R. 4473 can be 
adequately weighed only against a background of the long-range 
objectives of sound tax policy. 

The vital fiscal problem before the Congress is keeping the Federal 
budget in balance. The principal private sources of inflation are now 
well under control by the Federal Reserve Board and the member 
banks. 

The wave of ‘scare buying which began after Korea had subsided, 
and there is no early prospect of a resumption, barring a renewal 
of the srobiashonindl influences which were then chiefly responsible. 

Senator Mituikin. When the inventories are gone, will there not 
be a renewal in buying, in view of the increased Federal spending? 

Mr. Surcu. I do not think there will be a renewal of scare buying. 
That is, the statement I made there, is that there will not be an early 
prospect of the resumption of scare buying, which was largely brought 
on by the psychological influences at the time of the Korean War. 

Senator Kerr. Isn’t that going to be augmented by the fact that 
as we go along it is going to be apparent that the inventories are not 
going to be gone? 

Mr. Suicu. I do not quite follow that, sir. 

Senator Kerr. Well, the Senator asked if, when the inventories 
were gone, there would not be a resumption of the upward pressure of 
prices. Is there any indication even in the face of the recent price 
reductions and the resultant increase in purchases; is there any 
indication of the probability that inventories are going to be gone? 

Mr. Stic. Well, of course, I do not think—probably inventories 
will not be gone; I think that inventories will drop off from here on 
I think that every retailer certainly is making a very definite attempt 
to reduce his inventories, and I think that as we go through the year, 
inventories will be reduced. 

Senator WituiaMs. There is a possibility that will be carried ove: 
to below normal, too, is there not? 

Mr. Suicu. It could be; sir. 

Senator Miniikin. Will you not say, as the Government increases 
its requisition powers, takes more and more goods out of the marke 
it is going to make shortages and, therefore, people will try to cover 
their inventories? 

Mr. Sticu. Yes. People will certainly try to keep their inventories 
at a proper level; but L repeat, 1 do not think there will be the seare 
buving that there was. 

Senator MiLiikin. That is a matter 

Mr. Suiicu. Yes. 

Senator Kerr. Do you have an estimate of the inventories of 
July 1 this year, as compared to that of July 1 last year? 

Mr. Suicu. No, sir; 1 do not have that right here. We may have 
it here. Ido not have it right here with me at the moment. 

Senator Kerr. Is it not a fact that in spite of the recent acceler- 
ated buying at reduced prices, there is a greater inventory all the 
way from the manufacturer through to the retailer today than there 
was a year ago? 

Mr. Suieu. I think that that is probably true. Here are the 
figures. You mentioned—no, we do not have July; we have April. 
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Inventories in April 1951 were $68,271,000,000, and in April 1950 
were $52,906 000,000. 

Senator Kerr. What were they in July of 1950? 

Mr. Suicu. July 1950, they were $53,243 ,000,000. 

Senator Kerr. So that as of today, in all likelihood, they are 
considerably above a vear ago. 

Mr. Stig. I would say they were probably above a vear ago, 
although I do not have the exact figures with me. 

Senator Kerr. The capacity to produce those inventories is still 
back there at work, is it not? 

Mr. Suren. The capacity to produce, I believe, is there; ves. 

Senator Kerr. And as of now the net left of the produc tion of 
civilian goods is above what. it was a vear ago. 

Mr. Siicu. I would believe that would be true. 

Senator Mitirkin. How much was the national product increased 
in the last year? 

Mr. Sricu. Well, again, offhand I cannot quote that. 

Senator MILLIKIN. Just roughly? 

Mr. Sticu. Total gross national product—first quarter is all I have 
of 1950, was $263.3 billion, and the first quarter of 1951 was $313.9 
billion. 

Senator Mriuikin. Yes. 

Mr. Suieu. From this point on, while these favorable factors con- 
tinue, the chief danger of further inflation lies in the field of fiscal 
policy. If Government spends more than it takes in, whether for 
necessary or wasteful purposes, it will create the additional purchas- 
ing power that is the basis of inflation. In order to prevent deficit 
financing and a further increase of the public debt, broad-gage plans 
for adequate taxation must be made now. 

In urging the development of an adequate tax program, I empha- 
size that the continuing stress which has been given to the reduction 
of nonessential spending must be heeded. 

We are not urging tax increases because we approve the prospec- 
tive level of public spending. We are simply saying that if Congress 
is going to authorize the spending, it should levy the necessary 
covering taxes. 

The current rate of Federal spending is not a proper guide to the 
ultimate rate of spending. Much of the first year since the Korean 
War began has been given over to industrial retooling, the placing 
of contracts, and some acquisition of inventories to be processed into 
military matériel. 

But neither the Congress nor the people have been kept currently 
informed as to the magnitude of the obligations that must eventually 
be met. 

While some of us may have had inklings, it was not until the As- 
sistant Director of the Budget testified before this committee last 
week that we had an authoritative projection of the probable Federal 
budget for 1953. 

We do not accept as final the projection of 1953 budget expendi- 
tures ranging from $80 billion to $90 billion, with $85 billion probable. 
We insist that there will be a considerable amount of water in the 
1953 budget which can and should be squeezed out. 

1 am going to read the next paragraph even though it is marked 
out, because I do feel it is important. 
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Our criticism of the tactics that have been pursued goes further 
than the absolute amount of the budget. It is that until it was 
brought out at this late date there was available no authoritative 
indication of the administration’s views on the magnitude of the 
financing job. 

The President and the Secretary of the Treasury have made nu- 
merous statements regarding the importance of paying as we go. 
But neither has been forthright as to the kind and amount of taxa- 
tion that will be required to accomplish this. They have not sup- 
ported the goal of the pay-as-we-go with a realistic, complete, and 
sound tax program. 

Senator Kerr. Well, getting down to that, is the formulation of 
the elements of a tax program the responsibility of the executive or 
the legislative branch? 

Mr. Surex. Well, I understand that it is the responsibility of the 
Legislature. 

Senator Kerr. Then if you would have a criticism that it has not 
been done, it would be just as much in order to level it at the legisla- 
tive as at the Executive, would it not? 

Mr. Suiax. I would be glad to include them, sir, if vou wish. 

{Laughter.] 

Senator Kerr. I notice you have laid it at the door of the Executive. 

Mr. Suicu. That is right. 

Senator Kerr. And it is the responsibility of the legislative, and 
personally I would appreciate a little expression of your thought 
there as to the reasons making that point of criticism of the Executive, 
not that it is not your privilege to do that, that is fine, and I think 
that is allright. I just am trying to make up my mind as to how much 
persuasive power there should be in a criticism if it is misdirected. 

Mr. SuicuH. Well, we feel that it is within the authority of the ad- 
ministration to propose or to suggest a plan. It is certainly up to 
the Legislature to levy the tax. 

Senator Tarr. Isn’t their sole responsibility to suggest how much 
we are going to spend? Are they not making this whole military 
program? Is it not up to them to tell us about 3 years ahead what 
they expect to do? We finally got it out of them in this committee. 

Senator Kerr. His criticism was not as to the amount that was 
to be spent. His criticism was to the kind and amount of taxation, 

Mr. SiicuH. What I said eee. is that they have not supported 
the goal of pay-as-we-go with a realistic, complete, and sound tax 
program. 

Senator Kerr. That is what you said. 

Senator Miniikin. They supported it for 1952; that is, they had 
a proposal for 1952. 

Mr. Sticu. Proposals, though we do not feel they were sound. 

Senator MruurKkin. But they have no proposal for 1953 that will 
be adequate, and they decline to enter into that field. 

Mr. Stricu. We do not agree with this hesitant, piecemeal approach 
to a job that everyone knows must be done. 

Our first recommendation as to broad tax policy objectives is, 
therefore, that present taxes should be revised sufficiently to cover 
the anticipated peak of defense spending. It is not too soon to begin 
prepaprations for the peak of the spending, for these reasons: 
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There is a normal delay in getting full results from new taxes 
or increases in existing taxes. The fiscal year 1953 would be the first 
full year of operation under any new tax legislation enacted during 
the present session. 

. We must assume that any effort to cover a new inflationary gap 
by a further tax bill next year would be too late. 

Failure to tax realistically now means a new inflation flood when 
the spending crest comes. Once we permit another wide inflation 
gap to appear it will never be possible thereafter to bridge it. We 
therefore face a fateful decision at this time. Further inflation 
involves such peril to our American institutions that we dare not fail 
to make the right choice. 

The burden of inflation is greater than the burden of taxes. It is 
limitless and uncontrollable. The only way to control inflation is to 
prevent it. 

Since the chief danger of further inflation is in the field of fiscal 
policy, my statement to you is devoted mainly to tax policy. Before 
I proc ‘eed with this major topic, | want to make brief reference to 
certain provisions of H. R. 4473 that are not dealt with in my subse- 
quent statement. 

Senator Minuikin. I would like to ask the witness now, Mr. Chair- 
man, he says the chief danger of further inflation is in the field of 
fiscal policy. 

I am not minimizing the fiscal policy, but what will stop the opera- 
tion of the other inflationary factors? 

The CuarrMan. I do not know that I altogether agree with your 
philosophy that the doctor ought to tell the patient he is going to die 
4 years hence, and give him the exact date on which he may look fo1 
his own demise. 

I do not know whether it would be too encouraging or not. Do you 
think so? 

Mr. Suieu. I do not think that would be very encouraging; no, sir. 

Well, we mention here that we feel that the principal private sources 
of inflation are already now well under control by the Federal Reserve 
Board and the member banks. 

Senator Miturkin. Have you documented that? 

Mr. Stiegu. Well, no; I have not. We have not documented it. 

Going back to the statement, | want to make brief reference to cer- 
tain provisions of H. R. 4473 that are not dealt with in my subsequent 
statement. 

Withholding on dividends, interest, and certain royalties. There 
are some persuasive reasons for this provision. However, it will work 
hardship on small-income recipients who are dependent on these forms 
of income. 

As the minority report in the bill points out, the Government will 
have permanently the use of some $100 billion belonging to tax-exempt 
institutions and to those with small incomes. To the extent that per- 
sons in the latter group fail to apply for refunds, whether from ig- 
norance of their rights or for any other reason, the injustices to them 
will be aggravated. 

Senator Minuikin. They tell us they will make about $200 million 
a year out of these dividend and interest withholdings. Do you be- 
lieve that? 
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The CuarrMan. I believe it is estimated above $300—$323 million, 
almost a third of a billion dollars. 

Mr. Sureu. Well, our feeling on that is that, as I say, we admit there 
are, and there are, some persuasive reasons for the provision. 

On the other hand, we feel that there will be many peovle who 
sorely need that dividend income, who depend on it,’and who will be 
forced to wait to receive all of their rightful income until they have 
made a refund claim, if they ever make it. 

Senator Minurkin. I do not think there is the slightest question 
about that. But on the question of balances, can that inconvenience 
be balanced by a projected revenue gain of $323 million, which is not 
hav? 

Mr. Suicn. No, it certainly is not. 

2. Capital gains: (a) The application of the 12's-percent increase on 
individual income taxes to capital gains is of questionable logic from a 
revenue standpoint. The realization of a capital gain is peculiarly 
within the control of the taxpayer, and hence there is room to believe 
that the additional rate will discourage sales. The net result might 
well be less rather than more revenue. 

(b) For several years, we have advocated relief from the capital- 
gains tax in the case of gains realized from the sale of a bona fide 
residence of a taxpayer. Accordingly, we endorse the provision in- 
cluded in H. R. 4473 

Depletion: The association has long been on record in favor of 
adequate provisions for depletion, and we are gratified that H. R. 
4473 contains an extension of this principle. 

4. Multiple exemptions and credits. 

Senator Tarr. What is that extension, coal? 

Mr. Stigu. What did you say, sir? 

Senator Tarr. What is that extension, coal? 

Mr. Sticgu. Some metals, I understand; certain other products, some 
clay products, I believe, and several other products of that nature. 

4. Multiple exemptions and credits: We do not favor the provision 
which would limit to one each the surtax exemption of $25,000 and 
the exe ess-profits credit of $25,000 in the case of a group of “‘related”’ 
corporations. The provisions of section 45 and section 129 of the 
Internal Revenue Code appear to be adequate to deal with cases of 
corporate split-ups and acquisitions designed to avoid or evade taxes, 
and it should be relied upon. This would leave each case of split-up and 
other acquisitions to be determined, as to motives, on the merits of 
the case. 

However, if this limitation on exemptions and credits should be 
continued in the bill, there could be no excuse for the continuance of 
the additional tax of 2 percent on the net income reported in consoli- 
dated returns. 

It is desirable at this point to dispose of certain arguments that have 
been advanced in regard to a pay-as-we-go policy. 

The CuarrMan. Let me ask, Mr. Stam, was this a recommendation 
of the Treasury, of the Joint Committee, or of the Ways and Means 
Committee? 

Mr. Sram. I think it was a recommendation of the joint group, to 
prevent split-ups and avoidance of tax through the creation of these 
multiple corporations. 
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Senator Tarr. Each one of which got $25,000 of small-business 
exemption; is that right? 

Mr. Sram. That is right. 

The CHarrMAN. I wanted to get the historical background. 

Mr. Sram. You see, beginning with the last act, the act that was 
passed last year, the $25,000 surtax exemption was first allowed, and 
the minimum excess-profits tax was first allowed, and it was designed 
to try to meet the problem of corporations splitting up so that each 
one would get a separate exemption. 

The CHarrMANn. But it is applied in the House bill to all separate 
corporations that could file a joint return, broadly speaking. 

Mr. Sram. That is right. 

The Cuarrman. Although they may be in existence for 10 or 15 
years? 

Mr. Sram. That is right. 

Senator Mintiikixn. Was not the original history of that, Mr. Stam, 
associated with the earlier agitation against holding companies? Was 
it not connected with that in some degree? 

Mr. Sram. Every time you have a graduated tax or anything of 
that sort or separate exemptions for corporations based on size, you 
have this problem, of course, that you have to deal with. 

Senator Minturkin. How much revenue is involved? 

Mr. Sram. I think about $70 million are involved. 

Senator Minuikin. That is what I wanted to know. Thank you 
very much. 

Mr. Sticu. Our whole feeling in that connection is that the present 
provisions, section 45 and section 129 are adequate to handle the cas 
where a corporation is trying to evade taxes by splitting up. 

It is desirable at this poimt to dispose of certain arguments that 
have been advanced in regard to a pay-as-we-go policy. These argu- 
ments are that the people cannot afford the taxes required for full 
payment, that such taxation would disrupt the economy, and that 
levies of the magnitude required would not be tolerated by the peopl 
Involved are questions of fact and also of attitude. 

The facts of the case show that it is not a question of affording or 
not affording. The real burden, which is the deprivation and sacrifice 
caused by the shortages and searcities ensuing from large Government 
consumption of goods and services, is a present burden. The people 
afford it and endure it because they have no way of escaping it. It 
cannot be avoided or postponed. Increasing the debt will not lighten 
the burden, but it will add a future burden to that which must be 
carried now. 

Such disruption of the economy as may occur will be caused by 
the large diversion of product to Government use. ‘lo the extent 
that this may happen, it will happen now, and happen anyway 
Pay-as-we-go taxation will not be its cause, nor will the resort to 
inflationary borrowing in lieu of taxation avert it. In fact, the dis- 
tortion incident to the plain economics of the defense program will 
be magnified by another round of run-away inflation 

Therefore, in referring to a tax policy to prevent inflation, we are 
speaking of the ways of drawing off private income in an amount 
equal to the spending. Such a tax policy, we submit, should fit these 
rules. 
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Senator Tarr. May I ask a question, Mr. Chairman? 

The CHarrMaANn. Yes. 

Mr. Suiau. Yes, sir. 

Senator Tarr. How far would you carry this principle? You 
think we should have taxed fully to pay for the Second World War 
by taxation? 

Mr. Siicu. Our feeling is that if we had done so we would have been 
in much better shape than we are today. 

Senator Tarr. I say, do you think we should have done it? 

Mr. Sricu. Yes; I think we should have done it. 

Senator Tarr. Here is the difficulty: On any basis of uniform taxa- 
tion that I know of you cannot levy taxes heavier than a certain 
amount without tremendous injustices, not perhaps to everybody in 
that class, but to certain of them. 

We have to levy taxes on a uniform basis. I went into it in the 
World War, and I came to this conclusion, that there was only one 
way in which we could have raised the money necessary to pay for the 
World War, and that was by rationing income, by rationing income, 
if vou think what that means. In other words, we had to take away 
from everybody every cent they could possibly afford and stil] main- 
tain a reasonable living. 

Now, when you come to the problems of rationing income and 
saying this man must live on $5 000 or this man can have $10,000 to 
live on, it is an almost hopeless problem without an absolute arbitrary 
control, and I came to the conclusion it could not be done under our 
present economy, that you could not possibly tax enough to take 50 
percent of the national income, that is what we had in time of war. 

I say there is a point at which that impossibility to balance the 
budget by taxes occurs. It can occur under this program. In other 
words, even though you do not want the result of inflation, I do not 
think you can escape the results of inflation if the Government is 
going to spend one-third of the entire national income. 

I think your attention should be devoted to saying we cannot afford 
it. I think that we can only afford a certain amount without infla- 
tion, without the evils and difficulties that arise. 

Now, where that point is, I do not pretend to say. I do say that 
if you go beyond a certain level of taxation you cannot prevent infla- 
tion. It is the spending that does it; and you can levy all the taxes 
you please, yet they are passed right on into inflationary prices after 
you get beyond ac ertain point. Tam not saying where that point is. 

I think your thesis is unsound; | do not think you can tax inde- 
finitely to pay for a Federal program, and still maintain any freedom 
whatever of the national economy. 

Mr. Suiex. Of course, I think the people have paid for World War 
II through inflation and taxation. 

Senator Tarr. C ertainly, and I say the failure to tax more during 
the war did not make any difference. You could have taxed the full 
amount needed, and they would have paid for the war anyway in 
inflation. I say after you get beyond a certain point of taxation it 
is just as inflationary to go on taxing as it is to borrow in the right 
way. 

Mr. Suicu. Under certain conditions it could be, but I do not 
think it necessarily has to be. 

Senator Tarr. I think it has to be. I just do not think the Govern- 
ment in a free economy can hope to maintain the level of its currency 
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if it is going to spend more than some certain proportion of the national 
income. That is a conclusion of my own. 

Mr. Suicu. I want to point out—— 

Senator Tarr. That is, perhaps, my own conclusion, and maybe 
I am wrong, but, as a practical matter, we run up against it. During 
World War II we taxed about 25 percent of the national income, 
roughly speaking, and we spent 50 percent in the war, and borrowed 
the rest. We did it because we thought we could not find the taxes 
that would go beyond where we were without treme ndous injustices 
to an awful lot of citizens. 

As I say, I did not see personally any way to do it except this 
rationing income theory, and I certainly shuddered at that. That 
seemed to me to be 

Mr. Suieu. I would like to point out, first, the fact that we cer- 
tainly do not endorse—when we say we should tax as we spend, we 
do not endorse unnecessary spending. 

Senator Tarr. I know, but you really do not protest against the 
spending. You say let us go ahead and spend it if it is all right 
it is all right if we tax it, pay for it. That 1 donot think isso. Ido 
not think you can escape that spending is resulting in some disturb- 
ance. Maybe it is worth it; maybe we can say, ‘‘All right, we have 
got to spend that much more and we have got to stand the conse- 
quences of it.” 

If you do that, I think you are bound to have inflation, and you 
might as well realize that now, that is the result o the spending, and 
it is not anything you can stop by a tax policy or fiscal policy, in my 
opinion, beyond a certain point. 

The CHarrMan. It is obvious you would have to crucify certain 
classes of your taxpayers on your theory, and your theory would 
work only if you have a uniform income, and a uniform increase, and 
a uniform benefit from the inflationary economy in which you are 
operating, which is not true. 

We have too many people of fixed incomes, of definitely limited 
incomes, that hardly respond to the inflationary economy in which 
you are now actually living. Some do not respond at all; and you 
could not retain the principle of uniformity of taxation unless you 
have uniformity of income increases. 

Mr. Surcu. May I point out, sir, that the 

The CHarrMan. At least, [ do not see how you can. 

Mr. SuieH (continuing). Very people you mention who are subject 
to the disaster of inflation, those with fixed incomes, have already 
been hurt tremendously out of all proportion to wage earners and 
salary workers. 

The CHarrMan. Oh, yes, there is no doubt about that. 

Mr. Suc. All right—through the fact and because of the fact 
that we did not pay as we went along, and they will be hurt more as 
we go along if we continue that policy. 

The Cuarrman. Yes, sir. But if you are not to have a limitation 
upon your spending, you are going to crucify them anyway because 
they obviously cannot stand a uniform tax rate that will bear upon 
those people, without destroying them. 

Our danger in America now is that we are destroying the middle 
classes. 

Mr. Suieu. I agree with you, and I think the whole answer—— 
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The CHarrMan. And we have taken some very long steps in that 
direction. 

Mr. Surex. If the Congress has the courage to cut spending, that 
will do away with a tremendous amount—a part of this problem. 
But if they do not have that courage, and if they insist on appro- 
priating the money, then I think they should also have the courage to 
tax enough to pay the bill. 

The CuarrMan. You cannot stick to your conventional uniform 
method of taxation without certainly crippling beyond repair certain 
classes of your taxpayers, and that is a matter that always concerns us 
It is obliged to concern us. I do not agree with your other thesis, Mr. 
Sligh. 1 might as well say to you ‘that you would impose these 
taxes up to your peak. 

When you get up to the peak, then you are going to fall off in your 
production; you are going to fall off in ail production goods; you are 
going to drastically alter your economy, and it seems to me that you 
had better level it off, and I think you have got to do it by a gradation 
of tax levies rather than run up to a peak, and risk the dangers of 
what that peak will do the economy. 

Mr. Suiegu. Well, again I would like to explain that a little further. 

The Cuarrman. Of course, I got your point that you do not intend 
to suggest you would impose all the tax levies up to the peak. 

Mr. Suieu. That is right. 

The CuarrmMan. But you would put them in and time them as you 
reach the peak. 

Mr. Suieu. That is right. -In other words, the framework should 
be built 

The CHarrMANn. Well, in that theory 

Mr. SLIGH (continuing). To cover the entire problem. 

The CHAIRMAN (continuing). In that sense, you might escape what 
to me would be the inevitable consequence of going up to your peak 
taxation at that time, and I caught vour point on that, but I think 
you can pay as vou go, and I think it is desirable to do so. But th: - 
does imply a limitation of what vou are going to spend and, as I said 
in the beginning, your pay-as-you-go program—lI do not care who 
advances it—does not seem to me to be realistic unless vou know how 
far vou are going and how rapidly you are going to travel to that 
point. 

Now, if vou do not get those assumptions, given those fixed assump- 
tions, then this talk about pay-as-vou-go just blindly means, F think, 
that you crucify a very large number of vour people numerically. 

Mr. Stieu. It seems to me that vou tend to crucify a large segment 
of the people of the country more effectively through inflation, and 
also that those people are the least able tostand it. They are the people 
who are, perhaps, living on income trust funds and fixed incomes ot 
pensions that are now, perhaps, bevond their peak of capacity to 
earr, and those are the very people who need the money the most. 

The CuarrmMan. I am sure that every member of this committe: 
realizes the destructive effects of inflation on these people; that is 
true. But, if vour only alternative is a uniform system of taxation 
that will destroy them outright, I do not see that vou have helped 
very much. You may have saved some groups, but vou have not 
saved them all, by any means, if that is vour alternative. 
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Mr. Sticu. Of course, we do not feel that is the alternative. In 
other words, we do not feel that our tax program will destroy the 
economy, avd naturally we do not or we certainly would not 
advocate it. 

The CHarrMAN. You come back necessarily to what | have said 
as to how far you are going and how rapidly you are going to reach 
that end, because in the first place if you do not know those things, 
you cannot tax; in the second place, if it is a uniform tax, you are 
bound to hit some people. 1 think, if I may say so, the House bill is 
a tremendously burdensome tax on all unmarried people who are 
not the heads of households. 

They did try to soften it with respect to that particular group, 
which is commendable, but then it is a terrific blow on all single 
people and a heavy burden on your middle-income taxpayers. 

Mr. StigH. May I continue, sir? 

The CuairMan. Yes, sir. 

Mr. SuigH. Going back one sentence, therefore, in referring to a 

tax policy to prevent inflation, we are speaking of the ways of drawing 
off private income in an amount equal to the spending. 

Such a tax policy, we submit, should fit these rules: 

There should be a minimum interference with production. The 
tax burden always exerts a restrictive effect on economic effort. 
Therefore, the tax methods used should be such as to involve the 
least possible interference with production. 

The tax increase should have a universal impact on purchasing 
power. The burden of whatever deprivation is involved in Govern- 
ment’s withdrawal of a large volume of goods and services from cur- 
rent product should be universal. 

If the foregoing rules are valid for the formulation of a sound tax 
policy, a basis is provided for appraising the options for additional 
tax revenue. Such an appraisal involves income taxation first, and 
consumption taxation second. 

he income taxes: First, further severe increases of the income taxes 
will interfere with production. This proposition is valid in the case 
of both the corporation- and the individual-income tax, but its ap- 
plic ation is somewhat different in the two taxes. 

The corporation-income tax: The important question involving the 
corporation-income tax is its effect on corporate plans and ability 
to expand productive capacity, notonly in the present emergency 
but for the long-run future. 

The large total dollar amount of corporate profits has led some to 
advocate dipping much more deeply into these profits than would be 
done by the present or even the proposed tax rates. The facts are, 
however, that additional taxes on corporations as a whole result in 
(1) a cut-back in expansion plans, (2) a reduction of dividends, 
(3) a further use of debt financing which, in effect, would be corporate- 
deficit financing of the additional taxes. 

Let me put it another way. The anticipated rise of profits from 
1950 to 1951 is some $6 billion. The increase of tax liability under 
present law is the same amount. The tax increase under H. R. 4473 
is $9 billion. Obviously, the additional $3 billion of taxes can be 
paid only by increasing debt in the same amount or by a corresponding 
reduction in the planned rate of expansion of our productive facilities. 
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Senator Tarr. Perhaps a slight decrease in the dividends; there is 
an alternative. 

Mr. Suieu. But a decrease in dividends, of course, will not neces- 
sarily enable you to increase your taxes because, of course, dividends 
are taxed as they leave the corporation, under this new bill, as high 
as 94.5 percent; so that the loss of revenue would be very great 
probably by taxing them at the corporate level. 

Thus the issue is posed. If the tax increase is paid by debt increase, 
the inflationary danger is intensified. If it is paid by curtailing 
productive capacity, our productive bulwark against communism 
will be impaired. 

We believe the only sound course to follow is to hold corporate taxes 
at approximately the present level. Above all, there should not be, 
as provided in H. R. 4473, any increase in the combined corporate 
and excess-profits limitation of 62 percent, the combined excess- 
profits marginal rate of 77 percent, or any reduction of the excess- 
profits credit. 

Change in the excess-profits tax should be toward relief, not increase, 
of its burdens. This tax stifles growth when growth is the greatest 
weapon we have to use against communism. 

In fact, even the present 85-percent excess-profits credit is wholly 
unrealistic in view of the inflation which affects corporations as well as 
other segments of our economy. 

The individual-income tax: The burden of the individual-income 
tax has also been increased by the Revenue Act of 1950. The danger 
to the Nation in excessive rates of income tax is in their effect on the 
incentives to get income and on the ability to accumulate venture 
capital. To the extent that these incentives are weakened and 
capital accumulation is deficient, production declines and both the 
Government and the people suffer the consequences. 

There are various procedures for increasing the revenue. vield of 
the individual-income tax. The two most usually considered are: 
(1) the addition of certain percentage points throughout the rate scale, 
as recommended by the Treasury; (2) a reduction of the exemptions 
allowed to the taxpayer, his spouse and specified dependents. A third 
procedure is to levy a flat rate of tax on the surtax net income re maining 
after present tax. We favor this plan because it does not further 
intensify the progression. 

We oppose the method finally adopted in the House bill, which is 
the increase of the tax by a stated uniform percentage thereof. Both 
the addition of percentage points to the rate scale and the percentage 
increase of the tax intensify the progression, a condition which has 
already been carried too far unless one is to accept the Karl Marx 
doctrine that the main function of severe tax-rate progression is to 
destroy the basis of private capitalism. 

We recommend against reduction of the exemption as a means of 
increasing the revenue, except as a last resort. It is our judgment 
that there is a better way than reducing exemptions to broaden the 
tax base and to secure some tax from those now liable for income tax 
as well as all other citizens: that is, a broad-based consumption tax. 

Consumption taxation: Before I outline our thinking on this method 
of taxation, I must direct your attention to the fact that the individual- 
income tax, levied on income as it is presently defined in the tax law, 
does not reach the major part of total personal income. 
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There is a gap of $130 billion or more between the total of personal 
income as estimated by the Department of Commerce and the amount 
of taxable income as defined in the tax law. 

The large amount of personal income not subject to income tax 
provides strong support for the second result of our appraisal of 
available revenue options. It is that a substantial part of the addi- 
tional revenue needed to “pay as we go” should be secured from a 
broadly based consumption tax rather than from a heavier concen- 
tration of the tax increases on the income taxes. This is certainly 
the most effective way to spread a part of the tax load over all income 
and all citizens and combat inflation. 

Senator Tarr. I understand you oppose the reduction of exemp- 
tions. Why do you do that? 

Mr. Stiau. We do not propose it. 

Senator Tarr. Why do you oppose it? 

Mr. Stiau. We feel that the exemption is now lower than it was in 
real dollars during World War II. 

Senator Tarr. I agree with you. But it is not fair to tax those 
people; is that it? Is that the theory 

Mr. Suicu. No. 

Senator Tarr (continuing). Because then you turn around and 
say, “No; we will get at them with a sales tax.’”’ That is, as I get it, 
your program. 

Mr. Suiecu. It is a better method. 

Senator Tarr. The reason for your opposing exemptions is not 
because you oppose taxes, because you come along on the next page 
and say you are going to tax them. 

Mr. Stiecu. I think I can explain it this way, Senator Taft: In our 
tax, which | come to in a moment, in a broad consumption tax on all 
products except food and food products, the very low income groups 
would be favored under that method of taxation because over 50 
percent of the cost-of-living items are made up of food and food 
products and rent, in low-income and moderate-to-low-income g:oups. 

Senator Tarr. As a matter of fact, I agree, but I do it on the 
ground that I do not think the income tax is a good way to reach 
those people having incomes below a certain figure. 

Mr. Suiagu. We agree with you. 

Senator Tarr. But I only want to point out that you are going to 


get them another way. 


Mr. Suicu. Yes, but not to the same degree, not to the same 
extent. 

Senator Tarr. It depends on what—if you give them a choice—— 

Mr. Siicu. We have a fairer method. 

Senator Tarr. I think, as you go down the percentage of income 
used for food prices, there is still a large element of expenditure even 
in the low-income groups that would be affected by your production 
tax or consumption tax. 

Mr. Suicu. Less than 50 percent of their expenditures would be 
taxed. 

Senator Tarr. But, as long as you tax that 50 percent high enough, 
you get as much as you would get with an income-tax increase at a 
lower rate. 
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Mr. Sricu. 1 must say I do not know there is any way to pay for 
this need that we have been asked to carry except by taxing the 
people of the United States. We cannot tax any other people. 

Senator Tarr. If it is going to be a general 10-percent sales tax or 
general 10-percent excise tax, which has been the level of the other 
excise taxes, then you reach more than half the income of the low- 
income taxpayer, and that is more than increasing the rate by 5 per- 
cent of net income. 

Senator Mitirkin. Have you figured out your burden tables under 
your own system, so far as the lower brackets are concerned, assuming 
the imposition of your tax, how much taxes— 

Mr. Suicu. No, sir. 

Senator MILLIKIN (continuing). Would people in that bracket be 
paying, not only directly by virtue of your type of tax, but together 
with State sales taxes and all other taxes? 

Mr. Suiiex. I am sorry, I cannot answer that question. I do not 
have that detailed information. 

Senator MiLuikin. We ought to have something on that because 
there is a limit to which you can press those people on taxes. 

Mr. Siigu. We will check that, sir, and see if we can get some 
information on it. 


The following informatiou was subsequently supplied for the record: 


NATIONAL ASSOCIATION OF MANUFACTURERS, 
New York 20, N. Y.., July 20, 1951. 
The Honorable Water F. Groree, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, <<. 

My Dear Senator: When I testified before your committee on July 5, Senator 
Millikin asked if we could provide information on the burden, by income brackets, 
of a manufacturers’ uniform excise tax, and also of all present taxes. 

Avtached is an analysis, prepared by Dr. Rufus S. Tucker, economisi for 
General Motors Corp., and a member of the NAM taxation committee, which 
provides this information. May I ask thai this statement be included in the 
formal record of the hearings. 

Because of Senator Millikin’s expressed interest in this subject, I also am 
taking the liberty of sending a copy of Dr. Tucker’s analysis direct to him. 

I appreciated the opporiunity of appearing before vour commiitee, and espe- 
cially the extensive consideration which you and the other members present gave 
to our \V iews 

Sincerely yours, 
Cuarues R. Sriiar, Ir., 
Chairman, Taxation Committee. 


THE INCIDENCE OF A MANUFACTURERS’ Excise Tax 
By Dr. Rufus 8. Tucker 


\n argument against proposals for a general manufacturers’ excise tax is that 
such a tax would fall with proportionately more weight on consumers with small 
incomes than on wealthier consumers. This argument is supported by the gen- 
eralization that poor people spend all of their incomes, or more, while wealthy 
people spend only a small part of their incomes and save the rest. Even in such a 
general form the statement is exaggerated, and the statistics commonly cited are 
unreliable. But aside from that, the generalization is irrelevant since the manu- 
facturers’ excise recommended by the National Association of Manufacturers 
would not fall on all kinds of purchases for consumption, and the kinds that would 
be affected are in about the same relation to consumers’ income in all income 
classes up to $10,000. 

\ manufacturers’ excise tax could not apply to expenditures for taxes, money 
gifts, or savings. Neither would it apply to expenditures for rent, insurance 
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medical care other than the actual cost of medicine, education, or any form of 
personal service, or any kind of home-produced goods, such as garden produce, 
firewood, ice, or home-made clothing (except the cost of materials), or food, 
clothing, or lodging received as compensation, or gifts of food or clothing or other 
articles. 

The items of expenditure just enumerated constitute altogether a larger pro- 
portion of the consumption expenditures of the lower income classes than of the 
higher. They also add up to a higher proportion of the incomes of the lower 
income classes. Food is by far the most important part of the expenditure of the 
poor, and takes a much larger part of their income than in the case of persons with 
higher incomes. If food (and medicines) are specifically exempted, a manu- 
facturers’ excise tax will fall with about equal weight on all income classes up to 
$10,000. The exact incidence, as a percent of income, cannot be calculated with 
absolute accuracy. The available information is presented in tables I and II, 
and the combined effect of existing direct taxes and a hypothetical tax of 10 
percent on the sale of all manufactured goods except foods and medicines is 
presented in table II1. 

Although there are considerable discrepancies in the figures derived from 
different sources, the general picture is plain. A manufacturers’ excise tax such 
as is contemplated would in itself be nearly proportional to incomes up to $10,000, 
perhaps moderately progressive. 

The figures shown in table III for the burden of existing taxes are derived from 
those published by R. A. Musgrave et al. in the National Tax Journal for March 
1951. They have been corrected, however, for obvious errors caused by Professor 
Musgrave’s use of inaccurate statistics and false assumptions concerning the im- 
portance of wages and the amount of consumption in the lower income brackets, 
and his disregard of the large amount of nonmoney income received by persons 
in the lower monev income brackets. Estimates have also been added for income 
classes above $7,500, which were lumped tovether by Professor Musgrave 

The specific recommendation of the NAM does not include the exemption of 
medicines. In the various source studies from which the data given in the fol- 
lowing tables are drawn, the cost of medicines is included, without segregation, in 
the total cost of medical care. As noted above, medical care expense, other than 
medicines, would not be taxable in any case. Hence, in excluding this item it was 
necessary to exclude also the specific component of medicines. It is believed that 
this does not seriously affect the relationships shown. 


TABLE I. Proportion of consumers’ incomes affected by a tax on manufacturers’ 
sales (if foods and medicines are exempted) 


ALL CONSUMER UNITS 





Percents of total income affected 
Income class 
NRC, BLS BLS BLS, 
1935-36 1941 1941 1942 
Under $1,000 35. 5 25. 0 27.4 27 
$1,000 to $1,500 36.0 29. 6 mm ¢ 97 
$1,500 to $2,000 37.9 0. 4 24 20.9 
$2,000 to $2,500 38.5 3. 7 ..2 97.1 
$2,500 to $3,000 38.7 83. 7 47 7.1 
$3,000 to $4,000 S7. 4 3.9 6.2 OR 2 
$4,000 to $5,000 4.3 3.9 6,2 oN 2 
$5,000 to $10,000 4.6 1.9 ) R1 
$10,000 and over 22.9 27.2 28.9 ”) 9 
Classified by money income. 
2 Classified by total income. 
Sources: NRC- National Resources Planning Board, Family Expenditures in the United States. BLS: 
Family Spending and Saving in Wartime, United States Bulletin of Labor St tist No. 822 


Expenditures for food, medical care, housing and nonautomobile transporta- 


tion deducted from total consumption; also where possible all items represemiing 
income and consumption not involving purchase (i. e., income in kind To- 
bacco has also been deducted since the NAM proposal does noi affect existing 
taxes on tobacco. A deduction should also have been made for liquor, but there 


are no reliable figures. 
$6141—51—-pt. 2——8 
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TaBLeE II.—Proportion of consumers’ incomes affected by a tax on manufacturers’ 
sales (if foods and medicines are exempted) 
FAMILIES OF TWO OR MORE 


| 
Percents of total income affected 


Income class een a ———_—_———- 
INRC, 1935-36] BLS, 1941! | BLS, 1942! 


Under $1,000 ses ab naekdauigoceke padleiaadbamcsiaae wel 38.0 | 28.7 | 30.0 
$1,000 to $1,500 4 ee ee ee 38.0 | 32.8 | 29. 6 
$1,500 to $2,000 : , ere 39. 1 33.2 28.9 
2,000 to $2,500... _- ; : 37.9 | 37.5 30. 2 
$2,500 to $3,000 ; ‘ RS 39.4 37.5 | 30. ¢ 
$3,000 to $4,000 <r oe 38.5 | 37.9 | 31.8 
$4,000 to $5,000 Steaks cocol 37.7 37.9 | 31.8 
$5,000 to $10,000 Batson pgusiddlekennil 33.9 | 35.8 35.7 
$10,000 and over ~ licidinene ‘ x einacuguiadiineas 23.9 31.3 23.9 


1 Classified by money income 

Sources: NRC: National Resources Planning Board, Family Expenditures in the United States. BLS: 
Family Spending and Saving in Wartime, United States Bulletin of Labor Statistics, No. 822. 

Expenditures for food, medical care, housing and nonautomobile transportation 
deducted from total consumption; also where possible all items representing in- 
come and consumption not involving purchase (i. e., income in kind). Tobacco 
has also been deducted since the NAM proposal does not affect existing taxes on 
tobacco. <A deduction should also have been made for liquor, but there are no 
reliable figures. 


Tasie III.—Effect of 10-percent manufacturers’ excise (as proposed by NAM) on 
the distribution of the tax burden by income classes 
ALL CONSUMER UNITS 


[Taxes as percent of total income] 


Manufac- 


Money income classes 1948 taxes { turers’ excise Total 

Percent Percent ' Percent 
$1,000 16. 8-18. 7 | 4.6 20. 4-22. 3 
$1,000 to $2,000 20. 0-20. 8 aa 23. 7-24. 5 
$2,000 to $3,000 22. 6-23. 9 3.9 | 26. 5-27.8 
$3,000 to $4,000 24. 1-25. 0 3.7 27. 8-28. 7 
$4,000 to $5,000 ; EF 25. 6-26. 3 3.6 29. 2-29.9 
$5,000 to $7,500 26, 2-28. 6 3.6 29. 8-32. 2 
$7,500 to $10,000 31. 1-32. 8 3.6 34. 7-36. 4 
$10,000 to $15,000 ; 34. 5-36. 5 3.6 38. 1-40. 1 
$15,000 to $20,000 36. 540. 5 3.6 40. 1-44. 1 
$20,000 and over 60. 1-61. 6 2.4 62. 54. 0 


The amount of manufacturers’ excise is 10 percent of the expenditures of each 
income class on the commodities subject to it. The amount of such expenditures 
has been taken as the highest ratio of such expenditures to the total income of 
each class reported by the National Resources Planning Board for 1935-36, or 
the Bureau of Labor Statistics for 1941 or 1942. 

Senator Mixurkin. I think it is important from your own stand- 
point to show your burden tables on your own type of tax, and there 
should also be added to that the taxation which those people already 
pay by way of local sales taxes and transaction taxes, and all of the 
other State burdens which they meet directly, not to mention indirect 
taxes. 

Mr. Suicu. I don’t know whether the joint staff is working on that 
or not. 

The CHarrMAN. They have been working on the general problem, 
yes. 

Senator Kerr. I wonder if he can provide us with information on 
that. 
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The CuarrMan. What do you say? 

Senator Kerr. Would not their studies in that regard enlighten us 
on that question? 

The CHarrMan. I do not know whether you are going into it now, 
Mr. Stam. 

Senator Kerr. I understand they are. 

The CuarrMAN. We will have that study. 

Mr. Sram. We have been working on some material in relation to 
that question. 

The CHarrMAN. You do to an extent go into it because you say 
50 percent of the purchases of the people of the lowest income 
brackets—— 

Mr. Suieu. I think that is a Government study that stated that 
those in the moderate and low-income groups spend approximately 
50 percent or a little more of their income on food, food products, 
and rent. 

The CuHatRMAN. So there would be something less than 50 percent 
of the income—— 

Mr. Sureu. That would be taxed. In fact, we could add to that, 
because under our tax we do not tax any services, any services except 
a few, which I will list here in a few moments. 

The CHAIRMAN. Yes, sir. 

Mr. Suicu. But there are many that we do not; most of them are 
not taxed. 

Senator MILLIKIN. You anticipate if your tax were imposed that it 
will not generate a new round of wage rises? 

Mr. Sticgu. We do not think it should, and we think it can be 
controlled in this manner: that, as I said before, the only way we are 
going to raise this money is to ‘tax everybody in our country. | 
think we all recognize that. We think that the people should not be 
allowed to include those in the cost-of-living figures. In other words, 
we have checked with the people here in Washington, our staff has, 
and we have been told that it would be possible to exclude any such 
tax as we are proposing from the cost-of-living data, so that it would 
not increase the cost-of-living figures upon which are based certain 
escalator clauses, and so on. 

Senator Miiuikin. Well, you could exclude if from the data, but 
you could not exclude it as a fact. 

Mr. Suigu. That is correct. It could not be excluded as a fact, 
and we don’t think there is any way to exclude the fact that the bill 
we are running up must be paid for in one way or another. It is an 
unpleasant fact. 

Senator MiLuikin. Yes. 

Mr. Suiieu. We have got to decide, I think, whether we really want 
to make our country secure, and if so, we are willing to pay for it, and, 
of course, not spend any more money than is absolutely necessary 
in so doing it. 

Senator Mi.Luikin. One of the end points of our job here is to pro- 
vide some kind of an equitable—as equitable a tax as is possible. 

Mr. Suien. That is right. 

Senator Miiuikin. And I suggest merely from the standpoint of 
your own presentation since we know what the burdens are so far as 
income taxes are concerned, we ought to know what the burdens 
would be if your tax were imposed, in addition to the direct taxes of 
the low-income people which they are already paying. 
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Mr. Suicu. It has been our understanding that the joint staff has 
been working on that problem and will have those figures eventually. 

Senator Miturxrn. Then, of course, it is interesting to some of us 
as to whether there is a problem of generating another series of wage 
spirals which will bring you right back to where you were. 

Mr. Sticu. It could be unless it is properly handled, but we do not 
think it would necessarily have that effect. 

Senator Mituikin. Has it been properly handled, in your judgment? 

Mr. Sticu. Well, this tax has never been imposed that we are advo- 
cating. 

Senator Mituikin. I am talking about the wage spiral; has that 
been properly handled? 

Mr. Sticu. Well, you are getting out of my field, sir. 

Senator Mriuik1n. I do not blame you for not answering. 

Senator Tarr. It would have one direct effect in raising wages be- 
cause of all of these escalator clauses which now cover millions of 
employees. 

Mr. Sticu. Those are based upon the cost-of-living index. 

Senator Tarr. That is right. 

Mr. Siig. And we would exclude such tax from the cost-of-living 
index, and we have been told that is feasible. 

Senator Tarr. It is not feasible under those contracts, I do not 
think. 

Mr. Stigu. Well, that should be handled 

Senator Miiiikin. Assuming it is feasible, you cannot hold this 
thing by a statistical basis. From our standpoint, one of the con- 
siderations we will have to concern ourselves with is where do we 
leave this low-bracket citizen after he pays all the taxes that he pays, 
including the one which you are imposing, and it will not answer our 
problem to say that by statistical hocus-pocus he is as well off as he 
was before. 

Senator Tarr. You see, Mr. Johnston has now approved the esca- 
lator contracts. Those contracts cover the cost of living. Into that 
cost of living goes all results from excise taxes and everything else, 
except direct taxes. Income taxes do not go into it. But I don’t 
think now they can back up on these excises—I pointed out from the 
beginning that Mr. Johnston ought not to have approved the con- 
tracts as is; he ought to have said, “Yes, but excluding from that in- 
crease anything brought about by an increase in excise taxes or sales 
taxes.”’ but he did not do it, and I don’t think he is ever going to get 
the Board now to reverse itself. 

Mr. Suieu. I would think that would be within the authority of 
the Congress to make such 

Senator Tarr. I think it is in Mr. Johnston’s authority, but I 
don’t think he will do it. He has not done it. 

Senator Wiiuriams. In excluding the cost-of-living items, would 
you propose to exclude building materials for home construction, 
apartment houses? — 

Mr. Stiau. No, sir. 

Senator Wiiuiams. If vou did not exclude those items from the 
tax, how could you say that rent would be excluded, because those 
items go to make that up. 

Mr. Suicu. There are some of it, perhaps, which would be found in 
rent, although under rent control, perhaps not as much as should 
would be found in rent. 
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Senator Winuiams. It would be carried through in rent if you 
allowed the cost increases, though, would it not? 

Mr. Suicu. To some degree; yes, sir. 

Senator WiLuiAMs.. To be carried through. 

Senator Tarr. You have got a tremendous tapping of rent already, 
because a large part of these local and State taxes, which are sub- 
stantial, fall on rent and fall on sales. too, so far as that is concerned. 
so that these low-income people already pay a fair proportion of local 
taxes. 

Senator Witt1ams. What I was pointing out is you cannot strictly 
say that you could exclude the cost-of-living items, that is food or 
rent, because the same thing would be true, to a large extent, on food 
items indirectly, as Senator Millikin pointed out, even though you 
excluded them specifically; they would indirectly follow through. 

Mr. Stic. To a small degree, but it certainly would be very much 
less than it would if it was taxed directly under the consumption tax. 

The CHARMAN. All right. 

Mr. Siig. I mean all these taxes have to be borne. 

The CHarrMan. Suppose you proceed until you come to something 
else bearing on this. 

Mr. Suicu. First, the present degree of concentration on income 
taxes is too great. Together, these taxes now account for some 85 
percent of total Federal tax revenues. In our judgment this is not 
sound fiscal policy. 

Second, consumption taxes are relatively stable in yield. They 
are stable in yield while taxes on income are by comparison unstable. 

There was a drop of $6.3 billion in corporation profits from 1948 
to 1949. This shows up in the 1950 tax collections, which were down 
by $2.1 from those of the preceding year. The variation of individual 
income tax receipts is not comparable because of the changes made 
in the Revenue Act of 1948. [t is significant, however, that the mis- 
cellaneous internal revenue. consisting principally of the excises, 
showed no effect of the business recession, 

Senator Tarr. Is that so; none at all? 

Mr. Sign. Practically none, I believe. sir. 

Under a broadly based consumption tax, since the present Federal 
excise system is selective without logic, discriminatory without reason. 
and provocative of widespread industry friction and consumer com- 
plaints, it is our recommendation that there be substituted for it a 
broad excise or consumption tax applicable to all end products of 
manufacture except foods and food products, 

In this recommendation we would exclude the taxes on tobacco 
and alcoholic beverages which should continue to be dealt with 
separately. We oppose any further increase of these taxes. however, 
on the ground that the rates are still at the highest levels imposed 
during World War IT. These commodities are also subject to sub- 
stantial taxes by the States. There is no good case, in our judgment, 
for imposing a still heavier tax burden on the consumers of these 
products while the excise System as a whole remains in its existing 
uncoordinated, discriminatory condition. 

Having concluded that the present system of limited, selective, 
discriminatory excises is an inadequate, even improper, fiscal imple- 
ment, our next task was to decide upon the form of general excise to 
be recommended. The choice obviously lies between a Federal retail 
sales tax and a tax at the final point of manufacture. 
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I can assure you that our numerous committee discussions of this 
matter were long and vigorous. There was full recognition of the 
desirable features of a Federal retail sales tax. 

Our conclusion to recommend a general manufacturers’ excise was 
reached only after a thorough exploration of all of the arguments for 
and against both the retail type and the manufacturers’ excise type. 
I mention this to show you that our action has not been hasty, arbi- 
trary, or lacking in due consideration of all sides of the problem. 

In confining our recommendation last year to the end products of 
manufacture, our intention was that the taxes on the special services 
(telephone, telegraph, cable; leased wires; local telephone; transpor- 
tation of persons; and admissions) should be repealed outright. This 
remains our long-range objective, but, as part of the special emergency 
financing, we believe these services should be subject to the same 
uniform tax as manufactured goods. 

A manufacturers’ uniform excise: Our reasons for deciding to recom- 
mend a manufacturers’ uniform excise may be summarized as follows: 

1. Federal-State tax duplication: A manufacturers’ excise is well 
adapted to use at the Federal level, but not at the State level. A 
retail sales tax may be used effectively at either level. However, 
retail taxes are now levied in 29 States, as shown on the accompany- 
ing map. The shading on the map indicates the portion of State 
revenue derived from this tax. In the interest of avoiding duplica- 
tion of tax methods whenever possible, we believe the soundest pro- 
cedure would be for the Federal Government to use a manufacturers’ 
tax, leaving the retail tax field to the States. 

2. Administration: Administration of the tax would be more simple, 
assured, and inexpensive at the final point of manufacture than at 
the retail level. The number of final manufacturers, exclusive of 
food products manufacturers, is considerably less than 300,000. On 
the other hand, there are more than 3,000,000 retail outlets in the 
United States, ranging from large department stores to small shops 
and ‘hole in the wall’ operators. The birth and death rates of re- 
tail establishments are both high. In many cases their business 
records are rudimentary, making difficult the audit and collection of 
tax withheld. 

3. Familiarity of procedure: The manufacturers’ excise is not a 
new Federal tax. Under existing law more than 20 classes of goods 
have been thus taxed, and extensions of this form have been pro- 
posed both by the Treasury and by the Ways and Means Committee 
in H. R. 4473. Bureau procedure is well established and a certain 
segment of the business community is already familiar with the rules 
and regulations. 

4. Permanence in the Federal tax structure: We have stated above 
our reasons for permanent, long-range Federal dependence upon the 
excises for a substantial contribution to the Federal revenues. There 
is much better prospect of achieving this long-range objective by 
holding the Federal excise at the point of final manufacture. 

I now conclude with a general summary of our proposals. 

1. Tax legislation now should aim at covering the anticipated maxi- 
mum of defense spending. In no other way can we assure pay as 
we go. 

2. Move toward correction of the present excessive use of the income 
taxes by introduction of a broad consumption tax, levied at the 
manufacturers’ level. 
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3. Hold increases of the individual income tax to a moderate level, 
and use a method which will not intensify the present rate progres- 
sion. 

4. Hold the corporation taxes at approximately the same level. 

Senator Mruuixin. How much money would you collect from the 
proposed tax? 

Mr. Stieu. We believe, sir, that generally speaking the excise taxes 
should produce approximately the same amount as produced by the 
individual income taxes. In other words, for instance, take Canada. 
It is my understanding that about 45 percent of their total Federal 
revenues are produced through excise taxes. At the present time | 
believe we are producing about 14 percent of our total Federal rev- 
enues through excise taxes. 

Senator Miuurkin. Your proposal is that we collect as much through 
your method as we do through personal income tax? 

Mr. Siren. We think the amount should approach the amount 
produced by income taxes. 

Senator Mituixi. How much would that figure expand as it 
reaches the ultimate purchaser? 

Mr. StigH. We do not believe that this figure will be expanded to 
any appreciable extent. It is very different from a transaction tax, 
which might be pyramided as it went on up through the processes 
and which would favor very materially the highly integrated cor- 
poration. The manufacturers’ uniform excise tax is applied only 
once, and that is at the end of the manufacturing process, before it 
moves on to the retailer, or the wholesaler. 

Senator MiILuikIn. It is an item of cost? 

Mr. Suiex. It is. But we feel that the retailers of this country are 
a pretty smart group of people and that they recognize that they 
cannot be paid a full mark-up for collecting a tax. Their function in 
our economy is to distribute goods. And for that, they are paid. 
They naturally would have to take something in to pay them for 
the handling of that tax money and the carrying of it in inventory, 
and so on. And we believe they should have that, say, 1 percent. 
or something like, 1 or 2 percent, or something like that. 

Senator Mitirk1n. This leaves the end manufacturer and it moves 
to the wholesaler, let us say. 

Mr. Stier. Yes. 

Senator Miiurkin. The wholesaler has to pay a lump sum for it 
does he not? 

Mr. Suicu. That is correct, sir. 

Senator Minuikin. There is not any separate tax item there. He 
pays a lump sum. 

Mr. Suieu. No, sir. 

Senator Miiurkin. Why is that not subject to his customary 
mark-up? 

Mr. Sticu. As I say, I think competition will very soon point out 
the fallacy of that thinking. In other words, this is a uniform tax. 
Even in the case of the present discriminatory system, as far as I 
know, it is not pointed out as a problem. 

Senator Miuurkin. Yes. But this gentleman has to go to the bank 
to borrow money to pay for that tax just as he goes to the bank to 
borrow money to pay for the steel, we will say. 
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Mr. Surgu. Yes. And we feel that he is entitled to whatever it 
costs him to carry that amount of money. But that would not be his 
normal mark-up on the tax. 

Senator Miiiikin. In view of the fact that he has to pay for his 
tax item the same as he pays for the re st of his goods, why should he 
not apply his conventional mark-up? It seems to me that you are 
going through a mental process of separation that does not occur to 
the citizen who is borrowing the money to carry these inventories, 
and it would not occur to the banker, either. 

Mr. Surcgu. As I say, I think that the retailer is a pretty smart 
individual. I deal with them frequently, and I have always found 
them to be very intelligent. 

Now, it seems to me that it will not be very long before a retailer, 
for instance, will realize that he is not entitled to a full 50- or 100- 
percent mark-up, or whatever it might be, on the tax. The tax itself 
does not take up any floor space in his establishment, and therefore 
it does not have to carry the overhead certainly that the item itself 
carries. 

Now, he is entitled to whatever the financial carrying charge of that 
amount would be. 

Senator MiLurkin. Yes. 

Mr. SuicH. And we think he should be compensated for that. But 
it might be 1 or 2 percent of the tax. 

Senator Minirkix. Do you think he should go through the same 
process of reasoning as to all of the items of cost in the goods that he 
receives? Some should carry one mark-up; some should carry another? 
Should he start in to analyze the proper mark-up on every item of the 
preceding man’s cost and say, “‘Brother, you are charging too much 
here. You will have to set this down’’? 

Mr. Sticu. Let me point out 

Senator Mriiikin. I am suggesting to you that he will carry the 
mark-up. 

Mr. Stiau. I do not believe that it will. 

Senator Minurkin. You are suggesting that, by some process of 
reasoning, the retailer will separate this particular item while not 
separating others and insist upon the reduction of price equivale nt to 
the mark-up, making allowance for a financial carrying charge? 

Mr. Suicu. I think it will be handled by the competitive system, 
which has made this country great. I think that is what will deter- 
mine it finally. 

Senator Miiirkrx. Has not the competitive system of this country 
been made great on the mark-up? 

Mr. SurGH. Surely, but not on the mark-up of taxes. 

Senator Mriirkrin. Is that not your profit system? 

Mr. SuigH. Not on the mark-up of taxes. 

Senator Mriiurkin. I suggest to you that the mark-up applies to 
every item of cost. It may not apply in the same degree, and perhaps 
should not apply in the same degree. But if you have to go to the 
bank and borrow money, the cost of that tax is as much a part of your 
investment outlay to carry on your business as any other cost. 

Mr. Suicu. Absolutely. The only difference of opinion we have is 
this: We say that the man is entitled to the cost of carrying that 
additional inventory, moneywise. But I am in the furniture busi- 
ness—— 

Senator MILurkin. Yes. 
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Mr. Suieu. Now, if I sell a piece of furniture that we will say, for 
the sake of argument, amounts to $100, that furniture takes up a given 
amount of space, and that space on the floor of the retailer must be 
met in his overhead charges. 

Senator MILLIKIN. Yes. 

Mr. Suieu. The handling of that item must be met in overhead 
charges. The moving of it from the factory to the place of business, 
the getting it up on the floor, the cleaning of it, the getting it ready for 
shipment, the delivering of it to the customer, all are overhead 
charges. 

Now, the addition of a $10 tax to that piece need not carry the 
same degree of mark-up as did the piece of furniture itself, which 
required all this handling and overhead work. But the dollar mark-up 
of tax should carry enough to make it not unprofitable for the retailer 
to have paid the tax. 

In other words, if he has to borrow the extra $10, he should be 
allowed to retrieve the interest paid on the $10. 

Senator Minurkin. There is one little piece of furniture that you 
have not mentioned that is very important, and it does not take up 
much space. That is the cash register. Do not forget the cash 
register. 

Mr. Suicu. I try not to forget that, sir, ever. 

Senator Miturkrn. Now, the retailer goes back to his jobber and 
he says, “Mr. Jobber, there is a big run-up in taxes in here. It is 
too much. It exceeds the normal carrying charge for money. This 
does not take up much room on your floor. You are not building big 
warehouses to take care of this money at all. Now, you are going to 
have to lop that off, to a reasonable carrying c tharge.” 

“QO. K.,” the jobber says, “I will lop it off.’ 

Now he goes back to his wholesaler and says, “Gee, Brother, I have 
had to lop off this tax. So you have to lop off mine.’ 

All right. The wholesaler goes back to the manufacturer, and he 
says, “Brother, you have to lop off the tax. 

So you have no tax—except on the manufacturer. 

Mr. Suicu. Of course, the manufacturer has to pay the tax, because 
that is the law. But I think where we have forgotten somebody here, 
perhaps, in the American housewife, and she is the one that is going 
pretty much to decide on how much she is willing to pay. And | 
doubt whether she is going to be willing to pay a 50-percent or 100- 
percent or one-third mark-up on the tax. She will be willing to pay for 
the work done in gettmg the merchandise to her, and that is what 
she is paying that retailer for. 

Senator Miiuikin. Now, let me ask you this. You would not take 
the same position that this will not pass on up and compound except 
for a reasonable money carrying charge? You would not take that 
position would you? 

Mr. Suicu. Yes; that is exactly the position that I am taking, sir. 
Now, I might point out that the Treasury has proposed a $3 billion 
increase in excises. Would you believe that the Treasury is now 
expecting, then, that the American housewife will pay a mark-up, 
say, of 334 percent on that? Do you think that the Treasury in 
proposing a $3 billion excise tax increase is expecting the American 
housewife to pay $1 billion more for the product? 

Senator Mriuikin. I do not know what the Treasury expects, but 
since the Treasury is dealing with the end figures of the end distributor, 











366 REVENUE ACT OF 1951 


to wit, the merchant, it is well aware of the fact of what his write-up 
is, and it is well aware of the fact of what entérs into the write-up. 
I do not think that the Treasury has any magic to say, “Brother, 
you should not carry your normal mark-up on this.”’ 

Mr. Suicgu. Then under that assumption, the Treasury’s proposal 
for a $3 billion increase in excises at the present time really is asking 
the American housewife to pay $4 billion. 

Senator Miiurkin. It may well be doing that; yes. Yes; I think 
that these other excise taxes that take place at the manufacturers’ 
level will move up. I do not think there is any question about it, 
We have had all this experience you referred to. Show me illustra- 
tions where they have made an abatement in their charge because 
of the write-up on the tax item. 

Mr. Suicu. I do not think that it comes about by any notation on 
the invoice that we are allowing a discount because of the tax charged. 
But I point out that there are now over 20 items that are taxed 
under the manufacturers’ excise tax. 

Senator Miuurxrn. You have a field there of lots of experience to 
demonstrate that this tax is not passed on. Now, why don’t you 
do it? 

Mr. Suieu. I have never heard a complaint that it is passed on in 
any of those items. 

Senator WiiuiAMs. Is it passed on in automobiles? 

Mr. Suicu. It seems to me that very shortly after the excise tax 
was put on television sets, the price of television sets dropped. 

Senator Minuikrn. Let me suggest to you that the burden of proof 
of making this argument is on you. Now, you have had all this 
experience in a manufacturers’ excise tax. Why don’t you show us 
that it has 

Mr. Suicu. I just mentioned one item. 

Senator Miiurkin. What was that? 

Mr. Suicu. Television sets. 

Senator MiLirkin. What was that? 

Mr. Sureu. I said that after the excise tax was placed on television 
sets, the price on television sets dropped. 

Senator MILLIKIN. Because the warehouses were full and bulging 
with them. 

Mr. Siicu. Competition. 

Senator MILLIKIN. Because the warehouses are full. 

Mr. Suieu. That is right. 

Senator Minurkin. Which not only overrides the write-up for 
taxes, but every other write-up, if you have to clear your inventories 
so that you can go down and talk to the president of the bank about 
a renewal of your loan. 

Mr. Suicu. In other words, competition is the governing factor. 

Senator Miuurkin. I would not disagree with that. 

Mr. Stig. And not the amount of tax. 

Senator Mriuikin. The tax item is subject to competition the same 
as everything else, but there is no differentiation. That is the point 
I am making. 

The CuarrMan. Mr. Sligh, let me ask you, did you suggest the 
rate of this tax? 

Senator Tarr. It would be 10 percent. 

Mr. SuicuH. No. That was an example that I was just giving for 
ease of illustration. 
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The Cuarrman. IJ thought you said you aimed to get as much out of 
this general manufacturers’ sales tax as is now paid “by the individual 
income tax. 

Mr. Suicu. That is correct, approximately that. 

The CHarrmMan. Did you figure the rate? Did you estimate the 
rate? 

Mr. Suien. I think that the point is this. As I say, if it is up to the 
Legislature, really, as to how much we are going to spend. And it is 
also up to them as to how much we are going to tax. 

The CuarrMan. I understand that. But I want to see what rate 
you would suggest that would be necessary to get approximately the 
same amount as is now realized from the individual income tax. 

Mr. Sticu. We feel that, according to our studies, one percentage 
point of excise tax at the manufacturers’ level would bring in approxi- 
mately $900 million. 

The CHAIRMAN. One percentage point? 

Mr. Suiegu. Yes. So that it just depends on how much money you 
are going to require. 

Senator MruuiKk1n. It would not be less than $10 billion under any 
bill, would it? 

Mr. SuicH. Let me put it this way—— 

Senator Mruirk1n. So you have an 11 or 12 percent tax at the 
manufacturers’ level? 

Mr. Suien. That is right. 

Senator Miiuixin. That would be under any figures which you 
want to play with? 

Mr. Suiex. That is right. 

Senator Tarr. You will have to have more than 10 percent if you 
are not going to lose a lot under existing excises, are you not? 

Mr. Siicgu. Remember that our uniform manufacturers’ taxes do 
not cover liquor and tobacco, which are bringing in about $4 billion. 

Senator Tarr. But outside of that, you are getting about $3 billion 
and what? 

Mr. Suiex. $3,500,000,000. 

Senator Tarr. $3,500,000,000 from other taxes, and most of them 
are 10 percent and some 20 percent. You are going to lose something 
if you reduce your 20 percent to 10 percent. 

Mr. Suicu. That is right. 

Senator Tarr. I have been in favor of extending excise taxes on 
the uniform 10 percent rate, but when yo uget through, how much 
more money are you going to get at 10 percent, say: 

Mr. SuiGu. Well, 10 percent would bring you what? About $9 
billion. 

Senator Tarr. And we are now getting $3 billion out of the same 
thing; is that right? 

Mr. Suian. Yes. 

Senator Tarr. So you would be getting $6 billion net, leaving out 
liquor and tobacco? 

Mr. Sura. Yes. 

Senator Kerr. What does that include that would not be covered 
by the excise tax? 

Mr. Suieu. I would like to ask Dr. Lutz if he would give you the 
answer. 

Senator Kerr. I would like for the record to disclose this. 

Your estimate is $90 billion; that is your estimate, is it not? 
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Mr. Lurz. That is right. 

Senator Tarr. $9 billion. 

Mr. Lurz. Senator, the gentleman’s question referred to the tax 
base. 

Senator Kerr. If you had 10 percent to get $9 billion, that means 
you would have to have a taxable amount of $90 billion; is that not 
right? 

Mr. Lutz. Yes. 

Senator Tarr. Do you think that retail prices are at about twice 
the manufacturers’ level, taking everything together? I suppose there 
is more than that on retail stuff. 

Mr. Lurz. I would not think that is true, Senator. It varies so 
greatly with different classes of goods. 

Senator Tarr. Yes; that is true. But would there be an average 
of some sort? 

Mr. Lurz. I would not think it would be more than 50 percent on 
the general average. 

The Cuarrman. Mr. Sligh, let me ask you just one more question 
to understand your proposal. You apply this to manufacturers 
only. Would that include the jeweler who merely takes the parts 
and puts them together and makes something? Would he be a 
manufacturer, or would he not? 

Mr. Suicu. Yes; if he makes a finished product. 

The Cuarrman. If he made a new product? 

Mr. Siieu. Yes. 

The CuarrmMan. Then he would become a manufacturer? 

Mr. Siigu. [ want to be sure | understand your question correctly. 
You are not talking of the retail jeweler that repairs a watch, or some- 
thing of that kind? 

The CHarrman. I am not speaking of repairing. I am speaking 
of anyone who takes parts, puts them together, fabricates them, and 
brings out a new product. 

Mr. Suiau. Yes. 

The CuarrmMan. You would treat him as a manufacturer; that is 
the point? 

Mr. Suiicu. For instance, in the furniture business, again, many 
people buy their panel stock, or they may buy dimension stock, and 
they assemble those parts and finish them and deliver them to the 
retailer. At the point at which that was delivered to the retailer, the 
manufacturer would pay the excise tax. The manufacturer of the 
panel stock would not pay the excise tax. 

The Cuarrman. | just wanted to find the theory on which you were 
proceeding. I think you would find that you would have to levy a 
pretty high manufacturers’ tax if you were to get the same amount of 
money that is now paid by the individual income taxpayers. If you 
get only the amount of excise taxes, excluding liquor and cigarettes, 
you would have to have a sizable tax, if you were taking out food and 
food products. 

Mr. Suiex. It would be a sizable tax, there is no doubt about that. 

The Cuarrman. I thought maybe you had computed it. 

Mr. Suieu. For instance, 15% percent tax would bring in about 
$15,029,000,00C. 

The Cuarrman. Fifteen and one-half percent? 

Mr. Suieu. Yes. 

The Cuarnman. Yes. That is what I was trying to see. 
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Mr. Suien. And a 19-percent tax would bring in about $19,411 ,000,- 
000. Now, it depends, again, as to where this spending is going and 
how much we have to tax to cover it. But we feel it should be 
covered. We are not in favor of unnecessary spending. I would like 
to leave that thought with you. 

The CHAIRMAN. We realize that. But at the same time, this com- 
mittee does not control that. It has a very small voice in saying how 
much the spending is to be, actually. 

Mr. Suian. Yes. 

The CuairMaANn. That goes to another committee, which is larger 
than ours, and committees stick together more or less in the Senate 
and in the House, as you know. 

Are there further questions? 

Senator Miiirkin. I would like to ask the gentleman, in your own 
business, in particular, what is the mark-up in the furniture business 
between the manufacturers and the retail, on an average? 

Mr. Stier. The average mark-up would run from 80 to 100 per- 
cent, on cost. 

The Cuaraman. You have a slow turn-over? 

Mr. Suian. Very slow. 

The CuarMan. Are there any further questions? 

Senator Tarr. Mr. Sligh, relating to this question of passing on, 
and dealing now with the general taxing and without this price-control 
business, do you not think that the ordinary retailer and wholesaler 
is determined to keep his mark-up, and add that on whether the taxes 
are in there or not?) Now, there may be some industries where that is 
not so. But take your ordinary department store, in all soft goods, 
are not those things going to be passed on? 

Incidentally, we had an amendment over here on the floor in this 
defense-production bill the other night sponsored by the retail federa- 
tion, saying that they could not reduce the percentage of mark-up 
below what it was customarily. I voted against it. It was beaten. 
But certainly it was not beaten because the retailers contemplated 

that they were going to charge less. They did not say anything about 
excluding excise taxes, either. 

I think there is something to be said when you have price control 
that you might put in regulations that would say you cannot include 
in the mark-up certain taxes. By the time it gets to the retailer, 
he may not even know what those taxes amount to, unless it is passed 
on in an information slip of some sort. 

Mr. Suigu. Could [ point out that with a manufacturers’ uniform 
tax, | doubt whether that would be true, because every retailer would 
know that on any end product he purchased, there was a certain per- 
centage of tax. It would be universal. He would not have to wonder 
whether that electric-light bulb 

Senator Tarr. I do not think he would bother to figure what the 
percentage of his total cost is in the tax and add that in. I think 
that is contrary to human nature. Take every general store, take 


every little storekeeper, and there are nearly 1 million of them in 


the United States. They have pursued a historical mark-up, and 
they are going to mark that up whether the taxes are in it or not, 
unless by law or by price control you say they cannot do it. 

Mr. Suicu. Or unless Gimbel’s decides not to do it and Macy’s is 
trying to do it. 
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Senator Tarr. ‘That might be so there, but it will not be so out 
through the 1 million small retailers and everybody else. They will 
pass the thing on. They recognize among themselves that a certain 
mark-up is fair. We had an awful fight in the World War because 
the administration tried to say to the automobile dealers, I remember, 
“Here, the price of automobiles has gone up a certain amount. Your 
cost of doing business we do not think is any more. You cannot take 
that same percentage.”’ 

There was an awful fight in the Congress here about it. The 
automobile dealers fought bitterly for the right to charge the same 
mark-up even though prices had gone up and perhaps their costs 
had not gone up. They fought that idea bitterly. 

I do not think that you can assume that they are going to give up 
historical mark-up rates and try to figure out that they should not 
apply to the tax. 

Mr. Suiex. I think that they will not give up historical mark-up 
rates on goods they purchase and the labor and materials, and so on, 
that have gone into these goods, but I do think if a uniform manu- 
facturers’ excise tax is passed, which is easily recognizable as a flat 
percentage—it does not vary, it is 10 percent, 15 percent, or 20 percent, 
whatever it might be, on anything they: buy—that competition will 
eventually drive them to change their historic mark-up so that they 
do not cover any more by their mark-up than the actual cost of the 
additional money, the carrying of that inventory. 

Senator Tarr. I think you are optimistic about that. 

Mr. Sticu. I have seen the mark-up change in the furniture business 
over the years due to a new type of competition that has come into 
that business. The wayside store has forced a change in the historic 
mark-up. And I see no reason why another change in mark-up 
cannot be made if it is sound. 

Senator Tarr. You referred to Macy’s. But no other department 
stores in the country outside of New York have anything to say about 
that at all. They are practically all getting back to the same old 
rate. 

Senator Minurkin. If these intermediate people are going to bar- 
gain it out, it leaves it only one place to pay it, and that is the manu- 
facturer. 

Mr. Suicu. That could be. The manufacturer could be forced 
to carry some of it. 

Senator MILLIKIN. If we put a tax of that magnitude on the manu- 
facturers without any permission to pass it on, that would be true. 

Mr. Suticu. Yes; I agree with you. We do not say that the dealer 
should not pass the tax on. Remember that, please. We say that 
the dealer should and will pass the tax on. We merely say that he 
will not add another 90 percent or another 100 percent to that tax. 
That is all we are saying, not that he will not pass the tax on. 

Senator MiLiik1n. He has to go and borrow the money for that 
the same as everything else. 

Mr. Suicu. And he will have to get the carrying charges for that 
back. 

Senator Mriiirkin. And he will get that in his mark-up, because 
otherwise he cannot stay in business. 

Mr. Suieu. That is right. 

Senator MiLurkin, He uses his credit and takes risks when he goes 
to borrow money to pay the tax, just like everything else. 
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Mr. Suiiex. But, Senator, how much additional floor space does the 
tax take? 

Senator Mruuikin. There are lots of goods, I suppose, that take a 
mark-up that clo not take up floor space. 

Mr. SutiegH. Yes; some. But even nylon hose take up some space. 

Senator MiuurKin. That is what I talked to you about a while ago. 
When you give the retailer the option, competitively, if you wish, to 
say, “Now, this part of our end product takes up so much floor space 
as against this part, and so on and so forth,’’ you cannot run a business 
that. way. You know that. 

Mr. Siig. 1 know that. But the mark-up is very different in a 
department store on different items because of different floor space 
and different turn-overs, and they have hundreds of items. 

Senator Miuuikin. Taking the suggestion Senator Taft made a 
little while ago, this preserving of the mark-up, the mark-up is not 
an inviolable thing, even to the merchant. 

Mr. Suies. Correct. 

Senator Minuikin. When he runs a clearance sale, if it is an honest 
clearance sale, he may do away with the mark-up entirely. He may 
go below his actual cost. 

Mr. Suiau. ‘That is right. 

Senator MILuikIn. If his urgencies are sufficient. He may sell an 
item of jewelry with a 100-percent mark-up in a low-price bracket, 
whereas if he gets up into something that cost him thousands of 
dollars he may substantially alter that in order to be fair with the 
customer, and to meet competition. 

Mr. Suiex. | agree with you. 

Senator Miniikin. So there is nothing inviolable about the mark- 
up. But the fellow who stays in business is the fellow who gets a 
mark-up that will permit him to do so, and he has to take account of 
the money even though it does not take up much floor space. 

Mr. Suiieu. He has to take account of the money to the extent that 
that money costs him something. 

Senator Minurkin. That is right. 

Mr. SuieH. But no more than that. 

Senator Minurkin. That is right. 

The CHatrmMan. Thank you very much, Mr. Sligh. 

Senator Tarr. Mr. Sligh, I want to go into one other thing, to get 
these figures clear. You said something about this tax covering how 
much percentage of the total? What is that 45 percent? 

Mr. Suieu. | said that the excise tax, as I understand it, in Canada 
brings in approximately—is that what you meant? 

Senator Tarr. Yes. 

Mr. SuigH (continuing). Forty-five percent of their total Federal 
revenues. 

Mr. Lurz. That is all indirect taxes, and not just the manufactur- 
ers’ sales tax. 

Mr. Suieu. All their indirect taxes, aside from income, corporate 
and individual. 

Senator Tarr. You would have to have an awfully high rate to do 
anything like that here. 

Mr. Stiagu. Yes. We are not asking that, Senator. 

Senator Tarr. You figure with a 10-percent general tax, I notice 
here that the estimate for excise taxes this year is $8,200,000,000, of 
which how much is liquor? 
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Mr. Siicu. $4 billion is liquor and tobacco, approximately. 

Senator Tarr. So you have about $4 billion. And this would pro- 
duce $9 billion. So vou have an increase of $5 billion. The House 
has given an increase of $1,200,000,000, mostly, [ guess, in liquor and 
tobacco. 

If you did it at 20 percent, you would get all together $14 billion 
as against $47 billion of income taxes under present laws. 

Mr. Suicu. Twenty percent would bring in $18 billion. 

Senator Tarr. So you are pretty far from any 45 percent, are you 
not? 

Mr. Sticu. Twenty percent would bring in 

Senator Tarr. $18 billion; $14 billion net. 

Mr. Suieu. Yes. 

Senator Tarr. And $18 billion all together. Your income taxes 
are $46 billion, or so. So you are still a long way from the Canadian 
level. 

Mr. Sticu. I am not advocating that we go to the Canadian level. 
I just say that they get considerably more and that we historically, as 
I understand it, got a great deal more money from excises in the past, 
but we have been cutting it down gradually until it is now at the low- 
est point it has ever been, I believe. 

The CHarrnMAN. We have raised the other taxes. 

Mr. Suigx. That is correct. We have an imbalance. Our think- 
ing is that we now have, through that. process, come to a place where 
we have an imbalance in the tax structure. 

Senator Tarr. There is one other thing. You said that the NAM 
was on this thing, but when it came to expenditures, it was up to 
the courage of Congress; Congress lacked the courage to reduce 
expenditures. 

I just wanted to suggest that as far as I know, the NAM has 
talked a lot about reducing nondefense expenditures, but in every 
single recommendation they have not suggested that any single thing 
for this military program is too big. They have not questioned i 
They have not questioned anything as to whether we should be in 
E ~~ or whether we should be in all parts of the world. That is 

the thing that takes courage today, not to dodge defense expenditures. 

| suggest that what takes courage today is to cut this $70 billion 
defense program. And as far as 1 know, the NAM has no more 
courage than Congress, or has not shown any up to date, in that 
respect 

Mr. Sutigu. Sir, | would disagree with you, in that we have advo- 
cated—and I did so here at the beginning of my statement—urging 
the most painstaking scrutiny of military and foreign-aid spe nding 
requests. That is just one of the times we have mentioned it. We 
have not gone into the detail that we have on civilian spending, 
because we have not had available to us the information that would 
make it possible for us to give detailed information or suggestions. 

Senator Tarr. What | want to suggest is, if Congress is going to 
have the courage to do it, it takes the courage of public opinion behind 
it to do it, also. 

Mr. Suicu. That is right. And I would say that we want no un- 


necessary foreign aid or military spending. But it is pretty hard for 


us—in fact, it has been impossible for us—to get detailed information 
on just where they are going to spend it and how they are going to 
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spend it. Until we have that information, we cannot very well make 
constructive suggestions as to how it can be cut. 

Senator MILuikin. Barring waste, assuming no waste, which is a 
very big assumption, we cannot cut the military less than the mini- 
mum required to protect this country, can we? 

Mr. Suieu. To secure this country against attack, certainly. 

Senator Mitiikin. That is a must. 
else, does it not? 

Mr. Sureu. 1 would say to that extent; ves. 

Senator Tarr. I do not think it overrides the destruction of the 
country at home by spending too much on defense. We have had 
recommendations of $150 billion a year for the expansion of our 
defenses. 

Senator MiLuikin. You have to determine what is a proper amount 
of military expenditure. 

Senator Tarr. That is right. 

Senator Mriurkrin. I think it would take the highest type of foolish 
courage to advocate spending less than that. 

Senator Tarr. But up to date, the tendency has been just to accept 
whatever has been recommended as necessary. And as far as | 
know, the proposed expenditure of some $65 billion a year in fiscal 
vear 1953 for military, foreign aid, and all the rest of the purposes, 
has not been subjected to any critical scrutiny by the NAM or by 
anybody else. 

Mr. Sticu. The NAM has not done so because of the lack of in- 
formation. It just did not have the information. We have had the 
information on the tax proposals, and so on, and we have done our 
best to do something about it, and also in connection with civilian 
expenditures, we have had information, and we have prepared a 
pamphlet which is entitled, “Cut Government Spending Now,” 
in which we point out the possibility of a $4,600,000,000 cut, and we 
itemize those cuts. 

The CuatrmMan. We thank you very much, Mr. Sligh. 

Senator Witutiams. Mr. Chairman, I would like to ask just one 
question before Mr. Sligh leaves. 

Relative to your theory that these excise taxes would not be carried 
over in marginal mark-ups, we already, have today a7 percent, | 
think it is, excise tax on automobiles. 

Mr. Suan. Yes. 

Senator WILLIAMS. And < the automobile industry are 
of your organization. 

Mr. Stich. Yes. 

Senator WititiAms. So how did they carry that over? They 
project a retail price for their dealers. It is a proposed retail price. 
Now, is this 7 percent carried over to the dealers without a mark- 
up, or is it carried over with a mark-up on their own recommendations? 

Mr. Stige. I am not in the automobile manufacturing industry, 
and I cannot honestly answer that, Senator. I do not know. But | 
doubt very much whether it is carried over in the mark-up. I doubt 
that very much. 

Senator Tarr. I agree. In the automobile business, I do not 
think they figure their mark-up on the tax. 

Mr. Siiau. I do not think thev do. 


And that overrides everything 


members 


86141—51—-pt. 2-4 








374 REVENUE ACT OF 1951 


Senator Tarr. That is carried on into the retail bill. But there, 
there is only one dealer, and he is practically a manufacturer’s repre- 
sentative. So in a way, there is none of this in-between stuff, which 
exists in most things. In automobiles I do not think they figure the 
mark-up on their tax. 

Mr. Suieu. I would doubt it very, very much. 

Senator Wriut1ams. How does it work in Canada? 

Mr. Suien. Dr. Lutz could probably tell you in more detail. But 
we understand they have no problem whatever with that in Canada, 
have they, Doctor, with the pyramiding of the excise tax? 

Mr. Lurz. Not so far as any information that I have been able to 
get from officials and representatives of the Canadian Manufacturers’ 
Association. Of course, they do not like the tax. They do not like 
any tax. 

Mr. Sutieu. Neither do we, I might add. 

Mr. Lutz. But they have had it for 30 years, and whenever they 
begin to consider w hat other tax they would prefer as a substitute, 
the 'y find that they are better off where they are than with any new 
tax that anybody could think of. 

Senator Miuuikin. Mr. Sligh, to refresh your recollection—I may 
be a little bit off on this, but I believe I am right—several years ago 
Congressman Gearhart, of California, proposed a tax at the manu- 
facturers’ level, and he proposed that in all statements from the 
manufacturer to the subsequent purchasers of the goods, there be an 
item included, “This amount covers the manufacturers’ excise tax of 
blank percent or blank dollars.” 

The NAM appeared and said, “No, you must not do that; because 
that is a disclosure of a vital competitive factor.” 

Mr. Stigu. Yes; I think it is. And we would not advocate that 
be done. 

The CuarrMAN. Thank you very much, Mr. Sligh. 

Mr. Surgu. Thank you, sir. 

(The prepared statement submitted by Mr. Sligh reads, in full, as 
follows:) 


STATEMENT OF CHARLES R. Sticnu, Jr., CHAIRMAN, TAXATION COMMITTEE, 
NATIONAL ASSOCIATION OF MANUFACTUKERS 


Mvy name is Charles R. Sligh, Jr. I am a furniture manufacturer and president 
of the Charles R. Sligh Co., Holland, Mich. I am chairman of the taxation com- 
mittee of the National Association of Manufacturers, and appear here on behalf of 
the association. 

The taxation committee is made up of 204 businessmen. Its studies and reports 
are passed upon by a board of directors numbering 160 businessmen. Through 
its committees on taxation and on Government spending, the association has 
consistently proposed measures to put the Government on a sound financial 
basis. It has consistently advocated a balanced budget and has recommended a 
pay-as-we-go tax program for the present defense emergency. But, it is as seri- 
ously concerned with the spending of the taxpayers’ dollars, as it is with the col- 
lection of those dollars. It has published many reports calling for the elimination 
of wasteful and unnecessary Government spending. 

This year. we have distributed a report of the Government spending committee 
showing in detail how a minimum of $4.6 billion can be cut out of the $14.6 billion 
of civilian expenditures recommended by the President for fiscal year 1952, and 
urging the most painstaking scrutiny of military and foreign aid spending requests, 

The tax bill before this committee, H. R. 4473, is, in our judgment unsound 
because: 

1. The bill does not provide enough revenue on the basis of official estimates 
to assure pay-as-we-go during the military emergency and hence does not safe- 
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guard against further inflation. Tax insurance against inflation at this time re- 
quires more than provision for the budget requirements of the current fiscal 
year. It should aim now at covering the anticipated spending at the peak of the 
rearmament program. 

2. The bill fails to provide for a broad consumption tax which should be used 
not only to supply the bulk of the additional revenue required, but also to correect 
the existing selective and discriminatory excises. 

3. Finally, the bill compounds the economic destructiveness of present law by 
a further concentration of the tax load on savings, investment, and production. 

In our view the shortcomings of H. R. 4473 can be adequately weighed only 
against a background of the long-range objectives of sound tax policy. 

The vital fiscal problem before the Congress is keeping the Federal budget in 
balance. The principal private sources of inflation are now well under control by 
the Federal Reserve Board and the member banks. The wave of ‘‘scare’’ buying 
which began after Korea has subsided, and there is no early prospect of a resump- 
tion barring a renewal of the psychological influences which were then chiefly 
responsible. From this point on, while these favorable factors continue, the 
chief danger of further inflation lies in the field of fiscal policy. If government 
spends more than it take in, whether for necessary or wasteful purposes, it will 
create the additional purchasing power that is the basis of inflation. In order to 
prevent deficit financing and a further increase of the public debt, broad-gage 
plans for adequate taxation must be made now. 

In urging the development of an adequate tax program, I emphasize that the 
continuing stress which has been given to the reduction of nonessential spending 
must be heeded. We are not urging tax increases because we approve the pro- 
spective level of public spending. We are simply saying that, if Congress is 
going to authorize the spending, it should levy the necessary covering taxes. 

Furthermore, we are deeply disturbed that economy proposals are not being 
carried out. The analysis of expenditure reduction included in the minority 
report of the House Ways and Means Committee on H. R. 4473 is particularly 
discouraging. It reveals that the possibilities of budget reduction that have been 
publicized are not likely to be carried out. Experience indicates that it is easier 
for the administration to request, and for Congress to authorize, the spending 
of deficit dollars than the spending of tax dollars. We believe that a vigorous 
demonstration by this committee of determination to tax as much as is spent 
would have a salutary effect on appropriation policy. 

The current rate of Federal spending is not a proper guide to the ultimate rate 
of spending. Much of the first year since the Korean War began has been given 
over to industrial retooling, the placing of contracts, and some acquisition of 
inventories to be processed into military matériel. But neither the Congress 
nor the people have been kept currently informed as to the magnitude of the 
obligations that must eventually be met. While some of us may have had 
inklings, it was not until the Assistant Director of the Budget testified before this 
committee last week that we had an authoritative projection of the probable 
Federal budget for 1953. It is common knowledge that there has been an out- 
going flood of orders, contract authorizations, and letters of intent. It is elemen- 
tary that this outgoing flood will be succeeded by a return flood of bills payable. 
We do not accept as final the projection of 1953 budget expenditures ranging from 
$80 to $90 billion, with $85 billion probable. We insist that there will be a con- 
siderable amount of water in the 1953 budget which can and should be squeezed 
out, 

Our criticism of the tactics that have been pursued goes fnrther than the 
absolute amount of the budget. It is, that, until it was brought out at this late 
date, there was available no authoritative indication of the administration’s 
views on the magnitude of the financing job. The President and the Secretary 
of the Treasury have made numerous statements regarding the importance of 
paying as we go. But neither has been forthright as to the kind and amount of 
taxation that will be required to accomplish this. They have not supported the 
goal of pay-as-we-go with a realistic, complete, and sound tax program 

We do not agree with this hesitant, piecemeal approach to a job that everyone 
knows must be done. Our first recommendation as to broad tax policy objectives 
is, therefore, that present taxes should be revised sufficiently to cover the antici- 
pated peak of defense spending. It is not too soon to begin preparations for the 
peak of the spending, for these reasons: 

1. There is a normal delay in getting full results from new taxes or increases in 
existing taxes. The-fiscal year 1953 would be the first full year of operation under 
any new tax legislation enacted during the present session. 
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2. We must assume that any effort to cover a new inflationary gap by a further 
tax bill next year would be too late. 

Failure to tax realistically now means a new inflation flood when the spending 
crest comes. Once we permit another wide inflation gap to appear it will never 
be possible thereafter to bridge it. We therefore face a fateful decision at this 
time. Further inflation involves such peril to our American institutions that we 
dare not fail to make the right choice. 

The burden of inflation is greater than the burden of taxes. It is limitless and 
uncontrollable. The only way to control inflation is to prevent it. 

Since the chief danger of further inflation is in the field of fiseal policy, my 
statement to you is devoted mainly to tax policy. Before I proceed with this 
major topic, | want to make brief reference to certain provisions of H. R. 4473 
that are not dealt with in my subsequent statement. 


1. Withholding on dividends, interest, and certain royalties 

There are some persuasive reasons for this provision. However, it will work 
hardship on small income recipients who are dependent on these forms of income. 
As the minority report on the bill points out, the Government will have perma- 
nently the use of some $100,000,000 belonging to tax-exempt institutions and to 
those with small incomes. To the extent that persons in the latter group fail to 
apply for refunds, whether from ignorance of their rights or for any other reason, 
the injustices to them will be aggravated. 
2. Capital gains 

(a) The application of the 12-percent increase on individual income taxes to 
capital gains is of questionable logic from a revenue standpoint. The realization 
of a capital gain is peculiarly within the control of the taxpayer, and hence there 
is room to believe that the additional rate will discourage sales. The net result 
might well be less rather than more revenue. 

b) For several years, we have advocated relief from the capital-gains tax in 
the case of gains realized from the sale of a bona fide residence of a taxpayer. 
Accordingly, we endorse the provision included in H. R. 4473. 


> 


3. Depletion 

The Association has long been on record in favor of adequate provisions for 
depletion, and we are gratified that H. R. 4473 contains an extension of this 
principle. 


; 


4. Multiple exemptions and credits 


We do not favor the provision which would limit to one each the surtax exemp- 
tion of $25,000 and the excess profits credit of $25,000 in the case of a group of 
“related”? corporations. The provisions of section 45 and section 129 of the 
Internal Revenue Code appear to be adequate to deal with cases of corporate 
split-ups and acquisitions designed to avoid or evade taxes, and should be relied 
upon. This would leave each case of split-up and other acquisitions to be deter- 
mined, as to motives, on the merits of the case. 

However, if this limitation on exemptions and credits should be continued in 
the bill, there could be no excuse for the continuance of the additional tax of 2 
percent on the net income reported in consolidated returns. 

I now turn to the main theme of my testimony. 


THE ROLE OF TAXATION IN REGARD TO INFLATION 


To the extent that taxation prevents deficit financing, it prevents inflation. On 
the other hand taxation, as such, is not deflationary when revenues and expendi- 
tures are in balence. It is a process of transferring income or purchasing power 
from the people to the government without changing the over-all total. As taxes 
are increased the people, individually and cdllectively, can spend less but govern- 
ment spends more. In the end there is the same amount of income and the same 
amount of spending. The significant fact is, however, that when tax receipts 
equal expenditures, there is no addition to total purchasing power by the creation 
of artificial income through public loans. 

It is desirable at this point to dispose of certain arguments that have been 
advanced in regard to a pay-as-we-go policy. These arguments are that the 
people cannot afford the taxes required for full payment, that such taxation would 
disrupt the economy, and that levies of the magnitude required would not be 
tolerated by the people. Involved are questions of fact and.also of attitude. 
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The facts of the case show that it is not a question of affording or not affording. 
The real burden, which is the deprivation and sacrifice caused by the shortages 
and scarcities ensuing from large Government consumption of goods and services, 
is a present burden. The people afford it and endure it because they have no 
way of escaping it. It cannot be avoided or postponed. Increasing the debt will 
not lighten the burden, but it will add a future burden to that which must be 
carried now. 

Such disruption of the economy as may occur will be caused by the large 
diversion of product to Government use. To the extent that this may happen, it 
will happen now, and happen anyway. Pay-as-we-go taxation will not be its 
cause, nor will the resort to inflationary borrowing in lieu of taxation avert it. 
In fact, the distortion incident to the plain economics of the defense program will 
be magnified by another round of runaway inflation. 

Therefore, in referring to a tax policy to prevent inflation, we are speaking of 
the ways of drawing off private income in an amount equal to the spending. 
Such a tax policy, we submit, should fit these rules: 

1. There should be a minimum interference with production 

The tax burden always exerts a restrictive effect on economic effort. Therefore 
the tax methods used should be such as to involve the least possible interference 
with production. The reason is obyious. The immense military demands means 
a curtailment of the supplies available for civilian use. The impact of this cur- 
tailment on living standards can be lessened in proportino as the economy can 
respond by an expansion of output. But it must be a real expansion, not an 
illusory one resulting from inflation, such as that indicated by the $14 billion 
increase in gross national product during the first quarter of 1951 over the annual 
rate of the fourth quarter of 1950. This increase was only one-third attributable 
to a growth of real output, the other two-thirds being the result of inflation. 


2. The tax increase should have a universal impact on purchasing power. 


The burden of whatever deprivation is involved, in Government’s withdrawal 
of a large volume of goods and services from current product, should be universal. 
There is no group in the economy that could, alone, finance the entire budget. 
There is no one group in the economy that should be called upon to make a 
heavy sacrifice while other groups are shielded and insulated from any part of it. 
Therefore, only by a broad levy on purchasing power will it be possible to secure 
the needed revenues. 

If the foregoing rules are valid for the formulation of a sound tax policy, a 
basis is provided for appraising the options for additional tax revenue. Such an 
appraisal involves income taxation first, and second, consumption taxation. 


THE INCOME TAXES 


First, further severe increases of the income taxes will interfere with production. 
This proposition is valid in the case of both the corporation and the individual 
income tax, but its application is somewhat different in the two taxes. 


THE CORPORATION INCOME TAX 


corporate plans and ability to expand productive capacity, not only in the present 
emergency, but for the long-run future. 

In my testimony before this committee last year, I advocated substantial 
additions to the corporate tax burden during the defense period, by means of a 
special corporation defense tax. Though the method we advocated was not 
adopted, there have been three tax increases in corporate profits, including the 
excess profits tax. Hence, the time has come in our judgment to take stock and 
see whether it is wise or prudent to go further. This view also is consistent with 
our statement of last fall, which was that, regardless of the method used, the safe, 
upper limit of corporate income taxation in a period like the present is in the 
neighborhood of 50 percent. We emphasize now, as we did then, that our con- 
cern is with the maintenance of a healthy economy and not at all in shielding any 
corporation or corporations as a whole from a fair share of the tax load. 

Our point can be illustrated from the following computations based on an 
estimate of total corporation profits of $45,056 million in the calendar year 1951. 


The important question involving the corporation income tax is its effect on 
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TaBLe I.—Computation of income and excess profits taxes on total corporation profits 
of $45 billion, at present rates and at rates of H. R. 4478 


{In millions of dollars] 

















= 
| Present law | H. R. 4473 
Normal tax on $45,056 million !..............-.--.2----2.2-22--eceee-ee--e eee 2 $11, 264 | 3 $13, 517 
Genre cep GOR Wn § OE ii ics oo ee en eps wbnnnsteensevis | 8, 762 | 8, 762 
nn IFO oe noe re nee e oe conde be bcntelone | 20, 026 | 22, 279 
tes irties car reac pau certian cane aee ihn adaainkenetimnaiaee 3, 359 | 4, 091 
ee IE I te CI oor visit kc cccewenepcceeecctsbimess Le 23, 385 26, 370 
CE ND Sa cect re econ. pideiemieaes at aeid aetna aia cieekumcoraioas 300 | 338 
ee I aici canker nda nienachcashhudationccuel 23, 685 26, 708 


1 Corporate income in 1951 as estimated in report of the Committee on Ways and Means on H. R. 4473, 
table 10, p. 16. 

2 At 25 percent. 

3 At 30 percent. 

‘ Calculated from data in table cited in (‘). Corporations with net income up to $25,000 will not pay 
surtax. Total net income estimated at $2,161 million. Each corporation with net income over $25,000 
will have an exemption from surtax of this amount. Estimated number of such corporations in 1951 is 
122,491, and the total exemption from surtax would be $3,061 million. Total surtax exemption would be 
$5,228 million, and taxable surtax net income would be $39,828 million. 

5 This figure is a residual, being the difference between income tax as computed and total of income and 
excess profits tax as given in table 10 cited in (') above. 

6 The amount of this tax is given in table 10 cited in (‘) above. 


The foregoing computations show that under present law corporations will be 
liable, as a whole, for more than $23.6 billions in Federal taxes on a total income 
of $45 billion. State taxes on corporate income will increase the total by at 
least $900 million in 1951. 

In the calendar year 1950 dividends were $8.9 billion, or about 4 percent of 
personal income for the year. The historical ratio of dividends to personal income 
has been in the range of 5 to 6 percent. Assuming, however, that no more than 
$9 billion is distributed in dividends in 1951, there would remain for corporate 
reinvestment $11.5 billion after present Federal and State taxes, and only $8.4 
billion after the tax increases proposed in H. R. 4473. 

The large total dollar amount of corporate profits has led some to advocate 
dipping much more deeply into these profits than would be done by present, or 
even the proposed, tax rates. The facts are, however, that additional taxes 
on corporations as a whole result in (1) a cut-back in expansion plans, (2) a 
reduction of dividends, or (3) a further use of debt financing which, in effect, 
would be corporate deficit financing of the additional taxes. 

We must consider here the lines of comparative resistance. Corporate man- 
agement is not completely dictatorial. Stockholders expect, and are entitled to 
some return on investment. Through their ultimate control of management 
they are able eventually to impose their will. The relation of dividends to 
national income has declined, but increasing stockholder resistance may be antici- 
pated to further substantial dividend cuts. On the other hand, we may expect 
equally strong stockholder resistance against widespread resort to management 
suggestions that programs for expansion be curtailed, for these would point 
directly to a decline of the profits out of which dividends are paid. It follows 
that the actual line of least resistance, as taxes are increased, is further addition 
to corporate debt. 

As an illustration of how the present and proposed tax increases may be ex- 
pected to operate in 1951 I present here a summary of a more detailed memo- 
randum which is appended to this statement. 
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Summary of calculations on the effect of H. R. 4473 on corporate financing in 1951 


Amount by which 1951 requirements of corporations will exceed 
1950 needs: 
For additional expenditures on plant and equipment, as now 


planned - - $5, 000, 000, 000 
For higher tax liability under present law__- 6, 000, 000, 000 
For added tax liability under H. R. 4473__-_--- : 3, 000, 000. 000 
Total amount by which 1951 requirements will exceed 
1950 needs__- ‘ ; 14, 000, 000, 000 
This amount could be provided as follows: 
Higher profits before taxes (at most) __- ‘ : 7, 000, 000, 000 
Increased allowance for amortization of fixed assets (at 
mosc) - - 1, 000, 000, 000 
Total from these 2 sources (at most) . , 8, 000, 000, 000 
Leaving to be supplied by additional debt financing (at 
least) - - - : : 7 6, 000, 000, 006 
This will affect the amount of debt financing in 1951 as follows: 
Total debt financing in 1950__- 9, 000, 000, 000 
Additional debt financing 1951, as above _ _- ; 6, 000, 000, 000 
Total debt financing in 1951___- cok Ran ete ete 15, 000, 000, 000 


Let me put it another way. The anticipated rise of profits from 1950 to 1951 
is some $6 billion. The increase of tax liability under present law is the same 
amount. The tax increase under H. R. 4473 is $9 billion. Obviously, the addi- 
tional $3 billion of taxes can be paid only by increasing debt in the same amount 
or by a corresponding reduction in the planned rate of expansion of our productive 
facilities. 

Thus the issue is posed. If the tax increase is paid by debt increase, the infla- 
tionary danger is intensified. If it is paid by curtailing productive capacity, our 
productive bulwark against communism will be impaired. 

We believe the only sound course to follow is to hold corporate taxes at approxi- 
mately the present level. Above all, there should not be, as provided in H. R. 
4473, any increase in the combined corporate and excess profits limitation of 62 
percent, the combined excess profits marginal rate of 77 percent, or any reduction 
of the excess profits credit. 

Change in the excess profits tax should be toward relief, not increase, of its 
burdens. This tax stifles growth when growth is the greatest weapon we have to 
use against communism. 

In fact, even the present 85-percent excess profits credit is wholly unrealistic 
in view of the inflation which affects corporations as well as other segments of our 
economy. 

THE INDIVIDUAL INCOME TAX 


The burden of the individual income tax has also been increased by the Revenue 
Act of 1950. The danager to the Nation in excessive rates of income tax is in their 
effect on the incentives to get income and on the ability to accumulate venture 
capital. To the extent that these incentives are weakened and capital accumula- 
tion is deficient, production declines and both the Government and the people 
suffer the consequences. We agree that it is possible to secure more revenue from 
the individual income tax, but we would emphasize that a calculated risk is in- 
volved in seeking this result by making further increases in the middle and upper 
ranges of the tax-rate scale. 

In fact, there is not much more income left in these income ranges. The 
Secretary of the Treasury submitted an estimate of the surtax net income distri- 
bution in the calendar year 1951 with his statement to the Ways and Means 
Committee on February 5 chat demonstrates this point. 
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Tas_e Il.—Estimated distribution of taxable income, with tax yield derivable from 
each taxable income bracket, and additional yield derivable from confiscation of all 
tarable income above each bracket level 


{In millions of dollars] 


Additional rev- 
enue from tax 








Surtex net teeome bracket Surtax net in- | Normaland | Surtax net in- | rate of 100 per 
come surtax come alter; ax | cent on income 
above lower 
brac«et limit 
a 2 (3 4 5 
I i $2 10M $62, 698.9 $12 $50, 159.1 $H8, 047. 1 
< $400 10. 471.5 9 8. 167.8 17, 8&8, 2 
1.00 $6 000 4,335.5 127.2 208 7A 4 
x " SS (i HHS, 0 SOO, 4 1, S67. ¢ t 12 
$8,000 to $10,000 1. 779.9 605, 2 1,174.7 4 644 
$10,000 to $12.00 1 27 {83.9 TRG, 169.8 
s OOO to $1 ") Ont 415. ¢ W.9 2, O80) 
( to Se 755.8 . 1M). ¢ 2. 129 
$18.00 609. ¢ 4.8 1 798.7 
Son 00 488 4 2 220. 1 42 ; 
Ss ¥) oF f 174 119 
$26,000 617.7 2 2 1,0 S 
$32.000 mM 12.8 40.7 7th, ¢ 
$38,000 425.9 276.9 149.0 25.9 
14.00) 02.9 29.0 3.9 76.9 
7 oy 249 174. ¢ 67.9 ON 
s 4) t “) oH SS AM), 7 66. 7 °1 
2H0.000 to $70.0 181.3 14] 39.9 148.4 
$70.00 $80,000 1290.0 104.5 24 108 
$80,000 to $90,000 5,2 74.9 14 s4 
$90,000 $100,000 xO, 2 69.7 1.5 68, 7 
$100,000 to $150.00 200.0 178.0 29.0 a2 
$150,000 Ss? Xi 6, 2 SH. 6 46 2 
oO $200.000 205, ( GR 4 *. € %. 6 
I 010.1 21. O63. ( 68, 047.1 
Source: Columns 2 and 3, Statement of Secretary Snyder before the Committee on Ways and Means of 
the House of Representatives, February 5, 1951, table 13. Columns 4 and 5 derived respectively by sub- 


traction and cumulation. 


This tabulation makes it clear that such additional revenue elasticity as there 
may be in the individual income tax is in the lower income ranges. The arith- 
metie of this statement is simple. There are $80 left out of every $100 of income 
subject only to the first bracket rate of 20 percent, but only $9 remain out of 
every $100 of taxable income subject to the maximum rate of 91 percent. Under 
H. R. 4473 there would remain only $5.50. 

There are various procedures for increasing the revenue vield of the individual 
income tax. The two most usually considered are: (1) The addition of certain 
percentage points throughout the rate scale, as recommended by the Treasury; 
2) a reduction of the exemptions allowed to the taxpayer, his spouse, and speci- 
fied dependents. <A third procedure is to levy a flat rate of tax on the surtax 
net income remaining after present tax. We favor this plan because it does not 
further intensify the progression. 

We oppose the method finally adopted in the House bill, which is the increase 
of the tax by a stated uniform percentage thereof. Both the addition of per- 
centage points to the rate scale and the percentage increase of the tax intensify 
the progression, a condition which has already been carried too far unless one is 
to accept the Karl Marx doctrine that the main function of severe tax-rate pro- 
gression is to destroy the basis of private capitalism. 

The extent to which a 3-percentage-point. increase and a 12'%-percent addition 
to present tax, respectively, would intensify the progression of the present tax- 
rate scale is shown for selected surtax net incomes in the following table: 
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e 


TasLe III.—Present tax, income after tax, and percentage relationship of 3 percent- 
age points increase and 12% percent of tax, respectively 


{Dollar figures in millions] 


3-percentage-point rate 1246 percent increase of 
increase present tax 
Surtax net 
Surtax net income; Present tax | income after Percent. tax Percent. tax 
present tay ia ‘ioe ' : gr 5 mere 234 ‘ 
Pax increas income after | * 2% #ereass neome after 
present tax present ta 
$2,000 $400 $1, 600 SH0 7 $50 
$6,000 1,360 4,640 ISO 3.8 170 
$10,000 29 640 7. 360 300 41.0 ) 1.4 
$26,000 10, 740 15, 260 780 5.1 1,342 5.5 
$50,000 5 24), 820 23, 180 1, 500 6.5 § 352 14.4 
$100,000 67,520 32, 680 3, 000 | & 412 2 
$200,000 156, 820 43, ISO 6, 000 l ) 1, 602 45.4 


From this tabulation it appears that whereas the three percentage points in- 
crease in the tax rate across the board would cut into the taxable income remaining 
after present tax by percentages ranging from 3.7 percent at $2,000 of taxabl 
income to 13.9 percent at $200,000, the 12'-percent increase of present tax would 
involve cuts in income after present tax ranging from 3.1 percent at $2,000 of 
taxable income to 45.4 percent at $200,000. The very slight advantage afforded 
to the small incomes by H. R. 4473 cannot possibly justify the terrific inroad 
which this method makes in the middle and larger incomes. Even so, the bulk 
of the total revenue increase to be secured by the H. R. 44 

1 


3 procedure will come 
from the smaller incomes. The additions to revenue would | 


ve as follows: 


1 


TABLE LV. -Distribution of TeEvenue increase from 12% perce nt addition to 
prese nt tax 


{In millions of dollars] 


5 lotal tax ¢ 1 er ¢ 
Surtax net income brackets , ’ 
pres tr p 
$50,000 and up / 1, 128. ¢ 141 
$10,000 to $50,000 158.2 152 
$6,000 to $10,000 45 ¢ ae 
Total $6,000 and up 192. 7 749. 1 
$0 to $6,000 15. 970.7 1. 908 
NT a diiecentie = 21, 963. 4 2. 745.4 


We recommend against reduction of the exemption as a means of increasing the 
revenue, except as a last resort. Any lowering of the exemption would subject to 
income tax persons who are presently not subject because of the existing exemp- 
tion level. It is our judgment that there is a better way than reducing exemptions 
to broaden the tax base and to secure some tax from those not now liable for 
income tax as well as all other citizens, that is, a broad-based consumption tax. 


CONSUMPTION TAXATION 


Before I outline our thinking on this method of taxation, I must direct vour 
attention to the fact that the individual income tax, levied on income as it is 
presently defined in the tax law, does not reach the major part of total personal 
income. 

There is a gap of $130 billion or more between the total of personal income as 
estimated by the Department of Commerce and the amount of taxable income as 
defined in the tax law. 
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The large amount of personal income not subject to income tax provides strong 
support for the second result of our appraisal of available revenue options. It is 
that a substantial part of the additional revenue needed to pay as we go should 
be secured from a broadly based consumption tax rather than from a heavier 
concentration Of the tax increases on the income taxes. This is certainly the most 
effective way to spread a part of the tax load over all income and all citizens, and 
combat inflation. 

This conclusion has been reached by the taxation committee and the board of 
directors of the National Association of Manufacturers after extended research 
and active discussion during the past 3 vears. It is a position that is deemed to 
be sound for both ordinary normal fiscal conditions and for meeting the added 
requirements of an emergency. The reasons for such a conclusion are, in brief, 
as follows: 

The present degree of concentration on income taxes is too great. Together, 
these taxes now account for some 85 percent of total Federal tax revenues. In 
our judgment this is not sound fiseal policy. Too great concentration of the tax 
load on income as it is received tends to undermine both the capacity and the 
incentives to produce. This should be avoided by expanding Federal use of 
consumption taxes. By spreading part of the tax load over the spending of in- 
come it is possible to avoid as serious interference with production as would 
otherwise occur. 

2. Consumption taxes are relatively stable in vield, while taxes on income are 
by comparison unstable. The reason for this difference is that the pattern of 
consumption spending is resistant to change, while net income is closely dependent 
upon current business conditions. The experience with the income taxes during 
the early 1930’s is familiar to all. In 1949 there was a short, mild business reces- 
sion. Despite its mildness and brevity, it caused a decline of both corporation 
profits and personal income, and a substantial decline of corporation income and 
profits taxes. On the other hand, the excise tax receipts were not affected. The 
figures are worth noting. 


Tasie V.—Corporation and personal incomes, and yield of corporation income tazes 
and excises, calendar years 1948-50 


{In billions of dollars] 


Miscellaneous 


. ae ee : Corporation internal 
Year ( —— I erson al ten sncrapes ewan. 
— —_— profits taxes | principally 
excises 
1948 - $33.9 $209.5 $11.1 $8.3 
1949 27.6 206. 1 12.0 8.4 
1950 ; 40. 2 222. 4 9.9 8.3 


Sources: Corporation and personal income from Department of Commerce; tax collections from Treasury 
Department. 


There was a drop of $6.3 billion in corporation profits from 1948 to 1949. This 
shows up in the 1950 tax collections, which were down by $2.1 from those of the 
preceding year. The variation of individual income tax receipts is not comparable 
because of the changes made in the Revenue Act of 1948. It is significant, how- 
ever, that the miscellaneous internal revenue, consisting principally of the excises, 
showed no effect of the business recession. 

We hold that there should be greater Federal reliance upon consumption taxes in 
order to provide greater balance and greater stability in the revenues, and to avert 
the likelihood of deficits during periods of receding business activity. We had 
made this recommendation even before the developments which now render large 
revenue increase necessary. Under the present emergency circumstances, the 
the broadening of the Federal tax base by substantial use of consumption 
taxes becomes still more urgent. 


A broadly based consumption tax 

In our study of this subject over the past 3 years we have covered rather 
thoroughly all of the possibilities and have weighed carefully the considerations 
for and against them. The first matter to be dealt with was the choice between an 
extension of the present selective excises and some kind of broad, general excise 
tax. The present program of tax increase, both as recommended by the Treasury 
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and as embodied in H. R. 4473, provides for extension of the present excises to some 
additional classes of goods and for changes in existing rates. 

This, in our judgment, is not the proper procedure. It perpetuates an indefensi- 
ble series of discriminations and inequalities among the producers of different 
products and among consumers. It imposes a tax burden or grants a tax exemp- 
tion according to the way a person decides to spend his money. This, we submit, is 
incompatible with the basic concept of a free economy in which all citizens are 
engaged competitively to improve their lot by achieving maximum production and 
distribution of goods and services, and in which all citizens are supposed to have 
access to the broadest possible market on equal terms. 

Since the present Federal excise system is selective without logic, discriminatory 
without reason, and provocative of widespread industry friction and consumer 
complaints, it is our recommendation that there be substituted for it a broad excise 
or consumption tax applicable to all end products of manufacture except foods and 
food products 

In this recommendation we would exclude the taxes on tobacco and alcoholic 
beverages which should continue to be dealt with separately We oppose any 
further increase of these taxes, however, on the ground that the rates are still 
at the highest levels imposed during World War Il. These commodities are also 
subject to substantiak taxes by the States. There is no good case, in our judg- 
ment, for imposing a still heavier tax burden on the consumers of these products 
while the excise system as a whole remains in its existing uncoordinated, dis- 
criminatory condition. 

Having concluded that the present system of limited, selective, discriminatory 
excises is an inadequate, even improper, fiscal implement, our next task was to 
decide upon the form of general excise to be recommended. The choice obviously 
lies between a Federal retail sales tax and a tax at the final point of manufacture. 

1 can assure you that our numerous committee discussions of this matter were 
long and vigorous. There was full recognition of the desirable features of a 
Federal retail sales tax. 

Our conclusion to recommend a general manufacturers’ excise was reached only 
after a thorough exploration of all of the arguments for and against both the 
retail type and the manufacturers’ excise type. I mention this to show you that 
our action has not been hasty, arbitrary, or lacking in due consideration of all 
sides of the problem. 

In confining our recommendation last year to the end products of manufacture, 
our intention was that the taxes on the special services (tsiephone, telegraph, 
cable; leased wires; local telephone; transportation of persous; and admissions 
should be repealed outright. This remains our long-range objective, but, as 
part of the special emergency financing, we believe these services should be 
subject to the same uniform tax as manufactured goods. 


A manufacturers’ uniform excise . 


Our reasons for deciding to recommend a manufacturers’ uniform excise may 
be summarized as follows: 

1. Federal-State tax duplication—A manufacturers’ excise is well adapted to 
use at the Federal level, but not at the State level. A retail sales tax may be 
used effectively at either level. However, retail taxes are now levied in 29 States, 
as shown on the accompanying map. The shading on the map indicates the 
portion of State revenue derived from this tax. In the interest of avoiding 
duplication of tax methods whenever possible, we believe the soundest procedure 
would be for the Federal Government to use a manufacturers’ tax, leaving the 
retail tax field to the States. 

2. Administration.— Administration of the tax would be more simple, assured, 
and inexpensive at the final point of manufacture than at the retail level. The 
number of final manufacturers, exclusive of food products manufacturers, is 
considerably less than 300,000. On the other hand, there are more than 3,000,000 
retail outlets in the United States, ranging from large department stores to small 
shops and ‘“‘hole in the wall’”’ operators. The birth and death rates of retail 
establishments are both high. In many cases their business records are rudimen- 
tary, making difficult the audit and collection of tax withheld. 

3. Familiarity of procedure-——The manufacturers’ excise is not a new Federal 
tax. Under existing law more than 20 classes of goods have been thus taxed, and 
extensions of this form have been proposed both by the Treasury and by the 
Ways and Means Committee in H. R. 4473. Bureau procedure is well established 
and a certain segment of the business community is already familiar with the 
rules and regulations, 
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4. Permanence in the Federal tax structure—We have stated above our reasons 
for permanent, long-range Federal depende nce upon the excises for a substantial 
contribution to the Federal revenues. There is much better prospect of achieving 
this long-range objective by holding the Federal excise at the point of final 
manufacture. 


RECOMMENDATIONS 


I now conclude with a general summary of our proposals. 

1. Tax legislation now should aim at covering the anticipated maximum of 
defense spending. In no other way can we assure pay as we go. 

2. Move toward correction of the present excessive use of the income taxes by 
introduction of a broad consumption tax, levied at the manufacturers’ level. 
This uniform general excise should be applied to all end products of manufacture, 
except food and food products, alcoholic beverages and tobacco. In addition to 
providing additional revenue, this tax should be substituted for all existing excises 
except those on alcoholic beverages and tobacco. 

As part of the defense financing, the uniform tax also should be applied to the 
services now taxed (telephone, telegraph, cable; leased wires; local telephone; 
transportation of persons; admissions). 

Since the taxes on alcoholic beverages and tobacco are still at the highest 
World War II levels, and since these commodities are also subject to heavy State 
taxes, no further increases should now be made in the Federal rates. 

3. Hold increases of the individual income tax to a moderate level, and use a 
method which will not intensify the present rate progression. 

4. Hold the corporation taxes at approximately the present level. There should 
not be any increase in the combined corporate and excess profits limitation of 
62 percent, the combined excess profits and corporate marginal rate of 77 percent, 
or reduction of the excess profits credit. Change in the excess profits tax should 
be toward relief, not increase of its burdens. The present 85 percent excess 
profits credit is particularly unrealistic in view of the inflation which affects 
corporations as well as other segments of our economy. 


APPENDIX A 
Errects or H. R. 4473 on Corporate FINANCING IN 1951 


The background to the following remarks is contained in two earlier research 
department documents: Financing Business Expansion—see especially the 
appendix; and A Note on the Sources and Applications of Corporate Funds in 
1950—see especially table on page 4. The gist of these two documents is 
essential preliminary to the present memorandum but it will not be repeated.) 

Corporate expenditures for new plant and equipment are expected to be about 
5 billion dollars greater in 1951 than in 1950. At the same time, under H. R. 
$473, it is proposed to raise the tax liability of corporations to a figure about 9 
billion dollars higher than the actual tax liability in 1950 and about 3 billion 
dollars greater than the tax liability in 1951 would be under present law. The 
question to be dealt with is whether, or how, these two sets of expectations can 
be made compatible. Will corporations be forced to forego, in part, their plans 
for expansion of plant and equipment? Will their only alternative be to resort 
to a large volume of debt financing, with a consequent inflationary pressure on 
the economy? 

One way of studying these questions is to start from the year 1950 as a base, 
and examine the various ways in which corporations might obtain an additional 
5 billion dollars for buying plant and equipment and an additional 9 billion 
dollars for paying their taxes in 1951. This might be accomplished either by a 
reduction in outlays for items other than plant and equipme nt or by an increase 
in qne or another of the sources of ¢ orporation funds. The following possibilities 
suggest themselves as methods of closing the 14-billion-dollar gap: 


an 


1. An inerease in profits before tax. 

2. A reduction in dividend payments. 

3. An inerease in allowances for depreciation and depletion. 

+. An increase in stock issues. 

5. A reduction in corporate holdings of cash and Government securities. 


6. A reduction in the rate of investment in inventories and accounts 
receivable. 
7. Debt financing. 
The feasibility of each of these methods will be discussed separately. 


Prepared by George G. Hagedorn, research associate, NAM research department. 
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1. Profits before tax 


Profits before tax will almost certainly be greater in 1951 than in 1950. How- 
ever, they will not be enough greater to provide the $14 billion of added 
funds needed for expansion of plant and higher taxes, or anything near that 
amount. In discussing this question, profits must be studied excluding inventory 
valuation profits, since the iatter are not available for financing plant and equip- 
ment purchases or for paying taxes. The recent record is as follows: 


Corporate profits before tax, after inventory valuation adjustment 


[Billions of dollars, annual rate] 


1950—I__-_-_-_--- a Bees $28. 1 
fa ak 3 y oan: OO 
fea: ; : ee | 
rv... ; ae 42.2 

1950—Year as a whole sr tee Le ae 35.8 

1951—I__ : ag ponte ; 41.7 


Source: Department of Commerce and Council of Economie Advisers. 


Profits before tax rose rapidly in the last two quarters of 1950, but fell off 
somewhat in the first quarter of 1951. There seems to be no reason to assume 
that for 1951 as a whole they will be higher than in the last quarter of 1950, or 
in the first quarter of 1951; that is, profits may be expected to be about 6 or 7 
billion dollars greater in 1951 than in 1950. Thus they will provide less than half 
of the $14 billion additional needed in 1951. 

Increases in profits before tax have not been keeping up with increases in taxes. 
When the unreal book profit on inventory valuation is excluded, there has been an 
actual downtrend in profits after tax since 1949. 

2, Dividends 

It does not seem realistic to suppose that any additional funds could be raised 
in 1951 by reduction of dividends below 1950 levels. In 1950 dividends were 4 
percent of national income compared with 6.6 percent in 1929, 5.3 percent in 1933. 
6.4 percent in 1937, and 4.9 percent in 1940. Stockholders still are getting much 
less than their prewar share of the national income. 

At this point it may be remarked that if profits before tax increased by 6 billion 
dollars, while tax liabilities increased by 9 billion dollars and dividends remain 
unchanged, there must inevitably be a substantial reduction in retained earnings 
in 1951. 


> 


3. Depreciation and depletion 


There will be some increase in depreciation allowances in 1951 due both to 
the expansion of plant and equipment and to the accelerated amortization pro- 
gram. However, the latter increases the funds available to corporations only to 
the extent of the tax saving. In the long run there is no tax saving to corporations 
through accelerated amortization, unless it is assumed that tax rates will be lower 
after the 5-year period over which the assets are to be amortized. However, there 
may be some additional funds made available by this means in 1951, at the sacrifice 
of allowances which would normally be made in 1956 and subsequent vears. 

The exact amount to be realized in 1951 through added amortization is difficult 
to estimate with any precision. However, it will certainly be less than a billion 
dollars, since calculations based on the most extreme assumptions yield this figure. 
The computation by which this figure is derived is as follows: 

So far, applications for certificates of necessity have totaled about 17 billion 
dollars; about one-third of this or 5 billion dollars has been approved, but only to 
the extent of 70 percent of the total outlay or 3.5 billion dollars. The latter figure 
means that accelerated amortization charges will be about 0.7 billion dollars 
annually, in place of 0.2 billion dollars of normal depreciation (assuming approx- 
imately 20-year life). The annual amount protected from taxes under the 
certificates already approved will thus be about 0.5 billion dollars, and therefore 
the tax saving will be about 0.3 or 0.4 billion a year. If, however, the applications 
still pending are approved in about the same proportion (which is unlikely, 
because the most pressing cases have been dealt with first), the total tax saving 
will be three times as great. To summarize, it seems that the total additional 
funds made available to corporations in 1951 as a result of the accelerated amorti - 
zation provision will not be greater than a billion dollars, and probably will be 
much less. 


4. Stock issues 
Corporations have been able to raise only very small amounts of capital through 
new stock issues in the period since World War II. In 1950 net new stock issues 
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provided only 1.6 billion dollars. It is unlikely that this source could supply any 
important contribution toward the additional needs in 1951. This is especially 
so in view of increased personal-income taxes, and their impact on the types of 
personal saving which are usually available for venture capital. 


5. Reduction in cash and Government bond holdings 


Corporations can sometimes obtain funds by drawing down on their bank 
accounts or selling off the Government bonds they hold. However, there is no 
evidence that corporations have more cash than they need for operating purposes. 
Government bonds were accumulated in 1950, but only at about the same rate as 
accrued and unpaid income taxes. Additions to cash and Government bond 
holdings of corporations amounted to 6.5 billion dollars in 1950, compared with an 
increase in outstanding liability for income taxes of 7 billion dollars. 

Despite the considerable accumulation of the war years, drafts upon these 
resources have been an important source of funds in only one postwar year—1946. 
Since then, despite the great need for funds, corporations have not drawn upon 
their existing holdings. 

If the unpaid income tax at the end of 1951 is much greater than the corres- 
ponding unpaid balance at the end of 1950, then corporations will probably 
build up their liquid holdings to pay it. It is extremely unlikely that they will be 
able to draw down on their holdings for plant and equipment or for increased 
current taxes. 

6. Inventories and receivables 

In every postwar year, except 1949, corporations invested a substantial amount 
in current assets—inventories and receivables. This reflected the expansion of 
business in those years, and is a normal thing in any period of business growth. 
In 1950 the total spent for inventories and receivables came to 9.3 billion dollars. 
This is not an extraordinary amount, for in the years 1946 through 1948, an 
average of 8.6 billion dollars was used annually for these purposes. Since con- 
tinued expansion is to be expected, about the same amount should be used in 1951 
as in 1950. Thus no funds would be released for filling the 14 billion dollar gap 
with which we are dealing. 

(The amount required for inventories includes only the cost of the actual 
physical expansion of stocks. The increased valuation of the existing inventory 
is omitted. This corresponds with the exclusion of inventory valuation profits 
from the sources of funds.) 


7. Debt financing 


To recapitulate the discussion so far: Corporations will require 5 billion dollars 
more for plant and equipment in 1951 than in 1950. Their income tax liability 
under H. R. 4473 is expected to be 9 billion dollars greater than their income tax 
liabilitv in 1951. Thus they will require a total of about 14 billion dollars addi- 
tional in 1951. 

Present indications are that profits have leveled off, but are somewhat higher 
than in the first half of 1950. The increase in profits before tax should supply 
about 7 billion dollars of the funds needed. Increased amortization of facilities 
may save corporations as much as 1 billion dollars. The other sources so far 
discussed are unlikely to vield any substantial amount. 

This leaves a remainder of 6 billion dollars to be found for meeting the 14 
billion dollar requirement. Debt financing is the only source left for this purpose. 

Debt financing in 1951 will not be a new development. Substantial sums have 
been raised by this means in every postwar year except 1949. In the period 1946 
through 1948 corporations obtained an average of 9 billion dollars a year by in- 
creasing their indebtedness. 

In 1950 corporate debt of all kinds increased by 16 billion dollars. However, 
this includes 7 billion dollars increase in liability for unpaid income taxes, matched 
by an approximately equal accumulation of liqiud assets. The increase in debt 
of other types, which may be considered a more relevant figure, was 9 billion 
dollars in 1950. 

The previous analysis has indicated that, if present plans for corporate expan- 
sion are to be realized and if H. R. 4473 becomes law, 6 billion dollars would have 
to be borrowed in 1951, over and above the 9 billion dollars borrowed in 1950. 
This would mean that debt financing—excluding accrual of income taxes—would 
total 15 billion dollars in 1951. 

The alternative to such an increase in debt financing, assuming H. R. 4473 goes 
into effect, is an abandonment of plans for expansion of corporate plant and 
equipment. 
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The net conclusion is that the 3 billion dollar rise in corporate income taxes ‘7 
proposed in H. R. 4473 will come either out of borrowed funds or out of a redue- 
tion in the prospective expansion of industrial capacity. Either way, it will ST, 


intensify the inflationary danger. 


CONDENSED TARLE—Sources and applications of corporate funds, 1950 and 1951 


(all corporations except banks and insurance companies) ) 
[In billions of dollars] ~ 
1951 (ex- que 
1950 (actual) | pected under . 
H. R. 4473) pro 
— — . . . the 
Applications our 
Plant and equipment $17 1 $99 C 
Inventories and receivables ‘ Q 29 ; 
Other applications ; Ribs 1 our 
Total 327 32 \ 
Sources . 
Retained earnings v4 ‘5 mel 
Depreciation and depletion 8 ‘ 9 stat 
Stock issues 9 62 
Debt financing 79 815 5 
Other sources 1 l 
' aa gat 
Tota! — 27 $2 ' 
he | 
5 billion dollars greater than in 1950, according to present plans \ 
Assumes samme amount as in 1950, and in average of years 1946 through 1948 yut 
* Excludes 7 billion dollars of additions to holdings of cash and Governments. See also footnote 7 below. pu 
‘ Assumes increased tax of 9 billion dollars, increase in profits before tax of 6 billion dollars, dividends S 
unchanged 
5 Assumes increase of 1 billion dollars as a result of accelerated amortization. the 
Assumed unchanged over 1950 \ 
7 Exeludes 7 billien dollars of increased liability for unpaid income tax. See footnote 3 above. : 
* Assumed sufficient to make up needed funds in 1951 thir 
Items do not add exactly to totals because of rounding.) T 
Source: Based on Commerce Department data 
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The Cuarrman. Dr. King, you may proceed. 


STATEMENT OF WILLFORD I. KING, CHAIRMAN, COMMITTEE 
FOR CONSTITUTIONAL GOVERNMENT 


Mr. Kina. It is a pleasure to have the opportunity of appearing 
once more before this committee with its outstanding membership. 

I believe you will all agree with me that one of the paramount 
questions confronting the Nation today is how to finance current and 
prospective war without inflating the currency and thus filehing away 
the hard-earned savings of the thrifty and worth-while members of 
our population. 

Senator Kerr. Do you mean all of the worth-while members of 
our population? 

Mr. Kina. I think the thrifty people are the most worth-while 
members of our population in general, yes. I think that 
statement. 

Senator Kerr. Now, you do not say the most worth while. | 
gather from what you said that you included all of them. Would 
he have to be a member of your organization to be worth while? 

Mr. King. No; we do not have many members, and I would not 
put that in as a qualification, I assure you. 

Senator Kerr. I appreciate that. I do not recall having joined 
the organization. 

Mr. Kine. No. We only have about a dozen members. So | 
think that that would not put you in the list, probably. 

The CuarrMANn. You have an exclusive club? 

Mr. Kine. Very exclusive, yes. 

The CuarrMan. I see. 

Mr. Kina. Professor Frederick Roman told me of a dramatie 
portrayal by a French lady of the situation existing in her country 


is a fair 


at a time when the bottom was dropping out of the france. She said: 
“We French people have been taught to build our house upon a rock 
but in France today there is no rock.’ It is your responsibility to 


see that such a statement does not soon apply to our own United 
States. 

I believe also that you gentlemen fully understand the followin 
ma facts: 

That rising prices are not, in themselves, inflation, but that they 
commonly result from inflation of the currency. 

That, when serious inflation has occurred, nowhere at any time 
ae direct pric e controls preve nted, or even lessened noticeably, the 
upward movement of the price level—their chief effect being instead 
to curtail production and generate shortages 

That, in practice, the only source of serious inflation is an 
unbalanced budget. 

You also are keenly aware of the fact that, at present, the national 
budget can be balanced either by cutting expenditures or by raising 
more revenue. At least one of the distinguished members of your 
committee has shown that it is entirely feasible to trim 6 or 8 billions 
of dollars from the proposed Federal e xpenditures for the coming year 
without in any way weakening our military program. But, in my 
opinion, there is no likelihood of accomplishing this highly desirable 
end merely by clipping a little more from the demands of each of the 

86141—51—pt. 2——_5 
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multitudinous agencies which represent the beginnings of a com- 
pletely socialized state. The thing needed is to eliminate completely 
many of these agencies and turn back their functions to free, com- 
petitive enterprise. 

Presumably, the problem which is immediately of most concern to 
you is the revenue bill which has recently come to you from the 
House. Doubtless, the easiest course for you to pursue is to give it 
perfunctory attention, pass it, and send it along to the President. 

Senator Tarr. This committee has never given “perfunctory 
attention” to anything, Mr. King, in my experience in the last 13 
years. 

Mr. Kina. I am very glad to hear that. 

The CHarrmMan. We may have made some fast judgments, but we 
have studied something about it. 

Mr. Kina. As I say, I believe that you gentlemen are so patriotic 
and conscientious that you will sacrifice at least part of your potential 
summer vacations and scrutinize with great care the provisions of 
this bill in order to ascertain whether they do or do not conform to 
sound economic principles. 

Senator Kerr. Sacrifice a part of it? 

Mr. Kina. I think that you are entitled to some summer vacation. 

Senator Tarr. I suggest that if we did not sacrifice any of it, we 
would be a good deal better off. I mean, if we were to take the vaca- 
tion, we would not have any new tax bill. 

The CuarrMan. We will get our summer vacation, Doctor, in the 
winter. 

Mr. Kine. I hope that you will have some, at any rate. 

In my opinion, the conclusions which you come to as regards that 
bill will depend upon your views concerning the comparative merits 
of two diametric: ally opposed philosophies. One—the communistic 
philosophy—I am not talking in this case about Mr. Stalin and his 
crowd, but I am talking about the communistic philosophy from the 
economic standpoint—holds that individuals are actuated mainly by 
the desire to serve the common weal, that their energies and abilitie 


do not differ widely, and that, therefore, best results can be secured 


by giving to all approximately equal rewards, regardless of their 
respective expenditures of effort. The opposing philosophy that 
first fully expounded by Adam Smith—assumes that individuals 
differ vastly in energies and abilities, and that, as a rule, they can 


only be induced to use these skills to the fullest in producing goods for 
society if they are rewarded in proportion to their outputs. 

The best basis for judging which of these philosophies is the more 
defensible is to see how they have stood up in the field of experience. 
Lenin gave the communistic philosophy a thorough test in Russia. 
England is today trying out a much watered-down version of it. 
The United States, by contrast, experimented for some 140 years with 
a system of largely uncontrolled competition and free enterprise. 
Which system, as vou see it, brought the greater progress and pros- 
perit 

Obviously, the revenue bill which the House has sert to you for 

consideration is based almost entirely upon the Communist philosophy. 
It implicitly assumes, for example, that corporation executives are 
of about equal abilitv, that corporation profits come along almost 
automatically, and that managers of corporations seek mamly the 
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public weal, and have but a very secondary interest in making profits 
either for their stockholder or for themselves. Those House Members 
who voted for the bill apparently have taken it for granted that, 
therefore, very high taxes on the profits of successful corporations will 
give rise to no serious tendency on the part of corporate management 
to take life easy or to indulge in waste or extravagance, with resulting 
diminution in the output of goods needed for defense or war. Do 
you feel that these assumptions are tenable? 

In the House bill now before you, tax rates on large individual 
incomes run up to 90 percent. Ard these high-bracket income recipi- 
ents must, of course, also pay their respective State income taxes 
If a taypaver happens to live in my State—New York—the State 
income tax will amount to another 6 percent. To anyone who believes 
that the desire for reward is the biggest force stimulating human pro- 
ductive effort, it seems ridiculous to assume that anyone will strivi 
much for gain if he knows that he can keep only 4 or 5 cents out of 
every dollar that he earns. So it appears obvious that the supporters 
of the House bill have wittingly or unwittingly assumed that most 
recipients of large incomes are persons of little more than average 
ability whose incomes flow in almost automatically, and whose con- 
tributions to the Nation’s output are of no particular significance 

Do you think that these assumptions seem to correspond to thi 
facts? 

When confiscatory taxes on upper-bracket incomes were first pro- 
posed, those favoring such levies usually explained that these rates 


were imposed merely to meet an emergency. Sut, largely because 
many intelligent citizens, including economists and Members o 
Congress, have believed that these confiscatory income tax rates were 
urgently needed in order to balance the Federal budget, they hav: 
been continued vear after vear. 

That this behef does not accord with the facts is el i 3| 
by the results of a study which I made about ~ Va ! 
Federal income tax rates and revenues for the ears } to 1942 
inclusive. A copy is on your desk. This analysis reveals t] 
that the levying of confiscatory rates destroys the income from w] 
the fiscal authorities have expected to vain revenue Surprising 
enough, this destruction occurs to such an extent that ncome 
rates taking more than 26 percent of the incomes of individuals ha 
succeeded in raising no more revenue than could have been obtaine: 
by a 26 percent rate that is a 26 percent effective rat the average 


rate over the entire income—not the rate on the top bracket 

The thing which the levying of rates higher than that level has 
actually accomplished is to prevent the possibility of saving by thi 
wealthy, and thus to dry up what formerly was the chief source of 
venture capital for founding new enterprises and for expanding ok 
enterprises. 

The facts in this connection are set forth in my study, Raising the 
Workingman’s Seale of Living. You will also find a copy of that on 
your desk. Furthermore, this increase in rates has, of course, lessened 
the effectiveness of individual initiative, and hence has thereby 
hampered industrial progress. 

Since pushing up the tax rates on high incomes brings in no addi- 
tional revenue for the Treasury, it therefore seems to follow that the 
only logical reason for wanting to continue the confiscatory taxation 
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of large incomes is either envy, and hatred of the successful, or the 
communistic urge to reduce everyone to the same economic level. 

After you think the matter over carefully, does it not become 
evident that income taxes—whether corporate or individual—are not 
the best kind of levies for raising the prodigious sums needed to finance 
preparation for a major conflict? When one considers the fact that 
excise taxes, if levied on producers, are relatively inexpensive to 
collect, hard to evade, have no tendency to promote waste and in- 
efficiency, and offer the minimum of inconvenience to the ultimate 
taxpayers, and bring in revenue promptly, can one logically avoid the 
conclusion that the most practicable way of obtaining the huge 
revenue required to finance a major war is to institute a broad system 
of excise taxes, earmarked solely for defense purposes or debt reduction, 
and covering most products other than the bare necessities of life? 
The problem can be simplified by imposing a uniform flat-rate per- 
centage levy on the sales value of all products other than specified 
luxury goods and nonessential items such as tobacco and alcoholic 
liquors. On the latter categories, supertaxes can properly be imposed. 

With such a broad tax set-up, all that would be necessary to raise 
more revenue would be to advance all rates proportionately. And 
the tax burden could be reduced to any extent desired by lowering all 
rates proportionately. 

| have heard of no other method of obtaining the revenue required 
actually to balance the prospective Federal budget which would dis- 
rupt our economy as little as would the procedure just outlined. I 
trust, therefore, that you will give it your careful consideration. 

That is all that I bave in the w ay of written testimony, and I wish 
to thank you for your attention. 

The CuatrmMan. Thank you very much, Doctor. Are there any 
quest ions? 

Senator Tarr. You say that this book contains the calculations on 
which you say that the higher rates have not produced any more 
money? 

Mr. Kine. The booklet on income-tax rates and revenues which is 
in your hand has in it the statistical proof. When we got notice 
that I was to come down for this hearing, my assistant, Mrs. Schwim- 
mer, started to work up the data for the years since 1942—that is 
for 1943, 1944, 1945, 1946, and 1947, but she had completed data for 
only the upper brackets, that is, those above $500,000, before I left. 
Her computations show that in the last 5 vears exactly the same 
principles held for those brackets as held be fore. That is, effective 
rates higher than 26 percent still produce no more revenue than do 
lower rates. 

The higher rates merely destroy the basis of the income. Then the 
income does not exist in those brackets; so you do not get any more 
revenue. 

Senator Tarr. The tendency, I imagine, of those people is to live 
on their capital, which cuts down their capital and consequently their 
future income, but they think that it will last all right until they die. 

Mr. Kine. That probably is true. I have not any statistical data 
on it, and I do not know just why it is. But the figures from the 
Income Tax Bureau show that, in one way or another, their incomes 
as reported simply go down as the tax rates go up, so that the Gov- 
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ernment, although it levies higher rates, does not 
revenue for the Treasury. 

What has happened during the last few years, obviously, is that 
with these high rates, the saving which formerly came from the high 
bracket incomes to finance new corporate expansion and new cor- 
porations has disappeared, so that now almost all the corporate ex- 
pansion has to be financed out of corporate savings. It used to be 
that the corporations paid out about 60 percent of their earnings in 
dividends and kept about 40 percent. Now they pay out about 40 
percent and keep about 60 percent. So expansion is mainly financed 
out of that additional 20 percent. It has shifted the financing of 
corporate expansion from individuals to the corporations. 

The Cuarrman. Thank you very much, Doctor. Are they are 
further questions? 

Senator Miiuirkin. Thank you. 

The CuarrMan. Thank you very much, Doctor. 

Mr. King. Thank you. 

(The following letter was subsequently received for the record:) 


get any more 


COMMITTEE FOR CONSTITUTIONAL GOVERNMENT, 
July 9, 1951. 
Hon. WaLtTer F. GEorRGE, 

United States Senate, Washington, D. C. 

DeAR SENATOR GEORGE: I appreciated the courteous treatment which you and 
your committee gave me when I appeared before you on July 5. 

When you were examining the previous witness, you raised a number of very 
interesting questions which went unanswered. I hope that I will not appear too 
presumptuous if I give you, now, what to me seem to be the 
some of these queries. 

You repeatedly came back to the question of how much tota 
spending the Nation can afford. As I see it, this question is, primarily, psycho- 
logical and political rather than purely economic. Our real per 
income is at least three times as great as it was a century as 


correct answers to 
governmental 


capita national 
FO One might, there- 
fore, assume that the Government could tax away, for war purposes, two-thirds 
of the income and still leave the people far better off than they were in Civil War 
days, but it does not follow that citizens, at present, might not resent 
such heavy taxation that they would throw out of office whom they held responsi- 
ble therefor. 


so strongly 


At present, we are engaged in an arms race with Russia Usually, in such 
races, the nation which feels that it is losing out, attacks rather than to continue 
the crushing expense indefinitely Is not this situation likely to be repeated in 


the present race? I take it that, when the American people feel that we 


ths are really 
engaged in a major war, they will stand for more taxation than they would 
mere preparation for a potential war. 

Available evidence seems to indicate that, not only can there be huge savings 


made by cutting off unnecessary civilian expenses, but that, also, a 
of the money appropriated for military purposes is frittered away. 

You also inquired concerning the explanation of why prices have been rising 
although the national budget has recently shown a surplus. To this question, 
the answer seems entirely clear. 

(According to the June 29 weekly supplement to the Survey of Current Business, 
the volume of demand deposits has risen more than 6 percent, and the amount 
of currency in circulation has increased about 2 percent during the past year 
This has occurred despite the fact that bank loans, based on Government obliga- 
tions, have shrunk by 17 percent. How does this happen? The answer is that 


the commercial, industrial, and agricultural loans of banks have run up more 


large fraction 


than 40 percent—thus overwhelming the shrinkage in Government loans. The 
inflation which we have been experiencing is, therefore, primarily private, not 
governmental, in origin. However, it must be recognized that an unknown frac- 
tion of the private loans doubtless has been used to finance defense projects. 

You will, doubtless, feel that the events just specified directly contradict the 
statement which I made in my testimony ‘‘that, in practice, the only source of 
serious inflation is an unbalanced budget.’’ However, I still believe that my 
statement is correct, for experience shows that inflations having their origin in 











394 REVENUE ACT OF 1951 


private borrowing are usually evanescent, being succeeded rather promptly by 
deflations Events of the past few weeks seem to indicate that the present situa 
tion is conforming to the customary pattern. The flurry of buving in order to 
get ahead of controls has subsided and now retailers are slashing prices right 
and left in order to reduce overly large inventories. Furthermore, during the 


past vear or so, millions of optimistic Americans mortgaged their future incomes 








in order to buy refrigerators, television sets, automobil Ss and houses No 
keeping up the payments hampers their ability to buv normal amounts of durable 
is it is, therefore, not surprising to find prices of raw materials de 
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The CuarrMan. Mr. Carroll, we can hear you before we recess for 
lunch, I think. 


STATEMENT OF MITCHELL B. CARROLL, SPECIAL COUNSEL, TAX 
COMMITTEE, NATIONAL FOREIGN TRADE COUNCIL, INC. 


Mr, Carrouti, Mr. Chairman, I am Mitchell B. Carroll, represent 
ing the National Foreign Trade Council. In order to save time, 
would like to present my statement for the record, and then | 
summarize it for you. 

The CHarrMAN. You may present your statement 

Senator Kerr. Would it be in order for Mr. Carroll to tell us what 
the National Foreign Trade Council is? 

The CHarrMan, Yes. 

Mr. CARROL L. Yes, sir. The National Moreign Esijgnet Council is 
a trade association composed of American enterprises, primarily cor- 
porations, engaged in international trade and investment. 

Senator Kerr. Import and export? 

Mr. Carrouu. Both import and export. I suppose it is predomi- 
nantly export, but the council has laid special emphasis upon t) 
need to import in order that fore in countries, through receiv ine the 
dollars, will be able to buy the products that we would like to export. 
So the emphasis has been placed on both 

Senator Kerr. I see. 

Mr. Carrouu. It represents a cross section of practically all the 
American corporations, small as well as large, that are interested in 
international trade. 

Senator Tarr. Does it include the people engaged solely in the 
export-import business, or does it include the manufacturers? 

Mr. Carrouyi. Predomimantly the manufacturers. 

Senator Tarr. Is there another association of exporters and 
importers, people in the export-import business? 

Mr. Carrouu. There are various trade associations that have to 
do with such business—for example, the United States Chamber of 


——— 


1e 


Commerce has a section devoted to foreign trade. But this is the 
National Foreign Trade Council, and it concentrates on the promo- 
tion of foreign trade primarily from the national viewpoint. It has 


a tax committee, composed of representatives of various corporations 
engaged in international business, and for a long time they have been 
considering the measures that might be adopted by the Congress to 
promote our international trade, 

Another committee of the association has been interested in the 
so-called point 4 program, and one of the questions that has been 
given considerable attention is the t ax measures that should be adopted 
to facilitate the carrying out of the objectives of that program by 
private enterprise 

Now, as you know, gentlemen, trading abroad is infinitely more 
difficult than trading at home. While the tax burden has been going 
up and up and it is getting to be very serious here at home, when you 
trade abroad, you continue to be subject to the home tax, because 
the principle in our revenue act is that vou pay the same amount of 
tax whether you derive your income abroad or at home. In addition 
you have to bear many kinds of tax burdens a risks abroad that 
you do not have to encounter in the United States. 
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In a recent statement by the Treasury Department, the point was 
made that basic policy of the United States in regard to the taxation 
of income from abroad is that of tax neutrality. 

In other words, they feel that our tax laws should impose the same 
burdens, whether income is derived from domestic sources or foreign 
sources. And in this statement, we point out that it is not true tax 
neutrality, because if vou look at things as they are, you find that in 
doing business abroad, you have to pay taxes in many instances 
which are not similar to our own income tax, and therefore they are 
not allowed as credit against our income tax under section 131, I. R. 
C., which is intended to give relief from international double taxation. 

Furthermore, there are many other kinds of burdens and costs in 
doing business abroad that are not incurred here. By and large, you 
have to have some kind of incentive to encourage people to go abroad. 


PRINCIPLE OF TAX EQUALITY WHERE BUSINESS IS DONE ABROAD 


We feel that if this were an ideal world and if you could really look 
at taxes from an international viewpoint in the way that other 
countries have looked at them, you would recognize that the fairest 
principle of taxation of international business is that of tax equality 
in the foreign country where business is carried on. In other words, 
the criterion of the tax burden should be the burden that the com- 
petitors in the foreign country bear. In other words, the income-tax 
burden should be determined by the rates in the foreign country. 

Now, many foreign countries have recognized the principle that in- 
come should be taxed only where earned. In other words, if vou are 
doing business in Brazil, the Brazilian corporation pays taxes only 
on income earned in Brazil, and the American corporation with an 
establishment down there would in accordance with that principle 
pay a tax only on income earned in Brazil; the British, the French, 
the German, and the Italian enterprise would pay taxes only on in- 
come earned in Brazil. 

Brazil has an income-tax system which has an effective rate of less 
than 30 percent. If an American corporation operates in Brazil in 
competition with a Brazilian, British or French enterprise which pay 
taxes only at Brazilian rates, the American corporation has to pay the 
difference between the Brazilian rate and the United States rate, 
which the House bill would increase to 52 percent without regard to 
the excess-profits tax. This difference of over 20 percent makes a 
definite competitive disadvantage that the American corporation has 
to bear as compared with other enterprises operating in the country. 

So we feel that that is the desirable goal to adopt eventually if you 
cannot adopt it now. 

Senator Tarr. How do you divide it? Is the profit made from the 
sale of automobiles in Brazil, or is it made from the manufacture of 
automobiles in the United States? 

Mr. Carro.iu. Under our Internal Revenue Code, principles of 
allocation are recognized. The manufacturing profit would be taxed 
in the United States, and the balance attributable to the sale would 
be taxable in Brazil. In other words, the United States would get in 
substance the f. 0. b. price Detroit, and leave to the dealer in Brazil 
the dealer’s mark-up, or discount. 


rr 


Hr tua 


pol 
lisl 
the 
abs 


re] 
r 


the 
in 
tre 


In 
pri 
bu 
be! 
les 


He 


EX 


ere 


in¢ 
he 


th 
up 


ve 
in} 


co 
CO 
ha 
its 
sp 
sa 


Dinter’ a. 





REVENUE ACT OF 1951 397 
Senator Tarr. You do not hope to accomplish that in this bill? 
Mr. Carrouu. We realize that. 

Senator Tarr. You are pointing out what you would like to see? 

Mr. Carrouu. That is the objective. 

Now, the recent statement of the Treasury sets forth as the basic 
policy in regard to foreign income the application of our long estab- 
lished system of the credit of foreign taxes, and bilateral treaties for 
the avoidance of international double taxation. The chairman knows 
about those treaties. I understand that some 14 have just been 
reported out favorably. 

The CHarrMan. Yes; with some changes. 

Mr. Carrouui. Yes; with some changes. And we heartily endorse 
those treaties, and we feel that one could even be a little more liberal 
in these treaties in making concessions, especially in contemplated 
treaties with the Latin American countries. 

We feel that it would be helpful if you could authorize in the 
Internal Revenue Code the Treasury to apply in tax treaties this 
principle of taxation of income only where earned, at least insofar as 
business establishments are concerned, just as you authorized a num- 
ber of years back the reduction of the withholding rate to a rate not 
less than 5 percent in treaties with other countries of the Western 
Hemisphere. 


EXTENSION TO OTHER AREAS OF TREATMENT FOR WESTERN HEMISPHERE 
TRADE CORPORATIONS 


If vou cannot adopt that now, then the next step for general policy 
would be to extend on a world-wide basis the reduction of 14 percent- 
age points allowed Western Hemisphere trade corporations. 

As you recall, in 1942 it was pointed out that the average rate in 
Latin American countries was then about equal to our normal tax of 
25 percent, and we pointed out that there were numerous other taxes 
down there that were not pure income taxes and were not allowed as 
credits. Therefore it was finally decided to grant a sort of lump-sum 
relief in the form of an exemption from surtax, and that provision was 
incorporated into the Revenue Act of 1942, and it has been very 
helpful. 

We think that it would be good policy to extend that regime around 
the world. It would be particularly helpful in encouraging the setting 
up of ente prsses | in underdeveloped countries. 

Now, there are a number of specific amendments that would mean 
very little in revenue, but we feel would be helpful in encouraging 
international business. 


REMOVAL OF MAJORITY REQUIREMENT IN SECTION 131 (F), IRC 


As you know, in section 131 (f), IRC, there is a credit for a domestic 
corporation which owns a majority of the voting stock of a foreign 
corporation. The domestic corporation is treated almost as if it 
had a branch in the foreign country and it is allowed to credit against 
its tax the proportion of the taxes paid by the subsidiary which corre- 
sponds to the dividends distributed to it. That provision has given 
satisfaction over the years. 
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But now there are many foreign countries which do not permit 
foreigners to own a majority of the voting stock in certain types of 
enterprises, particularly in mining enterprises and public utility and 
various other enterprises. 

Therefore, the fact that a minority stockholder cannot get this 
credit has been inhibitory to the development of certain enterprises 
in Various countries and we urge that you eliminate the requirement 
for holding a majority of the voting stock of the foreign corporation. 

lor example, in the case of mining, it frequently happens that the 
risk is so great that two or three American enterprises will get together 
in organizing a foreign corporation, and each will have only a minority 
of the stock. Consequently, each corporation does not obtain the 


} 


relief from double taxation that a majority stockholder would enjoy. 


In other cases, American enterprises simply cannot under local laws 
hold a majority of the voting stock in a foreign company. That is 


true in og ‘ase of many industries in Mexico. It has been increas- 
ingly true in Brazil and other countri 


Senator Minirkin. Mr. Stam, what is the reasoning on which 
you give the credit where a majority is held and you deny it to a 
minority interest? 

Mir. Stam. I do not know. That has been in the law for many 


Senator Mitiirkin. I know it has. But what is the reason for that 


Mr. Sram. Generally speaking, the thought Was that ll you owned 
control of the stock, Vou cont ‘ol I ed the corporation, and heretore 


it was deemed to be the tax paid by vou if you owned the corpora- 
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Senator Tarr. The only possible objection I can see to it would be 
the possibility of trying to apply it to an individual who had a lot of 
investments in 100 shares of stock here and 100 shares of stock there 
in corporations. But this proposal, | suppose, applies only to cor- 
porations with related business, so to speak, does it not? 

Mr. Carrouu. Yes. ° 

Senator Tarr. So that would not be an objection. 

Mr. Carroutu. And the probabilities are that unless the corpora- 
tions were so related that the stockholder could bring influence to 
bear on the subsidiary, it would not get the information necessary to 
justify its credit for the underlying taxes that pertained to his minority 
interest. In other words, it would have to have a substantial minorit 
interest in order to get the information as to the taxes paid by the 
foreign company. 

Senator Tarr. I can say that it might meet some objections, but 
it would not serve your interests any, to exempt investments in 
foreign stocks and bonds just as investments, rather than in doing 
business. But you are interested in the American company bein 
able to do business there on a profitable basis. 

Mr. Carrouu. That is the idea; ves, sir. 

As regards our general program of relief, we have asked the Treasury 
at various times for information as to the actual amount of 1 
involved. So we have put in our report here the suggestion that vou 
might ask the Treasury as to the actual amount of revenue involves 
in these various suggestions to which I have referred. 


EXCESS PROFITS CREDIT FOR FOREIGN TECHNICAL SERVICE FEES 

Turning to the excess-profits tax, when it was adopted, a credit 
was given for dividends from foreign corporations just as a credit 
was given dividends from domestic corporations. We asked pre 
viously, and we wish to repeat, that we feel that there are certain 
tvpes of income from abroad that are not in any way due to th 


rearmament program here, and should be included in this credit fron 
excess-profits tax. One of the most important categories is fees 
royalties, and the like, paid for management and technical services 
rendered by domestic corporations to forelon corporations 


One of the principal features of this point | program 1s to spreaa 
American know-how, through having American companies supply 
through engineers and the like, their knowledge of how to do things 
to foreign companies, and usually they get some fee for it. It hardly 
seems appropriate to subject that tvpe of income to the excess- 


profits tax. 

Senator Tarr. Is there an exemption now? 

Mr. Carrouu. Now there is a credit for dividends from foreig: 
corporations just as there is from domestic corporations. 

The CuatrmMan. They are not considered income in computing the 
excess profits? 

Mr. Carroiti. We are just suggesting that this credit idea be 
extended to cover management and technical service fees. 

The CuarrMan. Would that be a large item, Mr. Carroll? 

Mr. Carrouu. No; it would not be a large item. It could not be a 
large item because there are not very many American corporations 
engaged in giving technical advice and services to foreign col porat ions. 
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Senator Minuikin. Those are foreign companies in which they 
have an interest? 

Mr. Carroiu. Yes; usually that is the case. 

Senator Tarr. They might not have an interest, though? 

Mr. CARROLL. There nay be cases where they do not have an 
interest. For example, there is some company in France that is not 
related at all to an American corporation but it wants to modernize 
its processes, and so it makes a deal with the American company 
to send over engineers and the like, and the American company says, 
“T will do it, but for a fee to cover the cost of this service, and make 
a littl profit.” 

Senator Tarr. Many companies license foreign corporations. They 


license them to use a certain process or a certain product or something 
of the kind. . 
r. Carrow. Yes; that is perfectly true. 
nator Tarr. And then thev furnish expert advice to those 
Lic ensees to tell them how actually to do it. 

Mr. Carrouy. That is perfectly true, sir. Often a patent, just 
v itself, means nothing. If vou license a patent, it means little unless 


you send along an expert to tea th the lore en company how to operate 


NI 
~ 


under the patent. 
CLARIFICATION OF SECTION 131, IR¢ 


Anothet point that we are making is that in 1942, the Senate 
adopted a liberalizing amendment to this credit for foreign taxes to 
take into account the rather primitive and rudimentary taxes that 
were adopted primarily in Latin American countries before the more 
nearly perfect concept of an income tax was adopted and super- 
uD post d on the earlier taxes. 

We feel that the Treasury in its regulations has adopted too narrow 
a construction of what was intended by the Senate in adopting this 
provision in 1942. 

In the Senate report, there appears a very categorical statement: 





Thus if a foreign country in imposing income taxation authorized, for reasons 
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We feel that the Treasury has in its regulations delimited this 
amendment so as to prevent the allowance of the credit In many cases 
where it should: be allowed. And we are asking that possibly vou 
might put in your report some reference to this previous statement in 
1942 and some clarification which would lead the Treasury toward 
the path of liberality. 

The CHATRMAN. Some davs ago the chairman of the committee 
asked the Treasury for certain information on this particular point, 
Mr. Carroll, and I am advised that the Treasury has telephoned they 
are working on it, and will give us a report. 

Mr. Sram. That is nght. 

Mr. Carroui. That is fine. That is very helpful. 
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DEFERMENT OF TAX ON FOREIGN BRANCH INCOME UNTIL RECEIVED 


There are a few minor things to which I would like to give mention, 
in the hope that possibly your experts might give consideration to 
them. One is a proposal made by the Treasury that income of foreign 
branches should not be taxed until received in the United States, the 
idea bel Ine that if it is kept abroad and utilize “di inh developing a business, 
it should not be subjected to our higher taxes here. 

The Council feels that while this measure alone is an insufficient 
solution to the problem, nevertheless it urges that you vive favorable 
consideration to this proposal. 


CREDIT FOR FOREIGN ESTATE TAXES 


Individuals who go abroad and acquire property are often subject 
to foreign estate taxes and also subject to our estate taxes, and under 
our present law, they do not even get a deduction for the foreign 
estate taxes against the estate taxes here. And that form of double 
taxation should be eliminated by a eredit. 

The CHarrMAn. We are trying to do that in the particular treaties 
that deal with that sort of thing. 

Mr. Carroui. Yes. But we are hoping that one could make prog- 
ress more r: :pidly by just putting a credit in the revenue act similar to 
the one for the income tax. 

The CHatrMan. I see, ves. 


EXEMPTION FOR AMERICAN BUSINESS REPRESENTATIVES AND TECHNI- 
CIANS ABROAD 


Mr. Carrotyi. Then the Treasury has been very narrow in its 
construction of section 116 (a) IRC which is intended to encourage 
Americans to go abroad and help in running the business of American 
enterprise abroad or in technical, engineering or other penpects. Under 
the rulings of the Treasury, which have been upheld by some of the 
courts, the term ‘‘bona fide residence’? abroad, 1s seen to be 
practically equivalent to ‘domicile’ abroad. Unless a man goes 
abroad and definitely establishes his permanent home abroad, he 
may be held not entitled to this exemption. Even if he comes back 
after a stay in a foreign country of 3 or 4 years, the individual has 
been held not to have acquired a bona fide residence abroad dur- 
that period. 

We feel that a more definite criterion is necessary, such as 12 
consecutive months. 


WAR LOSS RECOVERIES 


There are two situations arising out of the war which we feel need 
attention. For some time we have been urging some technical amend- 
ments to section 127, which deals with losses in World War II. One is 
that there should be a ceiling placed on the value of the recovery, 
which would be the lesser of the adjusted basis at the time of the loss 
wr the fair market value at the time of the recovery. 

Another is that if no loss were deducted in respect of any item of 
property, there would be no tax on recovery and no change in the 
base for tax purposes. 
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LOSSES IN KOREA AND CHINA 


Since World War II, there has been war in Korea, and property 
has been seized or confiscated during the “cold war’’ in China. The 
provisions in section 127 regarding war losses should be adapted to 
cover the situation in China and Korea. 


EXTENSION OF TIME FOR RETURNS OF DOMESTIC CORPORATIONS 
OPERATING IN CHINA 


Furthermore, China Trade Act corporations have not been able to 
get from China the information needed to meet the requirements of 
section 261, and therefore we urge that they be granted a moratorium 
for filing returns, such as was granted during World War II under 
section 3805, IRC. A similar delay should be granted to other 
domestic corporations with branches in China. 

Those, sir, are the principal points. They certainly do not involve 
a great deal of revenue, but they would help the individual enterprises 
carrying on trade abroad in the face of tremendous odds in the present 
circumstances. 

The CuarrmMan. Thank you very much, Mr. Carroll. 

Are there any questions? 

Senator Tarr. Did you present all these matters to the House 
committee? 

Mr. Carrouu. Yes, we did, sir. 

Senator Tarr. But they were too busy, or something? 

Mr. Carrouy. As a matter of fact, some of the points were taken 
up in committee, and I have been informed that they were passed 
without prejudice. I think that you know what that means better 
than I do 

Senator Tarr. No, I donot. It means, I suppose, that they approve 
them in principle, but not enough to include them in this bill. 

Mr. Carrotu. I hope it means without prejudice to the Senate do- 
ing something about it. 

Thank you. 

The Cuarrman. Thank you. 

(The prepared statement of Mr. Carroll is as follows:) 


STATEMENT OF MircHecyu B. Carroui, Spectan Counser, Tax ComMIrree, 
NATIONAL Fore1IGN Trapre Cowuncii, INc. 


hairman and gentlemen, our tax committee is aware you have before 
you a bill intended primarily to raise a large amount of additional revenue to 
eet the costs of rearmament, but in its behalf I ask vour forbearance in point- 
ing out that although the effect is to impose a staggering burden on domestic 
enterprises, the effect will be even more crushing on domestic enterprises which 
are engaged in foreign trade and will be most discouraging to those who micht 
otherwise be disposed to assist in carrying out the administration’s declared policy 
of helping to develop the economic resources of foreign countries. The handicap 
now borne by domestic enterprise in competing with those of foreign countries 
where the income-tax load is much lighter will be seriously aggravated 
\fter very careful consideration of all the angles of the problem, our tax com- 
mittee has come to the conclusion that in order to permit American enterprises 
to compete on a satisfactory basis with the enterprises of other countries, which 
in general have a much lower effective rate of taxation, the guiding principle 
should be that of tax equality in the foreign country where the business is carried 
on. Especially in less developed countries where the science of taxation is not 


developed to the fine point prevailing in the United States, and where recourse 
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is had to rudimentary taxes which are easy to collect, adequate relief from double 

taxation is not assured under the Treasury’s interpretation of the forei 

credit, which is allowed only for income taxes and taxes in lieu of income ta 

We are heartily in favor of supplementing the credit for foreien taxes by bilateral 

tax treaties, but hitherto the Treasury has not shown any disposition to adopt a 
: 


realistic approach to providing an offset of taxes which are not pure income ta 


in the American concept against the United States tax Furthermore, eve 


foreign country does have a pure income tax, it is frequently superimposed up 
older levies that from its viewpoint were precursors of the income tax, | 
levied upon income determined by pre vailine market prices or units prod 1 
The allowance of the credit only for the supe rin posed income Tax ODVIO iV loes 


not provide the relief from double taxation that should be within the scope of 
section 131, IRC. 
\ large number of foreign countries tax only income from sources within their 


territory at a scale of rates considered by their legislators as appropriat: r 
what the economy of the country can bear. Enterprises of the taxing countr 
and of third countries which follow this principle of territoriality bear 
tax imposed in accordance with this scale of rates. How r, t 
ment of an American corporation must bear, in addition to ca 
difference between its rate and the increasingly high United St | 
constitutes a serious competitive disadvantage. Moreover, t} eff 
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France, Sweden, the United Kingdom, Canada, the Netherlands, and Denmark, 
and the term is also defined in a number of income-tax conventions awaiting 
ratification by the Senate, including those with New Zealand, South Africa, 
Norway, Ireland, and Greece. All of these conventions embody the principle 
that the foreign country should tax only the income attributable to such per- 
manent establishment and, therefore, the foundation has been adequately laid 
for embodying in income-tax conventions the principle that the tax imposed bv 
the foreign country on the income of such permanent establishment will be the 
only tax paid, thereby assuring competitive equality with local enterprises and 
with the permanent establishments of enterprises of third countries applying 
the principle of territoriality. 

Inasmuch as it is frequently expedient, if not necessary to incorporate the local 
ss, the same principle should be extended by law or by treaty to dividends 
received by domestic corporations from such foreign corporations, and preferably 

her incor h foreign corporations in the form of interest paid on 
ans, royalties, management, and technical service fees. 





INTERMEDIATE REGIME FOR INCOME FROM FOREIGN SOURCES 


If vour ec mittee does not now consider it opportune to adopt the foregoing 
regime, we submit for your consideration the generalization on a world basis 
f the regi: ow allowed Western Hemisphere trade corpotations, i. e., domestic 
corporations operating almost exclusively in other countries of the Western 
Hemispher in the form of a credit against normal tax and surtax net income, 
Wri as the effect of reducing the combined rate of normal tax and surtax on 
Su lomestic corporations by 14 percentage points. Such corporations are also 
xempt from excess profits tax. When the pertinent provisions were originally 
' {in the Revenue Act of 1942, it was recognized that the average income 
x rates in Latin-American countries were rarely higher than the United States 
tea ax, and consequently the imposition of the surtax on the income from 

se countries was, in effect, tantamount to the United States exploiting the 

1X preserves of our good neighbors to the South. The relief was originally 
form of an exemption from surtax, and this was justified, in part, 

as being equivalent to a lump-sum relief for the various taxes that were not 


as credits against the United States tax. 
oO cover Other areas and particularly those in Africa, 
Near East and South east Asia, where the tax rates are much lower than the 





I States rates, would provide a definite incentive for American corperations 
ore nd the Administration’s point IV program. As in many of these areas 
s largelv blocked bv exchange restrictions, and as the Treasurv in mimeo- 
175 has adopted 1 policy of not taxing such blocked income until it is 
lollars, the enactment by Congress of this regime should not 
at 1 present time, a great loss of revenue. 
s also urged that this regime of the reduced rate. with allowance of the 
f gn tax credit, should be applied in the case of dividends from foreign corpo- 
rations meeting the same test as Western Hemisphere trade corporations and 
other fre foreign corporations in which domestic corperations have a 
substantial interest, such as interest On loans, rovalties, management, and technical 
MESTI ‘/RPORATIONS WITH MINORITY HOLDINGS IN FOREIGN 
CORPORATIONS 
Ment s been pre\ sly made of the nationalistic restrictions in various 
g ries whereby American corporations may acquire only a minority 
st a rporations engaged in extractive industries, public utilities, 
ther s of enterprise Moreover, the risks incident to mining for strategic 
als ploring and drilling for oil, and initiating other enterprises to obtain 
rials are fr ently so great in a given country that two or more 
r ns sometimes join in organizing a foreign corporatio 
I s statement before the Committee on Ways and Means on February 3, 1950, 
s ary S r stated that there has been an increasing emphasis in foreigi 
s Ol participation of local capital in the ventures of United States 
siness! Alt gh a domestic corporation owning a majority of the voting 
stock of a foreig rporation, from which it receives dividends, may take cred 
nder s 131 (f), lL. R. C. for the income taxes paid by the foreign corporatior 
rres s received lomestic corporation owning 50 
r r less stock s a foreign « ion is not entitled to any suc! 
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relief from double taxation. H. R. 6712 of 1948, which passed the House of 
Representatives but was not acted on by the Senate, recognized that this require- 
ment to hold a majority of the stock is arbitrary and definitely inhibitory to the 
acquisition of minority interests in foreign corporations, and contained an amend- 


ment which omitted the majority requirement and allowed t credi nder 
section 131 (f) in the case of ‘‘a domestic corporation which owns stock of a foreign 
corporation from which it receives dividends in any taxable year 

We earnestly urge your committee to incorporate this amendment in the 
pending tax bill as it would remove the discrimination against minority holding 
and would provide a definite incentive to participation by America orporations 
in foreign corporations carrying on activities in furtherance of the point IV 
program, 

4. SENATE COMMITTEE REQUEST TO TREASURY FOR REVENUE STATISTICS 

Our tax committee believes that the adoption of t e foregoing proposals would 
not involve a serious loss of revenue and we therefore strong] oe yur committe 
to request the Treasury to give vou figures on the amount of revenue involved 
in each one of them. 
5. EXEMPTION FROM EXCESS PROFITS TAX OF MANAGEMENT AND TECHNICAL SERVIE 

FEES 

In connection with the point IV program emphasis has been placed parti 
upon having American corporations assist foreign corporatior n moder ng 
and otherwis« Mnproving their production through placing at tl r aisposa ‘ 
“know how’”’ developed in the United States. The fees received for such services 
are sometimes in the form of a flat sum or based upon producti the fore 
country, and are not predicated upon production in the United States vw 
results from the rearmament program here. Hence, the it ( es 
in the basis for the United States excess profits tax is not justified in principl 
anc it serves as a definite deterrent to the making of arrangements with foreign 
corporations to give them the benefits of American advanced technolog A credit 
is allowed against excess profits tax net income for dividends from foreign operating 
companies and it is therefore urged that this credit be extended 1 over suc 
management and technical service fees 

6. CREDIT FOR FOREIGN TAXES IN LIEU OF INCOME TAX 

In the report of your committee on the revenue bill of 1942 (S. Rept. No. 1631 
77th Cong., 2d sess., p. 131) explaining the amendment in st mn 131 » alle 
a credit for foreign taxes imposed on empirically determined me in lieu of 
income taxes to which I have previously alluded, there appear e following 


statement: 

‘*Thus if a foreign country in imposing income taxation authorized, for reasons 
growing out of the administrative difficulties of determining net income or taxable 
basis within that country, a United States domestic corporation doing business 
in such country to pay a tax in lieu of such income tax but measured, for example 
by gross income, gross sales or a number of units produced withit ntt 
such tax has not heretofore been recognized as a basis for a credit. Your com- 
mittee has deemed it desirable to extend the scope of this section.” 

Although it seems to be now well established that taxes on gross income may 
be allowed as credits, primitive income taxes ‘‘based on gross sales or number of 
units produced within the (foreign) country’? may not 
especially where under the regulations such a levy is not imposed in complete 
substitution for an income tax which conforms to the United States tax. In the 
eyes of the foreign government these taxes often preceded the income tax and are 
kept as a practical means of taxing income and have, together with the superim- 
posed income tax, constituted the tax on income which should be allowed as an 
offset against the United States income tax; otherwise, the lief 
double taxation intended by section 131 is not assured. 

[t is therefore urged that the report of your committee should contain language 
removing any doubt that credit should be allowed for any tax which is intended to 
reach income but is based on the number of units produced at established market 
prices, or some other empirical factor, or serves as a minimum tax on income, 


enjoy the same treatment 


complete reiel from 


7. TAXATION OF FOREIGN BRANCH INCOME AT TIME OF RECEIPT IN TH} NITED STATES 


The proposal has been made that a United States corporation should be allowed 
to treat income of foreign business establishments as nontaxable 
86141—51— pt. 2——-6 


until actually 
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received in the United States. The council has been informed that the Treasury 
Department is in favor of the objective of this proposal. The council has expressed 
the view that the treatment contemplated in this proposal would be desirable. 
Che position has been taken, however, that such a measure alone is an insufficient 
solution for the pr pHiems of taxation of for ign trade and should not be considered 
in any sense as a substitute for the other measures recommended by the council. 


On this basis the council recommends that favorable consideration be given to 





this proposal. 
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| 1 I rage An a 
ai { ( = 
I i rep 
i s verTag y 
ates : his can | é 
; : 
s > i r ul I 
~ T 
se 3 ad 
Sis 1 
i ~ < x The 
I I N s x 
\ . id f res i 3 
ses : il 1 1 Dra ’ ( S 
foreig 1 but a he } i . 
\ reig 
a ' c < r 
. IK rad \ . a i | i 
~ Pid) 
71° \ =s ri R = 1 
S | ~ 
iT ’ 
> 
~ x ~ 
. 7 
< . 
ar> 


Sonik 


cht 
N 
‘ 

Sen 


tax 
be 


HOt 


an 
Ine 
or 


lar 


att 
ma 
reg 


4 





REVENUE ACT OF 1951 407 


12. PROVISIONS TO COVER SITUATIONS ARISING OUT OF WAR 


In addition to the foregoing provisions, we ask Congress to take cognizance of 
not only the certain amendments needed to improve legislation pertaini: 
World War II, but also to introduce legislation concerning war losses w 
fit the present situation. 

Under section 127, Internal Revenue Code there is need for certa ) 
regarding the recovery of property lost, or deemed lost und tse ) luring 
World War II. The principal amendments needed and on which representati 


of business are generally azreed are as follows: 








1. There should be placed a ceiling on the value of the 1 \ p y 1 
or deemed lost under section 127, Internal Revenue Cod th would be 
lesser of the adjusted basis at the time of loss, or the fair mark it i 
of recovery. 

2. Moreover, the code should be amended so as to provide that if » lo as 
been deducted in respect of any item of property there will be no tax recovery 
and no change in basis for tax purpo 

In view of the fact that American prop nav ha 3) ) \ i 
result of war, and has been seized or confiscated in China, pro 
the war-loss provisions in section 127, Int Re ie Cod { 
which are applicable to those areas and to any o area 
or Communist domination. 

Finally, in view of the ineluctable fact that the China 7 \ 
cannot obtain from China the information needed t 
section 261, and that other domestic corporations operating ( 
requirements as to reports relating » Tn 1 i 1 
nent of hability to file returns or pay tax should be gr: 
present situation as was done during World War II for ¢ \ \- 
tions (see. 3805, I. R. ¢ 

The CHatrMAN. The committee will stand in r : | 3 o'clock. 

Whereupon, at 12:45 p. m., the committee 1 O reconvene 


at 3p. m., the same day. 
AFTERNOON SESSION 


The CHarrMan. The committee will come to o 

Mr. Silverson? 

Mr. Sirverson. Present. 

The CHarrMan. Come around, Mr. Silverson, pleas Have a 
seat there, if you wish to, and identify vourself for t! 0 


STATEMENT OF HARRY SILVERSON, MEMBER, COMMITTEE ON 
TAXATION, NEW YORK COUNTY LAWYERS’ ASSOCIATION 


My name is Harry Silverson. [I am a member of the committee on 


taxation of the New York County Lawyers’ Association, and have 


been asked to present the views of this committee to your honorable 


Mr. Sirverson. Thank you, sir. 


body. We appreciate the opportunity. 

The CHarrMan. Yes, sir. 

Mr. Strverson. The New York County Lawvers’ Association is 
an association which was formed some 43 years a ind which 
includes in its membership approximately 7, ra Ing 
or residing within the city of New York. It is believed to be the 
largest local bar association in the world 

The committee on taxation of the association composed of 
attorneys who specialize in the law of taxation. Its members include 
many of the well-known practitioners in that field. The committee 
regularly considers tax bills which are pending before the Congress, and 
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after careful study submits such recommendations as are believed 
appropriate. 

Our appearance here today is not to advocate measures for revenue, 
but rather to advocate a single proposition, which at one and the 
same time we believe will correct a long-standing inequity and will be 
extremely helpful in siphoning off the purchasing power that is a part 
of the current anti-inflationary campaign. Specifically, we are here 
to urge upon this honorable body the incorporation in H. R. 4473 
of provisions which will have the effect of permitting those taxpayers 
with earned income who are not now covered by qualifying pension 
plans to create, within certain limits, self-operating pension funds to 
be funded through the periodic purchase of special type nonassignable 
United States Government bonds. We believe that adoption of this 
proposal would not only eliminate a glaring inequity which presently 
exists, but would also be of considerable assistance to the Treasury in 
selling individually owned bonds as part of the general anti-inflationary 
campaign presently in effect. 

As H. R. 4473 passed the House, it provided for an increase in 
personal income-tax rates equal to 1245 percent of the combined normal 
tax and surtax. We make no recommendations concerning the in- 
crease, since questions of rates involve policy questions with respect 
to which we do not feel specially qualified to pass an opinion. We do, 
however, strenuously urge that the level of personal income-tax 
rates has now reached a point at which, taking into consideration the 
vast growth of employer-funded pension plans, it is imperative that 
those persons within the earned-income group who are not now eligible 
to participate in the benefits of a qualifying plan be given an oppor- 
tunity to do so. 

At the outset of our argument we submit that a given amount of 
earned income, that is, ine»me from salaries, wages, professional 
fees, does not reflect the same ability to pay taxes as does the same 
amount of investment income. For earned income, by its very 
nature, is not as permanent in character as investment income; it is 
too dependent on the continued life and well-being of the earner. 
As Secretary Mellon once put it, and I quote: 

The fairness of taxing more lightly incomes from wages, salaries, and profes- 
sional services than the income from business or from investment is beyond ques- 
tion. In the first case, the income is uncertain and limited in duration; sickness 
or death destroys it and old age diminishes it. In the other, the scurce of the 
income continues; the income may be disposed of during a man’s life and it 
descends to his heirs. 

In an article appearing in the August 1949 issue of Survey of Current 
Business, which is a periodical published by the United States De- 
partment of Commerce, the following statement appears, and I 
quote: 

In any given occupational group, age is clearly one of the most significant 
factors affecting the size of income. Moreover, in practically all occupational 
pursuits, the age-income pattern is basically the same; namely, at the low ages in- 
cone is at its lowest point, and, as age rises, income also rises until a peak is reached; 
thereafter, income gradually declines with increasing age. 

This age-income pattern appears most graphically in a chart in 
an earlier issue of the same publication, May 1944, which I have photo- 
stated and attached to the bottom of my statement. I think it is a 
most significant chart to prove the point that I am about to make. 
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As appears from this chart earned income of professionals is para- 
bolic in nature, that is, it moves up to a peak at approximately the 
age of 37, flattens out in a plateau which continues until approximately 
the age of 52, drops somewhat from that age to age 62, and then cata- 
pults down. The pattern for lawyers is somewhat different in that 
the peak period appears to run from the ages of 47 to 57. Actually 
this chart is overly liberal in that it takes into account only the in- 
comes of persons actus ay practicing, thereby ignoring those who do 
not practice because of ill health. The chart equally ignores the 
families of deceased practitioners whose income terminated with 
death. 

a taxpayer enjoying investment income need not suffer a decline 

1 his income because of advancing age. On the contrary, if he has 
accumulated capital and greater investment sagacity over the years, 
he is likely to fare even better in the winter of life than previously. 
Nor need his death cut ofl his family from income, as does the death 
of a professional or other taxpayer deriving all his income from per- 
sonal services. Furthermore, during life the recipient of investment 
income has in many instances been able to shield substantial portions 
of such income from the full impact of the graduated surtax by appro- 
priate use of corporations and gifts of income-producing property to 
members of the family or to trusts for their benefit. 

While our tax law fails to give direct recognition to these inherent 
differences between earned and investment income, partial recognition 
has been given by indirection through the provisions covering pension 
trusts. Under these provisions, an employee for whose benefit his 
employer pays amounts into a pension trust need not report such 
amounts until he actually begins to receive his pension income. 
Originally these plans were set up by emplovers of their own volition 
and covered only a very small minority of the working population. 
In more recent years, following the growth of strong unions, and 
coupled with their inability during an inflationary period to obtain 
direct salary increases, the unions have concentrated on bargaining 
for so-called fringe benefits, the chief one among which has been 
pension funds. As a result, it is estimated that such plans now cover 
over 8 million persons, with aggregate contributions in excess of 
$1,500,000,000 annually.’ 

This growth of pension funds has tended to alleviate the discrimina- 
tion between earned and investment income with respect to the many 
millions covered by qualifying plans. However, it has not only 
effected no such alleviation for the many more millions within the 
earned-income group not covered by pension plans, but by its very 
partial application has had the effect of creating further discrimina- 
tion. 

As an example, let us compare two wage earners, both of whom are 


in the lowest bracket. One receives an increase in his wages in the 
form of a straight doliar increase; the other shdaihin the same amount 
in the form of a contribution to a qualifying pension trust. The first 


1 New York Herald Tribune, June 19, 1951, p. 32. 
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wage earner, under existing laws, pays 20 percent of his increase in 
taxes; the second pays no tax presently. Furthermore, he will in all 
probability never pay a tax on the increase because, when he retires 
at age 65, his personal exemption will be $1,200 and his wife’s exemp- 
tion will be either $600 or $1,200, depending upon her age. This total 
exemption is more than likely to equal his pension and other taxable 
income. If, because of restrictions against salary increases, the first 
c mploye e can obtain no increase while the second nevertheless obtains 
his pension contribution, the discrimination is even more marked. 

The American Bar Association has urged that the pension trust 
provisions be broadened so as to permit sole proprietors and partners 
to be included in a pension plan. We believe that this proposal is 
much too limited in its coverage. Furthermore, while such an amend- 
ment might be of interest to some firms, which are of sufficient size to 
warrant the adoption of a pension plan, it is hardly suited to the 
needs of the average ee physician, dentist, writer, or other pro- 
fessional practicing alone or as a small unit. Neither does the Ameri- 
can Bar Association aaa offer any relief for the many employees 
whose employers do not choose to inaugurate a qualifying pension 
plan. 

The proposal of the committee on taxation of the New York County 
Lawyers’ Association is that taxpayers be given the right to create 
their own pension plans by investing up to 15 percent of their net 
earned income in any | year, subject to some dollar maximum, in a 
special-type 2-percent-interest-bearing nonassignable United States 
Government bond. Amounts so invested would be excluded from 
gross income in the year of purchase of the bonds. However, in the 
vear of redemption, the face amount of these bonds, together with 
accumulated interest thereon, would be fully taxable. In the event 
of death prior to redemption, redemption by the named beneficiary 
or the estate would be permitted over a period of 10 vears, thereby 
avoiding the bunching of income in 1 year which would otherwise 
result. 

It is our considered opinion that not only is this proposal highly 
equitable but that it would be most simple to administer. In the 
vear of purchase of a bond, the taxpayer would attach to his return 
the slip or slips evidencing the purchase, which slips could be furnished 
him by the bank or other authorized institution through which he 
acquired the bonds. In the vear of redemption, the bank or other 
institution through which the bonds are redeemed would forward an 
information slip to the appropriate section of the Bureau of Internal 
Revenue. No further administrative machinery would be necessary. 

We respectfully submit that our proposal is particularly appropriate 
at this time when personal income-tax rates are about to be further 
increased. It is simple of operation, easy to administer, and would 
remove an inequity which has become of growing importance. Nor 
should we lose sight of the fact that it would aid the efforts of the 
Treasury to increase that portion of the public debt which is held by 
individuals rather than institutions. 

(The chart referred to follows: ) 
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Incomes in Selected Professions 


Part 6. Comparison of Incomes in Nine Independent Professions 


by Edward F. Denison, National Income Unit, Bureau of Foreign and Domestic Commerce 





Chart 1.—Average Net Income in 1941 for Selected Professions, by Age of 
Practitioner ' 
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The CHarrMan. You suggest nonnegotiable bonds, do you? 

Mr. Strverson. Yes, Senator. It would be a registered nonassign- 
able bond. 

The CHarrman. Nonassignable; yes, sir. 

Are there any questions, Senator Millikin or Senator Taft = 

You refer to the American Bar Association plan. Are you familiar 
with that? 

Mr. Sirverson. I am, Senator; ves. 

The Cuarrman. Really the only criticism of that, as compared 
with your suggested plan here, is that it is too restrictive, and lacks 
wide application. . 

Mr. Sttverson. Well, we believe that it is so restrictive that it 
would tend to increase the present discrimination by simply including 
a relatively few more taxpayers in the pension fund group 


») 
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The CHarrmMan. I see. 

Mr. Sirverson. Most attorneys throughout the country practice 
alone, as do physicians and others with earned income; and it just is 
not feasible to say to a doctor in some small town, “‘Form a pension 
plan.”’ 

The CHatrMan. No, sir; he cannot do it. 

Aren’t vour office employees under social security? 

Mr. Sittverson. Office emplovees are. 

The CuatrmMan. They are under. You would have been under it, 
but you would not, of course—the professional people did not want 
us to put them under last year when we had social-security benefits 
before us. 

Mr. Strverson. Well, the social-security benefit is very small in 
relation to what we are talking about here. 

The CuarrmMan. That is true with respect to the earnings of pro- 
fessional men like doctors, lawyers, dentists, artists, and so on. 

Any questions, Senators? Thank you very much. 

Mr. Strverson. Thank you. 

The CHarrmMan. Thank you very much for your appearance. 

Mr. Carl Wittichen, it looks like to me, on this list. Is that correct? 

Mr. Wirricuen. Yes, sir. 

The Cuarrman. Come around, Mr. Wittichen. 


STATEMENT OF CARL WITTICHEN, JR., WITTICHEN CHEMICAL CO. 


Mr. Wirricuen. I have a little trouble with it myself, sir. 

The CuarrMan. You do? Well, have a seat. 

Mr. Wrrricuen. Thank you, sir. 

The CuarrmMan. Identify yourself for the record, and then we will 
have you tagged 

Mir. Wirticnen. My name is Carl Wittichen. I operate a small 
corporation in Alabama known as the Wittichen Chemical Co. 

| appear here as a small-business man employing 23 people. I 
represent no organization of any sort; | am just a taxpayer. 

The CuatrMan. You just keep up the organization; that is, the 
Government organization. 

Laughter.| 

Mr. Wrrricnen. Yes, sir; I keep up some part of it, not much, 
but a little bit 

Gentlemen, I am seriously concerned with the impact of the present 
tax law, and especially the increases in the corporate excess-profits 
taxes that have been proposed in the new tax law. 

It is putting little fellows like myself, and other corporations that 
exist, as my neighbors of a smaller nature, in a bad psychological 
frame of mind. 

We have for years, when we built these little businesses, been as 
efficient and as careful and as thrifty as we can in our organization 
in dealing with our employees. But now our employees know that 
we are paying a good portion of our earnings out in income taxes; 
they just know that. They pretty well know what goes on, and they 
are becoming wasteful. It is difficult to discipline them. 

You know, the relationship between management and the em- 
ployee, and they know that, for instance, my salesmen traveling out, 
they know and they see competitive salesmen traveling in Buicks 
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and Cadillacs, and so on, and my men, traveling in Chevrolets, it is 
just a bad psychological situation, and they are demanding those 
same luxuries from us because, as they put it to me, why, the Gov- 
ernment is paying the freight, and “We don’t see why you should 
worry.” 

It is not that blunt, but it is a bad psychological picture that is 
existing among my people that I have to depend on to operate my 
business. 

The CHarrMan. What is your investment, your coporate stock? 

Mr. Wirricuen. My capital investment? 

The CHarrMan. Yes. 

Mr. WirricuHen. My net worth, sir, is slightly less than $200,000. 

The CHarrMan. How long have you been in business, you say? 

Mr. WirrticHen. I started this chemical business as part of a busi- 
ness ths at my father left in 1935. 

The CHARMAN. 1935? 

Mr. Wrrricuen. That is right. I have been in that business 
myself, and I built it myself. 

Senator Mriiurkin. What kind of chemicals do you make? 

Mr. Wirricuen. Industrial chemicals, sir. 

Senator MiILuikin. Any particular type? 

Mr. Wirricuen. Yes, sir; we supply the municipal waterworks 
primarily with water-treatment chemicals, textile mills, dairies, 
bakeries, large creameries, and things of that sort. 

The CuHarrMaNn. You are subject to the excess-profits tax? 

Mr. Wirricuen. Yes, sir. We are, sir; we surely are. 

The CHarrMaNn. We call it an excess-profits tax, but this House 
amendment removes it from that category and it just becomes a 
supertax on your normal income. 

Mr. WirricHen. Yes, sir; it is really a supertax, sir. 

The CHarrMan. That is what it is. [Laughter.] 

Mr. Wirricuen. It is having the effect. on slowing down produc- 
tion, not only with my business, but with other little firms scattered 
around me. 

The employees lose the incentive of producing any more. They 
know that I cannot pay them any more because | am restricte .d under 
the wage laws, and there is no incentive on my part as a manager to 
put any more capital investment and improve our facilities to get 
more out - _— we are doing now. ‘There is just no incentive for 
doing that, si 

It. just means tving up capital, and we get nothing from it what- 
soever; and, in addition to that, there is no incentive even to make 
our present operation any more efficient. We just do not want to 
do any more, and it completely obviates any expansion. 

It is also causing a slight hoarding of manpower. We find ourselves 
where in normal times in a competitive business we ea ite short- 
handed, now since the Government, with the tax picture, it is paying 
a good portion of what we pay any new employees we saahe why, 
naturally, we tend to staff ourselves as well as we can, and I do not 
like to do those things. It is not the way I was raised, not the way 
this country was built, but still, as a psychology of this tax situation, 
it is changing us into that; it is just what is happening to me. 

Particularly, in my concern, the new rates that have been proposed 
in the House bill, coupled with our State of Alabama income tax, 
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brings us up right at 85 percent of the few dollars we are making now, 
to be paid out, which means that we are spending 15-cent dollars in 
the operation of our business. I just believe, with the increase of 
inefficiency that is creeping into the operation of our enterprises, and 
with those things that are coming along, that the new tax rates will 
not get the revenue they are supposed to, because people, like myself, 
would just tend to be wasteful, and we will not make the profits we 
have been making regardless of our volume of business. They just 
will not be that way, regardless of how we try not to be wasteful. We 
are forced into a lot of those things by the pressure from our employees. 

That is 

The CuarrMan. What is your Alabama corporate rate? 

Mr. Wirricnen. Three percent, flat 3 percent, sir. It means we 
are paying approximately 84 cents out of the dollar under the new 
proposed rates, if I remember exactly, because the two taxes are 
balanced against each other for deduction purposes. 

Senator Mitiirkin. Do you have an income tax in Alabama? 

Mr. Wirricnen. Yes. 

Senator Miiiikin. What is the range on that? 

Mr. Wirricuen. It ranges from ] » LO 5 percent, That is personal 
ncom 

Senator Miiurkin. And with sales tax? 

Mr. WirricHen. Yes, sir; we have a 3-percent sales tax. It was 2, 
and it was raised to 3. 

oe * MILLIKIN. Service tax, transaction taxes? 

Mr. Ww ITTICHEN. No, sir; not that I know of, sir. 

Now, I am here com plaining about what it is FeDy to us, and there 
are one or two things I want to offer sort of as a remedy. 1 do not 
know whether this will have any bearing or ak. 

We little fellows that are having to pay these taxes, just see a 
tremendous amount of waste in the operation of governmental offices 
in our areas, and everybody that we deal with. We see the red Lape 
that is involved, and it hurts us to see those things because we are 
we are paying the bills, and if there is some way that efficiency can 
be brought back into the governmental employe es’ offices in ee 
areas, it would create a diff ‘rent psyc hology of doin f as efficient a 
job as they can, and we sure would appreciate it. T hat, to me, would 
Stop a lot of these taxes, a lot of what we little fellows are hay ing to pay. 

Senator Miuurkin. Do you have any war activities—what is your 
home town? 

Mr. Wrrricnen. Birmingham, Ala. It is a steel center primarily; 
coal, and steel, and iron. 

Senator Mitiikin. May I ask what does a man in your business 
pay a stenographer, a good stenographer? 

Mr. Wirricuen. Like in my little business? 

Senator MiLuikin. Yes. 

Mr. WirtTIcHEN. My stenographer gets >. 300 a month. sIr, but she 
is more than a stenographer. She is sort of an office manager, and 
kee ps up a lot of little things. 

Senator Miturkin. What, then, would an office stenographer—— 

Mr. WirricHEN. Straight stenographer? 

Senator MILurkin (continuing). Neither the best nor the worst 
receive? 

Mr. Wirricuen. Sir, I would guess around $180 to $200, not over 
that. 
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Senator Mitirkin. Do you know what the Government pays for 
the same kind of a stenographer in Government activity? 

Mr. Wirricuen. I know what they paid during the last war 
because | had some of them working for me, but I do not know now, 
sir. It is considerably higher, I imagine. It used to be a CAF-3 
to 5 in the last war; I do not know what it is now 

Senator Minuikin. That has a tendency to take away stenograpl 
help from the businessman, does it not? 

Mr. Wrrricuen. If we were faced with a tremendous influx of 
governmental operations, but we do not have that vet, sir, and that 
has not bothered us too much. 

(Discussion olf the record.) 

Mr. Wirrichen. The next thing that has concerned m« t thas 
not affected me directly, but I see it happening in lots of fields of 
business, commerce, and industry, and that is the coope! 


or, they are operating In competition LO legitimate rt ness in | 
sorts and types ol enterprise, in the petroleum industry, in the chem- 
ical industry. 

| know that it is happening in the chemical industry, and that 
tends to put a heavier tax burden on their competitors to pay. their 
taxes for them in essence, of course. That is a little roundabout 


way, but that is what I mean, and it also keeps them from paying 
any taxes, and puts them in a much better competitive position to 
those companies that are really trying to operate legitimately, and 
pay their share of taxes, and | hope this committee can see some 


way or other to do something to these cooperatives because they are 
getting wider and wider spread every year. You gentlemen probably 


know more about that than I do, much more; but I know it would 
certainly be a blow to a little business like mine if a coopé 
chemical company should start up down the street and not have to 
pay any income taxes, city. county, State, or Federal. It would 
certain'y be a blow, sir, and I can see what is happening. 

Now, gentlemen, as a last resort to the tax situation, | would like 
to propose a general manufacturers’ excise tax. I heard the presenta- 
tion of the first gentleman this morning, and I had this written out 
before | came in here. 1 did not even know what they were going to 
propose, but that is my last proposal, to take up the slack in the 
revenue that might be lost should the excess-profits tax be either 
repealed in whole or the increased new provisions not be added on. 

[ certainly appreciate you gentlemen listening to me and giving me 
the time, a small individual operator. 

The CHairMAN. We are very glad to have you. 

Mr. Wirricnen. Thank you for permitting me to come up here. 

The CHatrMAN. Because yours is the probl m of this country, by 
and large. It is not the few big people everywhere; it is the multitude 
of small people. 

Are there any questions, Senators? Senator Taft, any questions? 
Senator Kerr? 

Thank vou very much for appearing. 

Mr. Wirricnen. Thank vou, sir. 

The Cuarrman. Mr. Walinsky? You may be seated, if you prefer. 
Please identify yourself for the record. 


aL1Ve 
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STATEMENT OF LOUIS J. WALINSKY, AMERICANS FOR 
DEMOCRATIC ACTION, WASHINGTON, D. C. 


Mr. Watinsky. My name is Louis J. Walinsky. I am an economist 
engaged in practice here in town with Robert R. Nathan Associates. 

The CHarrMan. Who? 

Mr. Watinsky. Robert R. Nathan Associates, consulting econo- 
mists, and I should like to thank you on behalf of the Americans for 
Democratic Action for this opportunity to present our views on the 
tax measure before you. 

I should like to state very briefly the philosophy upon which the 
domestic policies of the ADA—including its taxation policies—are 
based. ADA believes that we are engaged in a world-wide struggle 
with communism; that this struggle is basically a war between two 
ideologies, two ways of life; that we can win this struggle with world 
communism only by (1) building an invincible strength at home and 
throughout the free world, and (2) by continuously extending at home 
the democratic freedom and opportunity we are striving to create 
abroad. Our suecess in achieving freedom and more fr uitful living 
for all our own citizens will greatly influence other peoples to array 
themselves with the causes of democrac ‘y in the deepening struggle 
which engulfs the world. Our tax policies—how much money we raise, 
and how equitably the burden is distributed—play an important 
role in this world struggle. 

In approaching the problems of a new tax measure at this time 
ADA believes that we must keep clearly in mind the following major 
objectives: 

1. We must raise as much money as is required to pay for the added 
costs of defense. 

2. We must maintain a balanced budget and pay as we go 

Senator Kerr. Would you read a little louder? Would you mind? 

Mr. Watinsky. Not at all; 1 would be happy to. 

We must maintain a balanced budget and pay as we go, so that the 
soundness of our Government’s currency and credit are protected. 

We should, if possible, run a budgetary surplus, so as to minimize 
inflationary pressures in the period ahead. 

4. We must distribute the tax burden equitably among all groups in 
accordance with the principle of ability to pay, so that home-front 
morale may be strengthened, and our foreign policy objectives may be 
furthered. 

What are our additional revenue needs at the present time? The 
revised estimates presented by Secretary Snyder on June 28 indicate 
that we may expect some $58 billion in revenue from present taxes 
in fiscal year 1952. Expenditures are expected to be about $68 
billion, or $10 billion higher. The deficit we face would seem, there- 
fore, to be some $10 billion. 

Senator Kerr. That would be less than the surplus we went into 
the vear with. 

Mr. WaALINSKY. vou are referring, sir, to the surplus with which 
we ended fiscal year 1951, I believe the cash surplus was in excess of 
$7 billion, but the budgetary surplus was about three and a half 
billion. 

The CuHarrMaANn. 1952. He is referring to the surplus with which we 
entered 1952, last June 30. 

Mr. Wauinsky. That was my understanding. 
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The CHarrMan. You said 1951; 1952 fiscal. 

Mr. Wauinsky. I said with which we finished 1951. 

The CHarrMAN. Oh, finished. 

Mr. Wauinsky. And that would be entering fiscal year 1952 

The Cuarrman. Well, that would be three and a half billions there. 

Mr. Wauinsky. That is correct. 

The CHarrmMan. The Secretary’s estimate of expected income was 
only $58 billion; our staff estimates 60.9 or roughly 61 billion. 

Mr. Wauinsky. | am aware of that, Senator. 

The CHarrMan. Of course, that is a difference in estimate. 

Mr. Wa.rinsky. Yes. Actually, the next sentence in our state- 
ment recognizes that difference in the estimate, sir. 

The CHarrMan. Yes, all right. 

Mr. Wautnsky. The ADA realizes that revenues from existing 
taxes may prove to be somewhat higher than the $58 billion estimated 
by the Treasury. We realize, too, that expenditures may not reach 
$68 billion even if the Congress approves. On the other hand, a 
deterioration of the international situation, or a further increase in 
domestic pric e levels, might increase Federal expenditures to levels 
above the Treasury’s estimate. Equally important, in our view, is 
the desirability of raising even more revenue than we may spend, in 
order to reduce inflationary pressures and to reduce the Federal debt. 
We therefore urge your committee to aim at increasing Federal tax 
revenues by at least $10 billion at this time, even though, in your 
opinion, this amount may not be needed in full to balance the Federal 
budget. 

The question of the timing of a new tax measure goes hand in 
hand with the question of the amount to be raised. As Secretary 
Snyder pointed out in his recent testimony, the early passage of new 
tax legislation is particular important, because much of the additional 
revenue it is proposed to raise cannot be obtained on a retroactive 
basis. Only corporate tax increases can and should be made retro- 
active to January 1. The ADA urges that the earliest possible target 
date for the completion of this legislation be set and that all increases 
other than those in corporate taxes go into effect by September 1 
at the latest. 

With respect to the specific measure before you—H. R. 4473—we 
believe that the House committee has made considerable progress 
toward preparing the kind of tax measure we need. The ADA 
believes, however, that the bill needs further improvement. In 
broad, the major changes we urge your committee to make in the 
House bill are: 

1. As we have just said, to increase the total revenue to be raised 
from some $7 billion to at least $10 billion, on annual basis. 

To eliminate the many loopholes which exist throughout our 
tax structure—in corporate, in individual income and in estate and 
gift’ taxes—which the House measure in our opinion makes no real 
attempt to tackle, and which must be eliminated in the interest of 
both equity and substantially increased revenue. 

To increase the revenue to be obtained from corporate income 
ond excess profits taxes. 

To deemphasize excise taxes in this tax measure. 

Senator Kerr. What do you mean by that? I guess you explain 
that. 

Mr. Wauinsky. Yes. It is actually to play down excise taxes at 
this time. 
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Senator Kerr. What you mean is to reduce the amount of excise 
taxes provided in here? 

Mr. Wauinsky. No. We are saying that in our opinion we would 
not like to see any attempt made to obtain substantial increases in 
revenue from excise taxes at this time. 

Senator Kerr. You think the House bill did that? 

Mr. Wautnsky. Well, the amount would seem substantial to 
some. It is not—the proposal of the House is not for a very sub- 
stantial increase proportionate to income and corporate taxes. 

Senator Kerr. Then, | take it, that you either are not very serious 
about No. 4 or that you could not mean anything other than to 
reduce the amount provided to be collected even under the House 
provisions. 

Mr. Wauinsky. May I answer in this way, Senator, if the first 
three recommendations we are urging were to be followed, we would 
say that there would be no need to increase excise taxes at this time. 

I shall briefly go into these points. 

We have already mentioned the possibility of expenditures larger 
than those presently contemplated in fiscal 1952, and the desirability 
of a Federal surplus, if possible, in the coming fiscal year. In this 
connection, let us keep in mind that a balanced Federal budget is no 
assurance or guaranty against inflation. We had inflation during 
1948 and again during the last year, in spite of Federal surpluses. A 
budgetary surplus, however, can help counteract inflationary forces 
in other sectors of the economy. 

Another reason for raising the maximum additional revenue possible 
at this time lie 's in the outlook for fiscal vear 1953 expenditures in 
fiscal vear 1953 may be larger than we shall be able to finance on a 
pav-as-we-go basis. This provides added reason in our opinion for 
holding the Federal debt at its current level, or reducing it during the 
coming r fiscal year. 

The higher tax rates become, and the greater the burden on the 
tax-paying public, the more intolerable become the inequities incor- 


5: 
} 


porated within the existing tax structure. This is equally true 
whether the inequity exists In - corporate tax structure, in the 
individual income-tax structure, or in the structure of any other tax. 


We cannot expect a business or liven taxpayer to accept higher 
taxes without resentment when he knows there are business firms or 
individuals who are unduly favored by special privileges in the law 
It just isn’t fair to impose higher rates on some, when those highe1 
rates are due in large part to the special privileges enjoyed by others. 
If these special and unwarranted privileges were eliminated, we could 
raise a great deal more money and reduce much of the resentment 
created by higher tax rates. Americans are willing to pay higher 
taxes if they are necessary, and*if they are fairly distributed. 

The CuatrmMan. Would vour organization favor requiring consumer 
cooperatives to pay on their dividends, not paid out in cash, or other 
cooperatives to pay upon undistributed earnings and profits? 

Mr. Warinsky. I cannot speak for the organization, Mr. Chairman, 
on that, because it has never taken a position on that question. I can 
answer for myself, and I can guess at what the position of the organ- 
ization would be. 

The CHairnmMan. Yes, sir. 

Mr. Watrnsky. I think the ADA would be sympathetic to the 
tax exemption of cooperatives which are not profit-making organiza- 
tions. I do realize, however, that with cooperatives 
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Senator Kerr. Did you understand the chairman to say that his 
question was addressed to the taxing of undistributed profits? 

Mr. Wauinsky. No; | did not. 

The CuHarrMan. Profits or earnings; strictly with respect to undis- 
tributed earnings not paid out in cash by a consumer cooperative or 
others. 

Senator Kerr. To the extent that they had undistributed profits 
it would be a profitable operation, would it not? 

The CHAIRMAN. Yes. 

Mr. Wauinsky. I would say to the extent that the undistributed 
profits were in excess of that required to provide for normal growth, 
I think the answer to your question would be, “Yes,” that such earnings 
should be taxed, because obviously they would be something further 
than w as conte mplated by the very purpose of the organization. 

The Cuarrman. Why would you qualify it by other than the profits 
or earnings required by normal growth? We do not allow other 
corporations that privilege. They must pay taxes on all their earn- 
ings and profits, and if they cheat too much, in the opinion of the 
Treasury, they are likely to suffer a special penalty tax 

Mr. \\ ALINSKY. Well, | was in the process of oe before. Mer 
Chairman, that I recognize were cooperatives to grow so far beyond 
their present state of development as to play a really significant role 
in the economy, the policy question involved would become much 
more difficult than it is at the present time because of the tax 
distribution. 

The Cuarrman. My question did not relate to taxing earnings and 
profits, except the ¢ arnings and profits that are actually undistributed. 

Mr. Wauinsky. Well, we do think of consumer cooperatives, | 
think, in somewhat the same wav we do of other tax-exempt organ- 
izations. We do not tax the income of Yale University to an extent 
that will prohibit it from growing. 

Senator Kerr. We tax their business activities that are unrelated 
to Yale University’s 

Mr. Wantnsky. Yes; I understand that 

Senator Kerr (continuing). Unrelated to the scholastic operation 
of the school. 

Wauinsky. Yes 

Well, Mr. Chairman, may I say that I am not especially well 
versed on the ground into which you have now taken me, and in 
view of the fact that our organization does not have a stand on that 
question, I would appreciate it if you could leave me in the morass 
in whic h you have already placed me. 

The CuarrmMan. Thatisall right. I thought maybe you had taken 

position on it. 

Mr. Waurtnskxy. No, sir; we have not. 

I would like to say that we do not believe the problem raised is 
comparable in importance from a tax point of view with some of 
the others that we have spoken to specifically in this statement 

The Crarrman. I do not know what other loopholes you have in 
mind among the competitive advantage of the cooperatiy es | think 
you will find, if you will examine it, that they do present a very larg 
problem on their actually undistributed profits. 

Mr. Wauinsky. I understand. 

The Cuarrman. It is true those profits belong to their members, 
but after all, it isa corporation. It is in a corporate form, and it has 
the advantages of a corporate entity. 











420 REVENUE ACT OF 1951 


Mr. Wauinsky. I shall try to learn a little more about that problem. 

The CHarrMan. All right, sir. 

Senator Kerr. I think the chairman was impressed, as I was, by 
your reference to the fact that certain adjustments in the tax rate, 
and certain applications of it, might reduce much of the resentment 
created by higher taxes. It is entirely possible that he was thinking 
about competitive corporations who saw others operating on the 
same basis and in a competitive field, tax-exempt, when they were not. 

Mr. Wauinsxy. I can understand that. 

The Cuarrman. | can understand, and I have never questioned 
these social and economic benefits that come from a truly organized 
and operated cooperative. But I am referring only to their earnings 
and profits, because they do become enormous in many organizations, 
and in many of the so-called cooperatives they do ‘certainly pinch 
their competitors, and especially if you have a corporate tax rate 
going up to 52 percent, as the House is proposing, plus the excess 
profits tax. 

Mr. Wauinsky. Yes. May I continue? 

The CHAIRMAN. Yes; you may. 

Mr. Watinsky. Your committee is familiar, I am sure, with the 
specific areas of special tax privilege, commonly called loopholes. 
There is the loophole of the community property and split income 
privilege in the individual income tax. This postwar created tax 
advantage constitutes a gross inequity to persons with annual incomes 
below $5,000 and favors especially those with incomes over $10,000. 
The revenue lost due to this provision alone approaches in magnitude 
the $2.9 billion which the House measure proposes to obtain by 
increases in the individual income tax rates. 

It is obvious that. the House committee recognized the inequity of 
the split-income provision for married couples, because it provided 
that single individuals who are heads of households should be granted 
one-half the benefit of " ‘h provisions. Instead of closing this loop- 
hole, it recommended it be widened. The way to treat inequities, in 
our view, is to eliminate them, not to extend them. 

Other glaring loopholes in the existing tax structure are to be found 
in capite al gains taxes; depletion allowances; estate and gift taxes; 
undeclared dividends, interest, and royalties; income from tax-exe mpt 
state and local securities; stock options, et cetera. It has been esti- 
mated that the complete elimination of all the loopholes in the exist- 
ing tax structure could raise close to $5 billion. This is about 70 per- 
cent of the total additional revenues proposed by the House measure. 

The House measure would make some progress toward closing 
loopholes in capital gains and in dividends, interest and royalty in- 
comes. It would go backward with respect to split income and de- 
pletion allowances. Some loopholes it would not touch at all. 

Senator Mitiikiy. Prior to the time we went into split income, I 
think there were then 13 or 14 States that already had split incomes 
under the State set-ups, and a wild rush of other States to get into the 
same thing occurred. There was an existing inequity, you could 
argue, between those States, which had split income and the other 
States which did not, and the States were overcoming that inequity 
by joining the parade. 

Mr. Wauinsky. I recognize your point, Senator. I am not sure 
that the number of States involved was 13. I seem to recall that it 
was 7 or 8. 
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Senator MiLurKkin. Oh, no, it was 13. 

The CHarrMan. It was up to 14. 

Senator MinLuikin. I was just going to say it was about to become 
16 or 15 under local situations that would have matured had we not 
gone into split incomes. 

The CuairMan. It actually reached 14 while we had the bill under 
consideration, is my recollection. 

Mr. Wauinsky. I know that some question of constitutional law 
was raised with respect to this question, and I understand that the 
best judgment is that there is no such real question of law, and that it 
is perfectly within the competence of the Congress to ignore or to 
eliminate the split-income privilege, if it so desires. 

Senator Mitirkin. Well, you have got grave questions. They go 
beyond 

The CuarrMan. You mean in the community property States 
You do not mean that, surely. In the community property States 
it is within the competency of the Congress to ignore them and tax 
them as if they were not community property States 

Mr. Wauinsky. It was my understanding that that is within the 
competence of the Congress, sir. 

The CuarrMan. Well, vour understanding, I am afraid, is not 
right in that regard. 

Senator Kerr. Is the witness a lawyer? 

Mr. Wauinsky. No, sir. [I am not speaking of personal convic- 
tions. 

The CuarrmMan. There might be some lawyers who take that view, 
but the courts and the States do not share it. We found ourselves 
powerless here to do anything about it anyhow. 

Senator Miiurkin. You are just talking theory. I was at that 
time the chairman of this committee, and we tried to—I will not 
say we tried to hold it off, but there was no hurry in getting into it 
prior to most careful consideration. But the demand in both Houses 
was overwhelming for it, and if there was any difficulty in getting it 
into the law, you would find 10 times the difficulty in getting it out. 
You just cannot get it out, that is my advice on the subjer t. 

sut in addition to that the constitutional question, | think is a very 
grave one if we do not allow it in the community property States, and 
they base themselves upon a legal division of the income 

Mr. Wautnsky. Yes. 

Senator MILLIKIN (continuing). Whether earned by either of the 
spouses. ‘To say that vou should not recognize split income in those 
States, would raise a very gross and obvious question of discrimina- 
tion. But I rest myself now on the proposition that vou could not 
get it out of the law if you tried to do so. 

Mr. WaLINsky. Well, with respect to that particular point, sir, | 
can only answer that we are urging what we think ought to be done 
irrespective of what the feasibility may be politically. 

Senator Kerr. arene tive of whether or not it could be done? 

Mr. Wauinsky. No, si 

Senator Kerr. What a does “feasibility”? mean? 

Mr. Wauinsxy. The political feasibility in this instance, I meant, 
because that, I think, was the point mentioned by Senator Millikin 

sut with respect to the law, I can only repeat, | understand that 
the legal opinion is divided on the question, at least, and that there 
are some very good legal opinions to the effect that it is within the 
competence of the Congress. 
86141—51—pt. 2—-7 











492 REVENUE ACT OF 1951 


Senator MrLuIkIn. Supposing it were—I am pointing out to you 
that you would be compounding inequities, if that would be true, 
because you would not be recognizing the legal division of income 
that appertains in the 13 or 14 States that had split income prior to 
the time we enacted the national law. 

But, passing that, I respectfully submit you are on your own home 
grounds now, and perhaps I should not make any suggestions to you, 
but ADA concerns itself with political feasibility. 

Mr. Waurnsxy. Yes; and it does its best, I think, and it is happy 
with whatever successes it is able to achieve. 

Senator Tarr. What is the membership? 

Mr. Wauinsky. The membership, sir, I think is about 35,000, 
exclusive of the membership of the student. affiliate. There is a 
Students for Democratic Action in many of the schools. 

Senator Tarr. Would you file with this statement the officers of 


the association? 


Mr. Watrnsky. Would you like us to file it? We would be happy to. 
Senator Tarr. Yes; file it if you will. 


Mr. WALINSKY. Yes. 


(The information referred to is as follows:) 


OFFICERS OF AMERICANS FOR Democratic ACTION 


National chairman: Francis Biddle 

National executive secretary: James 
Loeb, Jr. 

Chairman, executive committee: Joseph 
L. Rauh, Jr. 

Vice chairmen: 

A. J. Hayes 

Hubert H. Humphrey 

W. P. Kennedy 

Herbert H. Lehman 

Murray D. Lincoln 

Reinhold Niebuhr 

Walter P. Reuther 

Franklin D. Roosevelt, Jr. 

Arthur M. Schlesinger, Jr. 
Treasurer: Marvin Rosenberg 
Secretary, national board: Frank W. 

MeCulloch 

Assistant executive secretary: John F. 
P. Tucker 

Director, research and education: David 
C. Williams 

Political secretary: Violet M. Gunther 

Legislative representative: John J. 
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The CHarrman. I do not care to belabor the point. I think 
Senator Millikin has correctly stated it is not only politically difficult 
but it is politically impossible to take out this split-income provision, 
because in 1943, if you will review the history of taxation before this 
committee, you will find that we tried to reach the income in the 
so-called community property States, and we got nowhere with it. 
We were compelled to abandon it on the floor. 

Senator MILuikin. It provoked one of the great filibusters. 

The CHarrMan. It threatened to tie up a whole tax bill for a whole 
season; so we just had to eliminate it. We get around it by putting 
all the taxpayers and all the States on the same basis for tax purposes, 
and maybe there could be objections raised to that, but that was the 
only feasible way that we could find to do it. 

Mr. Wautnsky. May I make one point which arises out of the com- 
ment you made, Senator Millikin? I appreciate the apparent 
inequity as between the residents of community income and property 
States, were they to remain so, and the other States. 

On the other hand, here is a situation where some 34,000,000 tax- 
payers are in an income level which can gain no advantage from the 
split-income provision, and something less than 2,000,000—I think 
a million and three-quarters income receivers—who get relatively the 
largest benefit in the income bracket above $10,000. 

Senator Miturkin. Yes. But let me remind you also that in the 
last distribution of a downward scale of taxes that we had anything 
to do with, the lower income tax brackets, which have the largest 
percentage of national income, had larger benefits than the percentage 
of national income would call for, if you put it on that basis, so you 
cannot play it both ways. 

Mr. Wauinsky. There were advantages, I recognize. 

The CuarrMan. And the States may not be too numerous at this 
time. 

Senator MiturKk1n. We took over 7,000,000 taxpayers off the rolls. 
You advocate putting them back on? 

Mr. Wauinsky. I think your action at that time in that respect 
was very well warranted. 

Senator Minturkin. And, as I say, the whole proposed scale of 
benefits was larger to the group that you are talking about than their 
economic contribution in terms of dollars of taxable income warranted. 

The CuarrmMan. I merely want to call your attention to this fact, 
and I know it because it was confirmed and brought home to me 
repeatedly, that many of the taxpayers in the so-calle d higher brackets 
are paying more taxes because of the split-income provision than they 
would otherwise pay; and that is the case wherever the wife and the 
husband have some separate property, and the income is reasonably 
large, and by splitting it they are both put up into the high bracket. 
Under this House bill, when they will go into the higher bracket: 
when they reach $79,000—why, there will be many, many more of 
those extremely high bracket payers who do not think that we did 
them any good by splitting the income. 

Mr. Wauinsky. Well, Mr. Chairman, I was looking at a compila- 
tion or a comparison of the effective tax rates paid at various income 
levels by single persons and married persons, for example, during the 
last war, in 1944, and the rates proposed now. 

The CuarrMan. When you come to single persons, you have quite 
a problem there, that is a point. 
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Mr. Wauinsky. There is another comparison. I know we can 
never achieve perfect equity; that is too 

The CuarrMan. No, sir; that is quite impossible. 

Mr. Wautnsky (continuing). Far-fetched. 

The CHarrMan. It is quite impossible, but I agree with you in the 
case of single persons we must find some way to equalize the tax 
advantage. 

Now, it is quite true that if we are on incomes of less than $5,000, 
it does not ordinarily, at least, make any difference whether the income 
is split or not. It does not give any advantage, I mean. 

Mr. Waurinsky. That is correct. 

The CuarrMan. That is correct. 

All right, vou may proceed. 

Mr. Watinsxy. The ADA urges your committee to tackle the entire 
field of special privileges and tax loopholes, and to eliminate them 
wherever they exist. This will restore equity throughout the tax 
structure, recapture revenue which rightly belongs to the Govern- 
ment, and prepare the ground for increased tax rates to the extent 
necessary. 

3. Increase corporate income and excess profits taxes: 

The House measure, the ADA believes, has improved somewhat on 
the Treasury’s recommendations of last February with respect to 
corporate taxes by providing for both a flat rate increase and for an 
increase in excess er taxes by reducing the excess profits credit 
from 85 percent to 75 percent of the average profits earned in the 
best 3 years of the 1946 i period. It is weaker, however, in that 
it seeks less revenue. We believe the additional revenues to be raised 
from corporations should be more substantial. 

Corporate profits are today at an annual rate of $50 billion —more 
than double the wartime peak, and about 50 percent higher than they 
were in the first half of 1950, pre-Korea. On an after taxes basis, at 
an annual rate of $24 billion, they are almost 2! times the wartime 
peak, and about one-third larger than they were during the first half 
of 1950, before — If we wish to take the excess profit out of the 
national emergency, we should hold corporate profits to the pre- 
Korean level. W ith this objective, we should seek to raise consider- 
ably more in corporate profits taxes than the $2.8 billion proposed in 
the House measure. We can do this by raising the flat rate increase 
from 5 percent to 6 or 7 percent, by keeping the excess profits tax 
credit at 75 percent of the base ‘period, by making the average of 
1946-49 the base period, and by eliminating some of the loopholes in 
the excess profits tax law. 

A number of protests have been raised concerning the recent and 
contemplated increase in corporate taxation. There can be no ques- 
tion, however, that these increases are justified. Even after the im- 
position of the increases now proposed, our corporations will be earning 
exceedingly handsome returns; and they will have left ample funds for 
the payment of rich dividends, for incentive, and for expansion 
purposes. 

Senator Kerr. How many corpors ations do you run, Mr. Witness? 

Mr. Wauinsxy. I beg pardon, sir? 

Senator Kerr. How many corporations have you run, Mr. Witness? 

Mr. Wautnsky. None at all, except that the firm which employs 
me is incorporated. 


Sen 
ampl 
expan 
exper 
incen 

Mr 

Ser 

Mr 

At 
have 
regare 

Ser 
I am 
correc 

Mr 
posal 
perio 
norm: 
profit 
sultec 
the | 
extras 
up Wi 
porat 
perio 
Wea 
emer 
again 

Th 
Com! 
is that 
and fil 
* K 

Th 
large 
passil 
woule 
their 
lectio 
trust 
vent | 
publi 

Co 
Unles 
at th 
their 
tions 

Ser 
it ar 

Mi 

Sel 
taxpa 

Mr 


labor 





REVENUE ACT OF 1951 425 


Senator Kerr. Well, you speak about the fact that there would be 
ample funds for the payment of rich dividends, for incentive, and for 
expansion purposes. I just wanted the record to show how much 
experience you had had in expanding corporations and responding to 
incentive, and in payment of rich dividends. 

Mr. Wauinsky. No actual experience on that score, sir. 

Senator Kerr. On either item? 

Mr. Wauinsky. That is correct. 

At the same time, I would like to suggest that is is not necessary to 
have that operating experience to arrive at some judgments in that 
regard. 

Senator KERR. It is not necessary to arrive at some conclusion, but 
1 am of the opinion that it would not hurt any to help arrive at a 
correct conclusion. [Laughter.] 

Mr. Wauinsky. There has been particular protest against the pro- 
posal to reduce the excess profits tax credit to only 75 percent of base- 
period profits. This, it is alleged, means that 25 percent of so-called 
normal profits are to be taxed at excess profits rates. As we see it, 
profits during the 1946-49 base period were not normal. They re- 
sulted from the pent-up buying power and demand accumulated during 
the last war, when many consumers goods were not available, and 
extraordinary consumer savings resulted. The release of this pent- 
up wartime demand, plus the unrestrained pricing policies of our cor- 
porations, resulted in huge and abnormal profits during the 1946-49 
period, far in excess of what would otherwise have been the case. 
We are perfectly justified, therefore, in allowing, during this period of 
emergency, a credit of only 75 percent of these base period profits 
against excess profits rates. 

The statement of the minority of the House Ways and Means 
Committee declares that one result of higher corporate tax rates 
is that a substantial part of the increased taxes is inevitably passed or 


and file of consumers through higher prices. This has historically 
* * * It will be the case again. 


to the rank 


been the case. 


The ADA agrees that corporations in the past have succeeded to a 
large degree in escaping from the income taxes imposed upon them by 
passing them on in higher prices. To the extent that this is true, it 
would indicate that the corporations have till now escaped from paying 
their legitimate tax burden, and have acted instead merely as a col- 
lection agency to enforce payment of their taxes by consumers. We 
trust that firm price controls, during this emergency period, will pre- 
vent the corporations from passing these new taxes on to the consuming 
public. 

Corporations must be required to pay the new taxes proposed. 
Unless they do, individual taxpayers all over the country will rebel 
at the injustice of being required to pay higher taxes, and cut into 
their modest or even inadequate modes of living, while the corpora- 
tions continue to profit by the emergency. 

Senator Kerr. Is this statement on your part a suggestion or is 
it a reflection and opinion? 

Mr. Wautsky. We are offering our opinion, sir. 

Senator Kerr. On what do you base the opinion that indivduial 
taxpayers all over the country will rebel? 

Mr. Wattnsxy. Well, we happen to be rather close to organized 
labor, the organized labor movement, and I think we are familiar 
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with their views and feelings on this, as in similar questions, and they 
certainly represent taxpayers all over the country, and I think they 
certainly feel this way. 

Senator Kerr. Are you speaking for them 

Mr. Wautnsxy. No; but we are describing what we think is their 
attitude, and what we know to be their expressed attitude. 

Senator Kerr. In other words, then, your statement about in- 
dividual taxpayers all over the country rebelling is based on what 
you know of the opinion and contemplated action of the labor unions? 

Mr. Watinsky. In large part, and a certain amount of it, sir, is 
assumption. Insofar as it could not be supported or substantiated 
factually, it is interpretation. 

Senator Kerr. Then it is speculation? 

Mr. Wauinsky. I think I must concede that. 

Senator Kerr. All right. 

Mr. Wattnsky. The ADA believes the House measure is a distinct 
improvement over the Treasury recommendation. The Treasury 
requested a flat increase of 4 percent at each and every level of taxable 
income. The House measure is more progressive, and more in accord 
with the principle of equality of sacrifice. It proposes a special 
“defense tax,’’ in the form of a flat increase of 12% percent in existing 
tax rates at all income levels, thereby 1 requiring larger percentage 
increases for the larger incomes. We urge your committee to concur 
in the House committee recommendation, with one qualification, 
namely, that the first $1,000 of taxable income be exempted from the 
special defense tax. 

Senator Kerr. Do you know how much that would reduce the 
amount of revenue collected under it? 

Mr. Wautnsky. I do-not have an exact estimate of that, Senator, 
but I think it would be fairly substantial. 

Senator Kerr. Do you have any figure that is based upon a 
calculation that you have made? 

Mr. Waurnsky. Yes; a number of them, sir. 

Senator Kerr. Would you tell me what it is? 

Mr. Wautnsky. Which, let me make sure I understand, of the 
statements or figures cited here are based on calculations, for ex- 
ample—— 

Senator Kerr. No; you said: 

We urge your committee to concur in the House committee recommendation 
with one qualification, namely, that the first $1,000 of taxable income be exempted 
from the special defense tax. 

Mr. Wauinsky. Yes. 

Senator Kerr. Have you made an estimate as to what that quali- 
fication would change the amount of 

Mr. Wauinsky. No, sir. 

Senator Kerr (continuing). Revenue received under the bill? 

Mr. Wauinsky. No, sir. I thought I said a moment ago I did not 
have such an estimate. I think it would be sizable. 

Senator MILuiKIn. Yes. 

Senator Kerr. Your opinion there is a conclusion based on general 
reasoning and not upon the application of any specific known fact? 

Mr. Wattnsky. No; it is based on some familiarity with the 
distribution of income receipts and the numbers of people in the 
individual income categories, and so on. 
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As a matter of fact, I should have liked to prepare an estimate of 
this. 

Senator Kerr. It will not be necessary. We will have that 
prepared if we get to the point of considering the action. The thing 
I was wondering about is whether or not you had made such a 
calculation. 

Mr. Watinsky. No; I had not. 

Senator Kerr. All right. 

Senator Mriurkin. $100 of general exemption, Senator Kerr, is a 


‘loss of two billions of taxes. Since this is only applied to the special 


defense tax, I cannot quite relate the two, but it would be terrific. 

Senator Kerr. I thought it would. 

Senator MILiiKkin. Yes. 

Mr. Wauinsky. The ADA, in principle, is opposed to a broadening 
system of excise taxes. Excise taxes, by their very nature, tend to be 
regressive, falling more severely on persons of lower incomes. 

Senator Kerr. What does ‘regressive’ mean, Mr. Witness? 

Mr. Watinsky. It means exactly what is said in the following 
clause, sir, where the incidence of a tax is higher on the lower income, 
and relatively lower on the higher income; that is called regressive as 
against progressive, which has the opposite tendency. 

Senator Kerr. Do we have a dictionary there? 

Senator Tarr. It is progressive to tax the rich. That is the answer. 

Senator Kerr. Either the witness or I, one, do not know what 
“‘regressive’’ is. 

Senator MiLirkin. Well, the customary definition of it is where you 
put the burden on production, is it not? 

Mr. Wattnsky. No; I don’t think so, sir, necessarily. 

Senator Mriuikin. Well, I do not say necessarily; I said the 
customary meaning. A regressive tax is regressive if it puts the 
burden on production. If you had a sales tax, it is considered 
regressive tax and applies directly and immediately to increase the 
cost of goods. 

The CuarrMan. All right, Senator Kerr. 

Senator Kerr. Here is a definition: 

Return of the libido to earlier stages of development or to infantile objects 
of attachment. [Laughter.] 

(Discussion off the record.) 

The CuarrMan. All right, go ahead; you may proceed. 

Mr. Wauinsky. We disapprove, too, of the tendency to use excise 
taxes during a period of emergency, to curtail the use of scarce ma- 
terials, facilities, and manpower. Direct production and materials 
controls are more suited to achieve these objectives, and higher prices 
are not the fairest way to ration scarce consumer items. 

If all other sources of revenue were exhausted, and excise taxes 
were the only remaining source of additional needed revenue, the 
ADA would support excise taxes, provided they Were limited to 
clearly nonessential or luxury items, and did not attempt to tax 
utility goods and lines necessary to maintain a decent standard of 
living. 

At the present time, however, we see no need to broaden the 
coverage or increase the rates on existing excise taxes. The elimina- 











428 REVENUE ACT OF 1951 


tion of loopholes throughout the existing tax structure and the higher 
corporate and individual income tax rates we have recommended, 
will more than meet our present revenue needs. 

Senator Mituikin. What Federal tax would you favor on incomes 
of less than $5,000? I mean, you have exempted the first $1,000 of 
taxable income for the purpose of this special defense tax. You do 
not want to widen the excise tax. What kind of a tax would you 
recommend? 

Mr. Watrinsky. Well, with respect to the individual income taxes, 
sir; we have said that we go along with the House committee measure, 
except that we would like to see the $1,000—the first $1,000, of taxable 
income exempted from that increase. 

The CuarrMan. In all brackets? 

Mr. WaLINsky. Sir? 

The CuarrMan. In all brackets? 

Mr. Wauinsky. For those who have the first $1,000. 

Senator Kerr. Everybody has that or some part of it, or they are 
not on the rolls. 

Mr. Wauinsky. I see what you mean. That point had not 
occurred. 

The CuarrmMan. Yes. I think you would find that you would lose 
far more revenue than the House bill would bring in, so far as indi- 
viduals are concerned. 

Mr. Wauinsky. Does that mean that first $1,000 would have to be 
carried through every income group? 

The CHarrMAN. Yes. 

Mr. Wauinsky. Well, I do not think we would want to urge that. 

Senator Kerr. As | understand it, you just want to urge it for those 
that have no more than that? 

Mr. Waurnsky. That is right. 

Senator Minturkin. And you would not disturb the other taxes. 
That is an exemption that goes simply to this additional 12's percent 
tax. 

Mr. Wauinsky. Yes, sir; and I would like to answer your question 
with respect to specific amount, but that would vary, depending on 
whether the person is single or married, and how many exemptions 
he has. 

Senator Mitiikin. Have you gentlemen ever made a study of 
the tax burden, including the State and local burdens of the people in 
the lower income tax brackets? 

Mr. Wauinsky. No; I am afraid our organization does not have 
the means to support the research activities it would very much like 
to carry on. 

Senator Miturkin. Do you know anybody who has made a com- 
petent study in that field? 

Mr. Waurinsky. Off hand I cannot say, but I am sure there are 
such studies. + 

The Cuarrman. Any further questions? If not, Mr. Walinsky, 
we thank vou, sir, for your appearance. 

Mr. Wauinsxy. Thank you, Mr. Chairman and members of the 
committee. 

(The following letter was subsequently supplied for the record: ) 
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Ropert R. NatHan Associates, INc., 
Washington 5, D. C., July 9, 1951. 
Hon. Watrer F. Grorae, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


DEAR SENATOR GEORGE: May I submit for the record, on behalf of Americans 
for Democratic Action, the following information to supplement the testimony | 
was privileged to present before the Senate Finance Committee on July 5? In 
each ease the information offered bears on a point raised by the committee during 
the course of my testimony. 

1. With respect to the ADA recommendation that split-income privileges be 
eliminated, question was raised concerning the authority of Congress to eliminate 
this loophole in the tax structure, so far as community property States are con- 
cerned. In 1942, tax amendments were enacted by the Congress which in effect 
set aside the provisions of community-property laws, in those States having such 
benefits, with respect to estate and gift taxes. The Supreme Court of the United 
States has upheld the validity of these 1942 amendments. Would not the 
Supreme Court ruling apply as well to amendments bearing on the split-income 
question? In any ease, we submit that unwarranted tax benefits due to the 
split-income provision can be eliminated, if Congress so desires, by establishing 
a special rate schedule for married couples which would compensate for the split- 
income provision. 

2. Question was raised concerning my statement that, even after the imposi- 
tion of the higher corporate tax rates proposed, our corporations will still be 
earning exceedingly handsome returns, and that they will have left ample funds 
for the payment of rich dividends, for incentive, and for expansion purposes. 
On this question, the facts speak for themselves. 

According to the Securities and Exchange Commission, all manufacturing cor- 
porations earned the following average rates of return on their investment, before 
and after taxes, in the last 3 years: 


[In percent] 


Before taxes After taxes 
1948 25.6 16.1 
1949 18.5 By. e 
1950 27.8 15.4 
1950 (fourth quarter) 5. 6 16. 4 


The tax increases proposed would cut the average rate of profit earned after taxes 
back to levels approaching those which prevailed in the first half of 1950, before 
Korea, when they averaged about 14 percent. They might be reduced to some 
12 percent. ITsubmit these are handsome returns. 

So far as dividends and funds for expansion are concerned, the following figures 
for all corporations are significant : 


Profits 


[In billions of dollars] 


Dividends Undivided 


Before taxes After taxes paid profits 
1939 6.5 5.0 , g 1.2 
1044 24.3 10.8 1.7 6.1 
1045 33.9 20.9 7 l 4 
1950 41.0 22.8 9.4 13. 5 


The increases proposed for fiscal year 1952 would apply against estimated 
corporate profits of $45 to $47 billion, and would leave some $18 to $20 billion after 
taxes for the payment of dividends and for expansion purposes. Certainly this 
compares most favorably with the historical record, particularly when we keep in 
mind that during the emergency period, corporate expansion essential to the de- 
fense effort is enjoving the benefit of accelerated amortization through the liberal 
certificate of necessity program. 

3. Question was raised concerning the tax loss which would result from our 
proposal that persons in the first $1,000 of taxable income bracket be exempted 
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from paying the 12'4 percent tax rate increase proposed by the House measure. 

This exemption, it is estimated, would result in a loss of about $400 to $500 mil- 
lion of the increased revenues proposed by the House in the individual income tax 
field. 

4. Question was raised as to the total tax burden comprised by Federal, State, 
and local taxation. 

Measured against the total value of all production—the gross national product 
—Federal, State, and local taxation combined, represented less than 14 percent 
of our total output in 1941. During 1944, at the peak of the war effort, this in- 
creased to almost 25 percent. In 1950 it was about 19 percent. The additional 
$10 billion of Federal taxation proposed for fiscal year 1952 would raise the com- 
bined tax “‘take’”’ to some 25 or 26 percent, depending on the level of gross national 
product achieved during the coming fiscal year. 

We submit that, with a much larger gross national product than we had in 1944, 
we can devote approximately the same share to taxes that we provided during 
1944 without undue hardship and without damage to the economy, provided the 
burden is equitably distributed. 

5. Finally, some question was raised concerning my use of the word “‘regressive”’ 
in describing the character of excise taxes. I quote therefore from a standard 
work in the field of public finance: 

“Some taxes, like those on property and sales at uniform rates, are regressive 
in their effects because they place relatively heavier burdens upon the poorer 
rather than the richer taxpayers’’ (Buehler, Public Finance, McGraw-Hill, p. 215). 

Permit me to thank you once again, on behalf of Americans for Democratic 
Action, for this opportunity to present our views. 

Sincerely yours, 
Louis J. WALINSKY. 

The CHarrman. Mr. Walter E. Barton? Mr. Barton, you may be 


seated, sir, if you wish, and identify yourself for the record. 
STATEMENT OF WALTER E. BARTON, ATTORNEY AT LAW 


Mr. Barton. Thank you, Mr. Chairman. 

My name is Walter E. Barton. Iam an attorney at law in Wash- 
ington, and I am appearing here on behalf of three comparatively 
small corporations, Plumbers Supply Corp. of Indianapolis, Plumbers 
Supply Corp. of Evansville, and the E. & 1. Realty Corp. of Indianapo- 
is. 

I would like to file about a seven- or eight-page statement, and just 
orally touch the high spots. 

The CHatRMAN. You may do so. 

Mr. Barron. If you will turn to page 2 of my statement, I think 
I can explain in short order what we are interested in. It is section 
461 of the Internal Revenue Code, which is written into the code by 
the Excess Profits Tax Act of 1950, which became effective last Janu- 
ary. 

It defines an acquiring corporation as a corporation which has 
acquired certain properties from other corporations, which we have 
omitted here, because we are interested in the definition of a sole pro- 
prietorship. 

Senator Kerr. Of what? 

Mr. Barron. Of a sole proprietorship. 

Senator Kerr. Yes. 

Mr. Barton. Now, (a) (1) (D) and (b) (5), and (f) on that page 
are the exact language of the Excess Profits Tax Act, which was en- 
acted in 1940, but these particular provisions were written in by the 
excess profits tax amendments of 1941. 

You will observe that a corporation is an acquiring corporation if it 
acquires substantially all the properties of a partnership—that is 
under (D), and (f) says that a sole proprietorship shall be deemed to 
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be a partnership under (a) (1) (D); that is where substantially all of 
the property is taken over by the corporation from a sole proprietor- 
ship. 

Now, (E) is an entirely new provision that was written into the 
Excess Profits Tax Act of 1950, and that provides that if a corporation 
takes over property, either from one or more corporations or from one 
or more partnerships, or from one or more corporations and one or 
more partnerships, then that corporation is an acquiring corporation, 

When that was written into the law, the definition of a sole proprie- 
torship was not expanded to cover that situation, and I am inclined to 
think it was a mere oversight, because there certainly is not any logical 
reason why a corporation taking over a part of the properties of a sole 
proprie torship should not be an acquiring corporation, if it is one when 
it takes over part of the properties of a partnership; and the thing we 
are interested in, if the committee thinks it is equitable, and we believe 
it is, is to bring a sole proprietorship into the law on the same basis 
as a partnership. 

Now, I have looked into the committee reports and in this state- 
ment I have quoted them, and there is nothing whatever in the reports 
or in the statements put out by the staff of the joint committee, which 
indicates why that definition of a sole proprietorship was not ex- 
panded to put it on the same parity with a partnership in this 1950 
law. 

Now, there is just as much reason, it seems to me, why it might not 
be possible or desirable for a corporation to take over substantially 
all the properties of a sole proprietorship any more than to take over 
substantially all of the properties of a sole proprietorship. 

What we propose is an amendment which we have set out on the 
last page, to include in 461(f), these additional sections or subsections 
which are underlined. 

In other words, as the law now stands, if a corporation takes over 
substantially all of the properties of a sole proprietorship, it is deemed 
to be a partnership. 

Senator Mriuikin. May I ask, have you had this matter up with 
Mr. Stan? 

Mr. Barton. Ihave not. Asa matter of fact, I had hoped to before 
I came here, but I got a notice hurriedly, and I did not have an op- 
portunity to. I spoke to him today, and I would like to see him a little 
later, and I hope that the Treasury and the joint committee may 
concur in this. 

I just cannot see any reason why it was not done or any reason 
why it should not now be done, because it is certainly equitable to 
put sole proprietorships into the same category as partnerships. 

Senator Kerr. Explain briefly again to me what your hope is if 
you are successful in getting this amendment. 

Mr. Barron. Well, Senator Kerr, the situation is that these cor- 
porations took over a part of the properties of a sole proprietorship, 
and I imagine there are others that did the same thing before the 
excess-profits law was passed, and I am not sure whether it can be 
yeryy that they took over substantially all to bring them under 
(a) (1) (D), which is the first paragraph which is referred to on page 2 

eee Kerr. Is it your position that the law now applies to a 
corporation which has acquired properties from a partnership, and 
properties from a corporation, and both, but does not apply where 
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the acquiring corporation makes the acquisition from a sole proprie- 
torship? 

Mr. Barron. Unless the corporation acquires substantially all the 
properties. You see, Senator Kerr- 

Senator Kerr. What you are saying, what you are suggesting, is 
an amendment that would make the law applicable to acquiring 
corporations which acquire either all or part of the acquisition 

Mr. Barron. Part of the properties. 

Senator Kerr. From a sole proprietorship. 

Mr. Barron. That is right. 

Senator Kerr. But on a percentagewise basis equal to that which 
it might have been either from a corporation or partnership, or both, 
if it had then been under the law. 

Mr. Barron. That is right. In other words, under the 1950 act 
they added this (E), a new provision, to permit a corporation to 
qualify as an acquiring corporation to take over part of the assets 
from a rh eye or a partnership, but they did not amend the 
definition of a sole proprietorship to give that same benefit in the 
case 

Senator Kerr. If it had said “properties either from one or more 
corporations or sole proprietorships or from one or more partner- 
ships, or all three’ 

Mr. Barron. It would have been all right then, but the way the 
law has handled the matter under the Second World War Act, they 
did not use the word “proprietorship” in any section up here. They 
merely defined it in (f) to refer back to it. 

Now, what we want 

Senator Kerr. If that is what vou mean, | understand it. 

Mr. Barron. That is right. 

Senator Kerr. I would like to second the suggestion of the Senator 
from Colorado that you discuss it with Mr. Stam. 

Mr. Barron. Yes, sir. 

The CHarrMan. I expect that the great difficulty will be to allocate 
the income from only a portion of the sole proprietorship’s ownership. 

If a partnership owns a hotel and then owns an oil well, and part 
of that property is taken over, you may be able to allocate the income 
from that particular property. But anyhow we will be glad to look 
mto it. 

Mr. Barton. Well, Senator George 

The CuairmMan. You raise a very serious question, however, and 
one which this committee has to discuss, and that is how far we are 
going into the excess-profits tax. If we go into it, we may get a 
heliday much later in the vear than we expect. 

Senator Kerr. Than we hope. 

The CuarrmMan. And the Treasury said to us, the Secretary of the 
Treasury, that they were not yet ready to make any recommendations 
about relief provisions in the Excess Profits Tax Act, and would not 
be until they had a chance to study the returns, the first returns 

Mr. Barton. Yes, sir. 

The CyarrMaAN (continuing). And analyze them and see just what 
recommendations they would have. 

If there was any way for us to keep out of the excess-profits tax, 
we would keep out of a tremendous lot of work and a long delay here 
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for the committee, because there are many, many taxpayers who 
think they have found trouble with the excess-profits tax. 

Mr. Barron. Yes; I have not any doubt, Senator George. 

The Cuarrman. And perhaps they have, just as you have. 

Mr. Barron. I would like to, if I may, take a moment 

The CHairMAN. Yes, sir. 

Mr. Barton (continuing). To answer your suggestion that pe —_ 
it might be, did I understand you to say, more difficult to allocate 
the case of a sole proprietorship than a partnership. 

The Cuairman. I thought, perhaps, the matter of allocation there 
of income, properties taken over 

Mr. Barron. Well, it does not seem to me that it would be any 
more difficult where one man owns a business and where two or three 
in a partnership own it. 

The CuarrmMan. Maybe it would not. 

Mr. Barron. And in any event 

The CuarrmMan. At any rate it would require some real investiga- 
tion, I think. 

Mr. Barron. Some real what? 

The CuarrmMan. We would have to take a real look at the thing. 

Mr. Barron. Yes; that is right. 

The CuarrMan. Yes. 

Mr. Barron. And in further reference to that, in the law it already 
provides that if substantially all the property is taken over, why, it 
provides to a sole proprietorship 

The CuHarrMan. I understand that. 

Mr. Barron. So it seems to me it would be easier, if anything, Lo 
determine what is a part of the properites of a sole proprietorship 
than it would be to determine what is substanti: alls all, because that 
is already in the law, because the courts have gone into that question 
a lot as to what constitutes substantially all. 

The CHarrmMan. Yes. It is a question of determining what part 
of the income is attributable to a portion of the property taken over. 

Anyhow, Mr. Stam would be glad to go over it with you, and would 
be very glad to give it consideration, assuming that we will have to go 
into this whole matter of the excess-profits tax at this session. The 
House having dealt with this matter and raised the tax by lowering the 
exemption, why, of course, it presents us with a pretty serious problem. 

Any further questions of Mr. Barton? 

Mr. Barron. | wish to thank you, sir. 

The Cuarrman. Thank you for your appearance. 

Mr. Barron. Thank you, sir. 

(The prepared statement of Mr. Barton is as follows:) 


STATEMENT BY WALTER E. Barton, ATTORNEY AT Law, WasHiInaton, D. C. 


This statement Is being made on behalf of the Plumbers Supply Corp., of 
Indianapolis, the Plumbers Supply Corp., of Evansville, and the E. & I. Realty 
Corp., of Indianapolis. 

We are interested in having section 461 (f) of the Internal Revenue Code 
amended so that a corporation acquiring less than substantially all of the prop- 
erties of a sole proprietorship shall be deemed to be an “‘acquiring corporation’”’ 
under section 461 (a) (1) in the same manner that a corporation acquiring less 
than substantially all of the properties of a partnership is now deemed to be an 
“acquiring corporation’? under section 461 (a) (1). In other words, we are 
interested in an amendment which will place sole proprietorships and partnerships 
in the same category under section 461 (a) (1) insofar as acquiring corporations are 
concerned, 
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A corporation qualifying as an “acquiring corporation’’ under section 461 (a) (1) 
is permitted to use the base-period experience of the predecessor business, the 
properties of which it acquired in a nontaxable transaction described in section 
461 (a) (1). 

The applicable part of section 461 reads as follows: 

“Src. 461. DEFINITIONS. 
“For the purposes of this part 
(a) AcQuiRING CorPoRATION.—The term ‘acquiring corporation’ means— 
“(1) A corporation which has acquired— 


” * * * * - * 


“(D) substantially all the properties of a partnership in an exchange 
to which section 112 (b) (5), or so much of section 112 (ec) or (e) as refers 
to section 112 (b) (5) is applicable. 

‘“(E) properties either from one or more corporations or from one or 
more partnerships or from one or more corporations and one or more 
partnerships, other than from a corporation exempt under section 101, 
in an exchange, not otherwise described in this subsection, to which 
section 112 (b) (4) or (5), or so much of section 112 (c) or (e) as refers to 
section 112 (b) (4) or (5), is applicable. 

_ ~ ~ ~ . ~ * 
‘“(b) CoMPoNENT CorrPoratTion.—The term ‘component corporation’ means— 
~ * * * * * 7 
(5) In the case of a transaction specified in subsection (a) (1) (D), the 
partnership whose properties were acquired. 
**(6) In the case of a transaction specified in subsection (a) (1) (E), the 
partnerships or corporations whose properties were acquired. 
* ** * * * * * 
‘(f) Soe ProprietTorsHip.—For the purposes of sections 461 (a) (1) (D), 461 


(b) (5), and 462 (k), a business owned by a sole proprietorship shall be considered 
a partnership.” 

According to subsection (f), a sole proprietorship is deemed to be a partnership 
for the purpose of subsection (a) (1) (D), but not for the purpose of subsection 
(a) (1) (E). Accordingly, for a corporation acquiring properties of a sole pro- 
prietorship to qualify as an “‘acquiring corporation,”’ it is necessary for it to acquire 
substantially all of the properties of the sole proprietorship, as provided in sub- 
section (a) (1) (D), although it would qualify as an “‘acquiring corporation”’ if it 
were to acquire less than substantially all of the properties of a partnership, as 
provided in subsection (a) (1) (E). 

Sections 461 (a) (1) (D), 461 (b) (5), and 461 (f) are identic with former sections 
740 (a) (1) (D), 740 (b) (5), and 740 (h), respectively, of the Internal Revenue 
Code. Former sections 740 (a) (1) (D), 740 (b) (5), and 740 (h), pertaining to 
partnerships and sole proprietorships, were incorporated into the code by the 
excess-profits tax amendments of 1941. 

The report of the Committee on Ways and Means, H. R. 146, Seventy-seventh 
Congress, first session, accompanying that bill, contains the following statement 
regarding these amendments: 

‘6. Under supplement A! of existing law, corporations resulting from certain 
tax-free exchange. or reorganizations during or after the base period are permitted 
the use of their predecessor’s earning experience in the computation of their 
excess-profits credit based on income. The bill extends this privilete to corporations 
growing out of partnerships or sole proprietorships in tax-free exchanges during this 
same period. The resulting corporation would thus be allowed to use the earnings 
history of the predecessor partnership or sole proprietorship, after first converting 
such earnings to a corporate basis.”’ [Italics supplied.] 

Section 461 (a) (1) (E), which pertains to the acquisition of less than substan- 
tially all of the properties of a partnership, is an entirely new provision, which 
has never been incorporated into any previous internal revenue law. 

The reports of the Committee on Ways and Means and the Finance Committee 
and the statement prepared by the staff of the Joint Committee on Internal 
tevenue Taxation covering the Excess Profits Tax Act of 1950 merely state that 
subsection (a) (1) (E) is a new provision which was not contained in the Excess 
Profits Tax Act of 1940, as amended. For instance, House Report No. 3142, 
Eighty-first Congress, second session, at page 64? states: 

“except for one addition, part II transactions are the same as and are defined in 
the same terms as the transactions specified in supplement A of the World War II 

! Supplement A included secs. 740-743, I. R. C. 


The statements made by the Finance Committee of the Senate, S. Rept. 2679, p. 37, and the staff of the 
Joint Committee on Internal Revenue Taxation, p. 24, are of the same tenor. 
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law. The one addition made by your committees is the inclusion in the six listed 
transactions of a transaction in which a corporation acquires part, as distinguished 


from substantially all, of the properties of one or more corporations or partnerships 


in an exchange to which section 112 (b) (5), or so much of section 112 (c) or (e) as 
refers to section 112 (b) (5), is applicable. Since all part II transactions involve 
a sufficient continuity of interest to justify treating the acquiring corporation as 
standing in the place of its predecessors, such transactions must satisfy the require- 
ments of section 112 with respect to such transactions in order that the transferee 
corporation may be treated as an acquiring corporation.’ (Italics supplied.) 

Thus, there is no explanation in the committee reports as to why the definition 
of a sole proprietorship, which was recopied from former section 740 (h), was not 
expanded to include the new provision of section 461 (a) (1) (E), which was made 
applicable to partnerships. In any event, the prerequisite stated by the com- 
mittees in charge of the bill to permitting an acquiring corporation to stand in the 
place of its predecessor, viz., “‘ a sufficient continuity of interest,’”’ applies to a 
corporation acquiring part of the properties of a sole proprietorship as much as it 
does to a corporation acquiring part of the properties of a partnership. 

There are as many practical reasons why a corporation might wish, or be able, 
to acquire only part of the properties of a sole proprietorship as there are why it 
might wish, or be able, to acquire only part of the properties of a partnership, 
such as having the business taken over by more than one corporation, continuing 
a part of the business by the predecessor, or discontinuing a part of the business 
altogether. 

Nor does there appear to be any sound objection from the standpoint of adminis- 
tration of the internal revenue laws to applying section 461 (a) (1) (E) to a sole 
proprietorship any more than there is to applying it to a partnership. Congress. 
has already provided in section 461 (f) that a sole proprietorship shall be con- 
sidered to be a partnership under subsection (a) (1) (D), where substantially all 
of the properties are transferred to a corporation. If it be administratively 
feasible to determine what constitutes substantially all of the properties of a sole 
proprietorship under subsection (a) (1) (D), it would be equally administratively 
feasible, if not more feasible, to determine what constitutes part of the properties 
of a sole proprietorship under section 461 (a) (1) (E 

We submit that as a matter of equity and fairness, section 461 (f) should be 
amended to provide that a sole proprietorship shail be deemed to be a partnership 


for the purpose of section 461 (a) (1 (E), as well as section 461 (a l D We 
are submitting a proposed amendment of section 461 (f), which merely inserts 
“461 (a) (1) (E)” and ‘461 (b) (6)"". We trust that the committee will adopt 


as an amendment of the House bill. 
PROPOSED AMENDMENT OF SECTION 461 (F) OF THE INTERNAL REVENUE COD! 


Insert on page 152 of H. R. 4473, just before section 505, the following: 
502A. Derinition or SoLe PROPRIETORSHIP 

(a) Subsection (f) of section 461 (relating to definition of sole proprietorship 
is amended to read as follows: 

(f) Sore Proprre1orsHip.— For the purposes of sections 461 (a) (1 D 
461 (a) (1) (EB), 461 (b) (5), 461 (6) (6), and 462 (k), a business owned by a sole 
proprietorship shall be considered a partnership.” 

(b) The amendment made by subsection (a) shall be effective as of the date of 
enactment of the Excess Profits Tax Act of 1950. 
(Amendment of subsec. (f) shown in italies.) 


The CHarrMAN. That completes the list of witnesses for the 
afternoon. 

The next session will be tomorrow at 10 o’clock. 

(Whereupon, at 4:30 p. m., the committee recessed, to reconvene at 
10 a. m., Friday, July 6, 1951.) 
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FRIDAY, JULY 6, 1951 


Unirep States SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 
The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Walter F. George (chairman) pre- 
siding. 
Present: Senators George, Connally, Byrd, Johnson of Colorado, 
Hoey, Kerr, Frear, Millikin, Taft, Butler, and Williams. 
Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 
The CuarrMan. The committee will come to order. Mr. Ralph 
Button. 
Mr. Lebor is listed first, but 1 understand that you are to precede 
him. 
Mr. Burron. That is right, sir. He is in agreement. 
The CuarrMan. Will you please identify yourself for the record? 


STATEMENT OF RALPH W. BUTTON, CHAIRMAN, TAXATION 
COMMITTEE, NATIONAL RETAIL DRY GOODS ASSOCIATION 


Mr. Burron. I am Ralph W. Button, assistant secretary, Allied 
Stores Corp. I am chairman of the taxation committee of the Na- 
tional Retail Dry Goods Association and am appearing as their repre- 
sentative. The National Retail Dry Goods Association is a voluntary 
organization that is registered under the Lobbying Act. The asso- 
ciation’s registered agent in Washington is John C. Hazen. The 
National Retail Dry Goods Association is composed of approximately 
7,000 department and specialty stores throughout the United States. 
The annual sales of the members of this association exceed $10 billion. 

In less than 12 months, the American people have seen two revenue- 
raising Measures enacted into law which are estimated to raise $10 
billion in taxes. We are now faced with the third revenue-raising 
bill, H. R. 4473, by which it is intended to raise an additional $7.2 
billion. Thus, 17 billions in increased taxes is the proposed increase 
in less than 1 year’s time. 

The House Ways and Means Committee’s report estimates that 
receipts including those from H. R. 4473 together with those under 
existing law will result in collections in the fiscal year 1952 of $66.3 
billion. This amount is still short of the President’s proposed budget 
of $71.6 billion by approximately $5 billion. In addition, there are 
various Government estimates that fiscal 1953 will demand an even 
larger budget than the proposed $71.6 billion. It seems obvious that 
if we are to pay as we go and these estimates are correct, then the 
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American public can expect even further demands for more taxes 
before many more months elapse. 

How onerous the tax burden may become before the form of govern- 
ment we know and its system of free enterprise is destroyed, I cannot 
answer. But I do believe that unless the strongest efforts are exerted 
by our Government to follow the advice it is giving its citizens to 
curtail unnecessary spending, we shall soon find that we have as 
effectively destroyed our form of government from within as could be 
accomplished by our enemies without. 

The CHarrman. The Government gives out lots of precepts, but 
very few examples in this field. 

Mr. Burron. That is right, sir. 

H. R. 4473 contains several commendable improvements in the tax 
structure, but no where in the majority report do we find any comment 
regarding the urgent need for the reduction of or curtailment of non- 
essential Government and military expenditures. 

Senator Miiirkin. You understand that primarily it is not our 
function to deal with the expenditure side, although we are not pre- 
cluded from making recommendations? 

Mr. Burron. That is correct, sir. But I am hoping that the com- 
ments that I do make will have some effect somewhere along the line 
of the various congressional committees. 

Our people are asked to make further sacrifices and to willingly 
endure the deprivation of many of the things to which they have 
become accustomed. Our great Nation has been built up through the 
savings and thrift of our people. This fine heritage is being squan- 
dered away by an extravagant Government. 

Our people have had the utmost confidence in the integrity of their 
elected Representatives in Congress with respect to giving them 
absolute freedom in raising tax revenues and the spending thereof. 
Failure on the part of Congress to put the brakes on nonessential 
spending will give added impetus to the movement now under way to 
limit the Federal Government’s revenue take to 25 percent of the 
national income. Such a limitation would be most regrettable in my 
opinion, but continuance of such waste and extravagance leaves the 
American people no other alternative. 

The proposed Revenue Act of 1951 indicates that Government is 
to be conducted as usual. 

We are convinced that the amount of additional revenue proposed 
by H. R. 4473 can be obtained through the elimination of nonessential 
Government and military expenditures. Entrenched bureaucracy 
will bitterly oppose a reduction of any kind. Such opposition should 
be met with a keen determination to place nonessential Government 
expenditures on a level we can afford under present circumstances. 

Reduction of Government expenditures is therefore the item of 
first importance in our opinion. 

Individual income taxes under existing law, when combined with 
the increase in the cost of living, probably now exceed the peak war 
years of 1944 and 1945. Present tax rates provide little incentive to 
produce and save. Now comes H. R. 4473 inflicting additional heavy 
burdens on all taxpayers with special emphasis on the middle and 
upper income brackets. Venture capital and the financing of new 
business enterprises come largely from the middle and upper income 
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groups. We believe that this bill will further dam up the flow of risk 
capital to the irreparable damage of our economy. 

We urge this committee to reconsider the House proposal] and its 
effect on the productivity of the people against whom it is prine ipally 
directed. 

Section 121 of the House bill further increases the normal tax on 
corporations from 25 percent to 30 percent, raising the total normal 
tax and surtax to 52 percent. This represents a 30-percent increase 
over the rate in effect during World War II. It is believed that a 
normal and surtax rate of 52 percent plus an excess-profits tax of 30 
percent has reached or exceeded the point at which the law of dimin- 
ishing returns becomes operative. It is generally agreed that large 
scale production and production efficiency are great weapons not 
lightly to be considered by an adversary. Yet, it is proposed to limit 
or curtail the incentive to expand plant and facilities, to develop new 
products and processes by increasing already too high taxes. There 
is not much point in trying to cut costs, avoid waste and extravagance 
when the Government, in effect, will bear 70 to 82 cents of every 
dollar spent. Managerial decisions relating to the expenditure of 
money, which under ‘normal circumstances would be conside red im- 
prudent and unwise, become sound. 

It is believed unwise, at this time, to increase the normal corporate 
tax as proposed by H. R. 4473. 

Section 123 (a) (2) and section 123 (c) of the bill propose to limit 
related corporations to one surtax exemption and one minimum 
excess-profits tax credit. We strongly protest the enactment of this 
provision. Many businesses are operated by multiple corporations 
for many reasons not related to Federal tax consequences. My own 
company, for instance, operates through subsidiaries and has so 
operated from the date of its organization in 1928. 

Senator Miiurkin. What is your company, please, sir? 

Mr. Burron. Allied Stores Corp., sir. I mentioned my own 
company because that is the one that I am familiar with, sir 

Can it be said that a group of related companies in existence for 
many years was formed for the purpose of availing itself of multiple 
surtax exemptions and minimum excess-profits taxes? The answer is 
obviously ‘‘No.”’ Here are some of the reasons for operating through 
subsidiary corporations: 

1. In acquiring an existing corporation, the only way in many 
instances that such a company may be acquired is by purchase of its 
outstanding capital stock. 

A particular lease situation may make it mandatory that a 
particular store be operated as a separate corporation. 

3. Many State tax costs are unfavorable to a foreign corporation 
when compared with the tax costs of a domestic corporation. 

4. Good will built up over a period of years is an important factor 
in Maintaining the separate corporate entity. 

5. Isn’t it a prudent business decision to incorporate a new business 
to safeguard the rest of the business in the event the new venture is 
a failure? 

The provisions of section 123 should not be applied to the above 
situations. The House bill’s reason for limiting related corporations 
to one surtax exemption and one minimum excess-profits tax credit 
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is that it ‘confers an unwarranted tax advantage on businesses carried 
out by means of a series of corporations, rather than a single corpora- 
tion.” gWe do not believe that this is a completely true statement. 

It appears to have been completely forgotten that existing law creates 

additional tax liabilities on multiple corporations. First, dividends 
paid by a subsidiary to its parent are subject to normal and surtaxes 
on 15 percent of such dividends. The taxation of intercorporate 
dividends is double taxation. <A single corporate enterprise does not 
bear this tax. Second, the filing or a consolidated return by a group 
of related corporations carries a 2-percent penalty. Where is this 

“unwarranted tax advantage”’ the House speaks of? 

Bona fide business praetices should not be penalized by the enact- 
ment of section 123. Adequate remedies for the protection of the 
revenues are provided for in existing statutes expressly designed to 
prevent sham arrangements. We urge that this provision be dropped 
from the bill. 

Section 502, title V of the House bill, provides for a further in- 

crease in the excess-profits tax by reducing the excess-profits credit 
based on income to 75 percent. A great deal of testimony has been 
received by this committee within the last 12 months concerning the 
evils and inequities of an excess-profits tax. I do not believe it 
desirable to reiterate all of those arguments. It is my understanding 
that the excess-profits tax was designed to place an additional tax 
on those profits resulting from defense expenditures as compared with 
a normal or base period. The Excess Profits Tax Act of 1950, in 
general, selects as a base period the average of any three of the 
calendar years 1946, 1947, 1948, and 1949 reduced by 15 percent. 
If the use of a base period is a logical method! for the measurement of 
excess profits of some future period, then, it follows that 100 percent 
of such base period earnings should be used. A percentage reduction 
in such base-period-earnings credit is purely arbitrary. It was ad- 
mitted by Secretary Snyder, in his appearance before the Ways and 
Means Committee in November 1950, that the cut-back of 25 percent 
in the base-period-earnings credit will subject normal profits to an 
excess-profits tax. It may be said, then, that the percentage reduc- 
tion in base-period-earnings credit is actually a hidden increase in 
the normal tax directed solely at those corporations who will be liable 
to pay an excess-profits tax. 

Table 10 of the House committee’s report indicates that approxi- 
mately 70 percent of the corporations fall into the $25,000 bracket. 
Therefore, the hidden increase in the normal tax will be paid by 20 
to 30 percent of the corporations. The objections we have set forth 
above with respect to the increase in normal tax are equally applicable 
to the reduction of the base-period-earnings credit to 75 percent. 

We firmly believe that any increase in taxes should not be applied 
retroactively, ane should have an opportunity to rearrange 
their affairs in order to be able to meet new tax burdens. Taxes 
retroactively applied a create hardships. Tax payments under 
present economic circumstances require advance planning. 

The manufacturers’ excise tax has been expanded to include certain 
additional items and the rates are increased on some items and 
decreased on others. Retailers, historically, have always been opposed 
to taxes on consumption on the ground that such taxes are regressive. 

Senator Minuikin. Senator Kerr is interested in what you mean by 
the word “regressive.’’ Would you mind explaining that to him? 
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Mr. Burton. | might say that ‘“anti-inflationary’’ would be 
another word. It curtails consumption. It takes more of the 
purchasing power of the dollar. 

Senator Kerr. Would you spell it? 

Mr. Burton (spelling). R-e-g-r-e-s-s-i-v-e. 

Senator Kerr. Have you got a dictionary? 

Mr. Burton. Isn’t that correct, sir? 

Senator Kerr. If it is, | would like to know it, and if it is not, you 
ought to know it. 

Mr. Burron. That word has been customarily used in describing 
this type of tax in the retail industry, sir. 

Senator Kerr. Is ‘regressive’ that which identifies regression, or 
has to do with regression? 

Mr. Burron. Having to do with what, su 

Senator Kerr. Regression. 

Mr. Burron. The term the way I use ‘regressive’? means “going 
backward.’’ Regression also means the same thing, does it not? 

Senator Kerr. | suggest you look it up in the dictionary and then 
see if you want to leave it in your statement. 

Mr. Burron. I would be perfectly willing to change that to “anti- 
inflationary.” 

Senator Kerr. | guarantee that they are entirely different. It 
does not make any difference to me. It is your statement. If you 
want to leave a word in there that refers to infantile matters, and 
the libido, which goes back to the prepuberty stage, that is all right 
with me. 

Just as a matter of courtesy, I thank the Senator for calling it to 
your attention. 

Mr. Burron. Thank you, sir. I shall take your advice. 

It is recognized that for many years to come excise taxes, of neces- 
sity, will be an important source of revenue. While the National 
Retail Dry Goods Association Taxation Committee offers no objection 
to the House’s proposal on excise taxes, we do not agree with the 
principle of selective excises. 

If, however, Congress considers the enactment of general manufac- 
turers’ excise tax or further broadens the base for manufacturers’ 
excise taxes or retailers’ excise taxes or both to an extent that amounts 
to a general sales tax at the manufacturers’ level, then retailers would 
propose that the manufacturers’ exc ise taxes, except on liquor, tobacco, 
and gasoline, be repealed and a national retail sales tax be enacte . 

Senator Mriiikin. Yesterday we had considerable testimony to 
the effect that a manufacturers’ excise tax does not pass on to ‘in 
retailer. What is your opinion of that? 

Mr. Burron. My opinion very definitely is, sir—and that is a point 
of difference between me and the National Association of Manufac- 
turers—that where vou have a tax at the manufacturers’ level, that 
tax is passed on. It is pyramided through all the channels of dis- 
tribution, and we cannot help but include in that tax a mark-up. 
That is whv we are, sir, opposed to it. 

Arguments for and against both the manufacturers’ excise tax and 
the retailers’ excise tax have been previously presented to this com- 
mittee. We do not believe it is necessary for us to repeat these 
arguments except to remind you that manufacturers’ excise taxes 
tend to be pyvramided throughout the channels of distribution. The 
consumer pays more under this form-of tax than under the retail 
sales tax. 
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The impact of the taxes already imposed and proposed by H. R. 447: 
and to be proposed next year makes it imperative that all s canada 
of our economy equitably share in the costs of Government and the 
Military Establishment. The costs of civilization are heavy and 
all must share in these costs. It is no longer possible to raise all the 
required revenue from great corporations or from well-to-do individuals. 

We earnestly and sincerely suggest to this committee that it reap- 
praise section 101 which grants tax exemption to various organizations. 
Particular reference is made to section 101 (12) relating to farm 
cooperatives. We fully realize that this is a difficult problem but 
fairness and equity to all demand serious consideration of the problem. 
The exemption for one group increases the tax burden on the others. 
Cooperatives do not now have the same characteristics they had many 
years ago. They have developed into big business and are in com- 
petition with tax-paying enterprises. 

The need for revenue is so great that it is time to reexamine the whole 
list of tax-exempt organizations. The exemption provisions should 
be narrowed to include only those organizations which make a clear 
case for such indirect Government support. 

If the Treasury Department believes that withholding on dividends 
and interest is necessary to force compliance with the internal revenue 
laws, then we believe that the House proposal should be enacted. 

We endorse and urge the enactment of section 303 of the House bill 
relating to gain on sale of personal residences. 

We are not unmindful of the great need for revenue and that the 
foregoing remarks are not productive of additional revenues. We are 
convineed that much can be done in the way of reducing nonessential 
Government expenses. However, we recognize that budgetary 
reductions are not quickly made. With this in mind we attach hereto 
as appendix A a summarized copy of our testimony before the House 
Ways and Means Committee on February 28, 1951, which outlined 
a tax program estimated to produce about $10 billion. 

Thank vou. 

(Appendix A, referred to, is as follows:) 


APPENDIX A 


SumMMARY oF Testimony or Ratpepn W. Burron, CHAIRMAN OF THE TAXATION 
COMMITTEE OF THE NATIONAL ReEetTaiIL Dry Goops ASSOCIATION 


There are four basic principles which must be followed in the adoption of*a 
sound and equitable tax program. With tax imposts becoming increasingly more 
severe, it is doubly important that any new tax program be tested by these four 
principles. 

1. The program must be fair and should fall equitably on all groups 

without fear or favor. 

2. The program should not stifle incentive but rather should encourage 
production and savings, thus resulting in the further expansion of production 
and the economy. 

3. The program should be long-term and realistic. 

4. The program should be shaped to produce adequate revenues in the 
light of the conditions now confronting us. 


With these principles in mind, we recommend the following prozrams: 


1. LOOPHOLES 


The President has repeatedly requested and we heartily concur that Congress 
should act to close existing loopholes. While time does not permit a detailed 
account of all of them, J would like to make reference to at least three of them. 
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(a) Taz-erempts 


State and rnunicipal securities are presently exempted from the payment of 
income taxes. As you are all aware, it is not the small-income taxpayer who 
makes an investment in this kind of security but rather the well-to-do. There 
seems to be no valid reason why this income should continue tax-free, no matter 
what the historical reasons may have been. 


(b) Cooperatives 


Many types of cooperatives still remain outside the scope of our tax structure. 
In many instances these cooperatives compete directly with private industry 
and engage in the type of business which is normally conducted for profit, but 
they are at present exempted from paying any part of the cost of Government 
which is as essential to their continued existence as to yours and mine 


(c) Withholding dividends 


A careful study should be made of the desirability of requiring corporations to 
withhold 10 percent of the dividends and interest paid by them to individuals. 

A cursory examination indicates some revenue loss from the failure of individuals 
to report the full amount of dividends and interest received. 

All segments of our economy should share equally in the tax burdens imposed 
upon us. True democratic principles require the participation of all groups in 
defraying the costs of defense. It has been estimated that tax receipts from this 
source would be $12 billion. 


2. PERSONAL-INCOME TAXES 


We agree with the President’s recommendation that the personal-income tax 
should be increased by 4 percentage points in all brackets. It is estimated that 
this increase wll produce $3.6 billion. 

(a) The individual exemptions should be reduced from $600 to $500. It is 
estimated that this reduction in exemptions will produce $2.5 billion. 

We may be criticized for suggesting the reduction in the personal exemptions 
A quick analysis of the distribution of income will show the necessity for this 
reduction. It is reported that 42,965,200 returns were filed in 1950. Of 
number, 90.6 percent were from individuals earning $5,000 a year or less. The 
total net incotne reported was $140.8 billion, of which 69.4 percent is in the 
$5,000-or-under bracket, 13.5 percent is in the $5,000-S10,000 bracket, and 9.2 
percent in the $10,000-$25,000 bracket, or a total of 92.1 percent 

It should be obvious that if large amounts of revenue are to be raised it must 

come from the lower-income brackets. 
The foregoing recommendations have thus far produced $7.3 billion of the 
$7.5 billion needed to balance a budget of $62.6 billion as reduced above. How- 
ever, it is recognized that the reduction in expenditures advocated may fall short 
of the $9 billion suggested above. We therefore make further recommendations 
as follows: 


3. CORPORATE TAX 


The corporate normal and surtax is now levied at the rate of 47 percent. Ws 
believe that this rate could be increased to a maximum of 50 percent. TI 
increase, it is estimated, would produce approximately $1.2 billion. 

We believe that a tax rate of more than 50 percent coupled with the present 
excess-profits tax would tend to encourage waste and extravagance. A higher 
rate would stifie incentive to reduce expenses and might result in management 
treating certain expenditures as prudent which under other circumstances would 
be frowned upon. 

Further expansion and growth of small business would be cyrtailed. 

Financing avenues open to large corporations are not usually available to small 
business. Their expansion and growth must be financed out of retained earnings. 

4, EXCISE TAXES 

The President has recommended the inclusion of certain additional items to 
be taxed under the manufacturers’ excise tax, the retailers’ excise tax, and the 
miscellaneous excise-tax classifications. It is estimated that these changes and 
increases will produce $3 billion. 

The tax program we have thus far advocated will produce an estimated amount 
of $8.5 billion. This is in excess of the $7.5 billion we have previously stated as 
being necessary to balance the $62.6 billion budget by $1 billion. We therefore 
recommend that Secretary Snyder’s proposal be adjusted to produce $1.5 billion. 

Retailers, historically, have always been opposed to taxes on consumption on 
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the ground that such taxes are regressive. Retailers have accepted these taxes 
because of the great need for revenue. . 

The National Retail Dry Goods Association Taxation Committee has approved 
the President’s recommendation concerning excise taxes provided that the addi- 
tions to the list of taxable articles and the rates specified are limited to those 
proposed by Secretary Snyder. 

If, however, Congress further broadens the base both for manufacturers’ excise 
taxes and retailers’ excise taxes to an extent that amounts to a general sales tax 
at the manufacturing level, then retailers would propose that the manufacturers’ 
excise taxes, except liquor, tobacco, and gasoline, be repealed and a national 
retail sales tax be enacted. 

Arguments for and against both the manufacturers’ excise tax and the retailers’ 
excise tax have been previously presented to this committee. We do not believe 
it is necessary for us to repeat these arguments except to remind you that manu- 
facturers’ excise taxes tend to be pyramided throughout the channels of distribu- 
tion. The consumer pays more under this form of tax than under the retail sales 
tax. It has been stated that a 10-cent tax at source becomes an 18-cent price to 
the consumer. 

The additional amount of revenue to be raised by the foregoing program 
amounts to $10 billion. 

We sincerely believe that this additional revenue plus a reduction in Govern- 
ment nondefense expenditures by at least $7 billion will amply meet our defense 
needs. 

Senator Mituikin. Can you tell us the gist of that? 

Mr. Burron. The gist of that provides, or rather I should say ac- 
cepts, the President’s recommendation of a 4-pereentage-point increase 
in all brackets of individual-income taxes. It has made some comment 
with respect to dividend withholding. It also provides for an addi- 
tional increase on corporate-income taxes to 50 percent, that being 
the maximum amount. 

It also requests 

Senator Mintuikrn. Irrespective of the excess profits? 

Mr. Burron. That is right, sir, but no more than 50 percent in 
addition to the excess-profits tax. 

Senator Mriirikin. It is included? 

Mr. Burron. It is included. It also accepts Secretary Snyder's 
proposal on excise taxes, but adjusts it to an amount not to produce 
more than $1,500,000,000, and I covered in that statement, too, tax- 
exempt organizations, sir. 

So, I estimated that, with the sum of all those items, it would pro- 
duce about $10 billion. And that is my own personal estimate, sir. 

The CHarrMan. Are there further questions of the witness? 

(No response. ) 

The CuarrmMan. If there are no questions, we thank you, sir, for 
your appearance. 

The Cuarrman. Mr. Lebor. 

Please identify yourself for the record. 


STATEMENT OF JOHN F. LEBOR, AMERICAN RETAIL FEDERATION 


Mr. Lesnor. My name is John F. Lebor. I am treasurer of Feder- 
ated Department Stores, Inc., with offices at 707 Race Street, Cin- 
cinnati, Ohio. 

I appear on behalf of the American Retail Federation and the Retail 
Industry Committee, an emergency committee organized shortly after 
Korea to coordinate the retail industry on a wide basis in the handling 
of the issues and problems arising out of the defense effort and to make 
available to Government the experience and technical knowledge of 
the industry. 
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The rosters of the American Retail Federation and the 
Industry Committee are attached to this statement. 
(The rosters referred to are as follows:) 


MEMBER ASSOCIATIONS, AMERICAN RETAIL FEDERATION 
STATE ASSOCIATIONS 


California Retailers Association 

Colorado Retailers Association 

Delaware Retailers Council 

Florida State Retailers Association 

Georgia Mercantile Association 

Idaho Council of Retailers 

Illinois Federation of Retail Associations 
Associated Retailers of Indiana 

Associated Retailers of Iowa, Ine. 

Kentucky Merchants Associations, Ine. 
Louisiana Retailers Association 

Maine Merchan‘s Association, Ine. 
Maryland Council of Retail Merchants, Ine. 
Massachusetts Council of Retail Merchants 
Michigan Retailers Association 

Missouri Retailers’ Association 

Nevada Retail Merchants Association 
Retail Merchanss Association of New Jersey 
New York State Council of Retail Merchants, Ine. 
North Carolina Merchants Association, Ine. 
Ohio State Council of Retail Merchants 
Oklahoma Retail Merchants Association 
Oregon State Retailers’ Council 
Pennsylvania Retailers’ Association 

Rhode Island Retail Association 

Retail Merchants Association of South Dakota 
Retail Merehants Association of Tennessee 
Council of Texas Retailers’ Associations 
Utah Council of Retailers 

Virginia Retail Merchants Association, Ine. 
Associated Retailers of Washington 

West Virginia Retailers Association, Ine. 


NATIONAL ASSOCIATIONS 


American National Retail Jewelers Association 
American Retail Coal Association 

Associated Retail Confectioners of the United States 
Association of Credit Apparel Stores, Ine. 

Institute of Distribution, Ine. 

Limited Price Variety Stores Association, Inc. 

Mail Order Association of America 

National Association of Chain Drug Stores 

National Association of Musie Merchants, Ine 
National Asso@ation of Retail Clothiers and Furnishers 
National Association of Shoe Chain Stores 

National Retatl Dry Goods Association 

National Retail Farm Equipment Association 
National Retail Furniture Association 

National Retail Hardware Association 

National Shoe Retailers Association 

National Stationery and Office Equipment Association 
tetail Credit Institute of America, Inc. 

National Luggage Dealers Association 

Retail Paint and Wallpaper Distributors of America, Ine 
National Retail Tea and Coffee Merchants Association 
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RostTerR—ReEtTAIL INDUsTRY COMMITTEE 
OFFICERS 
Chairman: Jerome M. Ney, Boston Store Dry Goods Co., Fort Smith, Ark. 
Vice chairmen: 
Dr. Paul H. Nystrom, Limited Price Variety Stores Association, 25 West 
Forty-third Street, New York, N. Y. 
Vincent D. Kennedy, California Retailers Association, 1508 Central Tower, 
San Francisco, Calif. 
Secretary: James C. Lucas, American Retail Federation, 1625 I Street; Washing- 
ton, D. C. 
ASSOCIATIONS 
American National Retail Jewelers Association 
American Association of Nurserymen 
American Booksellers Association, Inc. 
American Hotel Association 
American Institute of Laundering 
American Retail Federation 
American Retail Coal Association 
Association of Credit Apparel Stores, Inc. 
Associated Furniture Dealers of New York 
Associated Retail Bakers of America 
Associated Retail Confectioners of the United States 
California Retailers Association 
Chamber of Commerce of the United States 
Eastern Gasoline Dealers Association 
Grain and Feed Dealers National Association 
Illinois Federation of Retail Associations 
Independent Grocers’ Alliance of America 
Institute of Distribution 
Limited Price Variety Stores Association, Inc. 
Linen Supply Association of America 
Mail Order Association of America 
Master Photo Dealers and Finishers Association 
National Appliance and Radio Dealers Association 
National Association of Chain Drug Stores 
National Association of House to House Installment Companies 
National Association of Ice Industries 
National Association of Independent Tire Dealers 
National Association of Music Merchants 
National Association of Retail Clothiers and Furnishers 
National Association of Retail Druggists 
National Association of Retail Grocers 
National Association of Retail Meat and Food Dealers, Inc. 
National Association of Shoe Chain Stores 
National Automobile Dealers Association 
National Congress of Petroleum Retailers 
National Consumer-Retailer Council 
National Industrial Stores Association 
National Institute of Cleaning and Dyeing 
National Luggage Dealers Association 
National Office Machine Dealers Association 
National Restaurant Association 
National Retail Dry Goods Association 
National Retail Farm Equipment Association, 
National Retail Furniture A’ssociation 
National Retail Hardware Association 
National Retail Lumber Dealers Association 
National Retail Tea and Coffee Merchants Association 
National Shoe Retailers Association 
National Sporting Goods Association 
National Stationery and Office Equipment Association 
National Voluntary Groups Institute 
Northwestern Lumberman’s Association 
Pennsylvania Retailers’ Association 
Retail Credit Institute of America, Inc. 
Retail Tobacco Dealers of America, Inc. 
Society of American Florists 
Super Market Institute, Inc. 
Virginia Retail Merchants Association 
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Mr. Lesor. We do not question the need for balancing the budget. 
We commend the policy of proceeding on the premise that a high level 
of military expenditures may be necessary for a protracted period. 
To the extent that tax increases are necessary to meet these conditions, 
we favor them. We believe, however, that two prerequisites are 
essential: First, that increased taxation be resorted to only after 
every effort has been exhausted to balance the budget by reducing 
unnecessary or deferrable expenditures in lieu of additional taxation; 
as a second prerequisite, that the form of taxation be designed to 
maintain and stimulate a high level economy without which even our 
existing taxation will be repressive and unbearable. 

We do not believe the Revenue Act of 1951, as enacted by the House 
of Representatives, meets these criteria and therefore welcome this 
opportunity to urge upon the Senate the desirability of major revi- 
sions. 

We are not impressed with the fact that all has been done that can 
be done to reduce revenue needs by reduction of nonessential expendi- 
tures. On the contrary, we are impressed with the untouched op- 
portunities in this direction which have been pointed out on many 
occasions by competent experts, including members of this committee. 
With Federal, State and local taxes now consuming more than 30 
percent of national income, we cannot emphasize too strongly the 
necessity of abandoning a free and easy spending policy before ad- 
ditional tax burdens are thrust upon the economy. 

Senator Kirr. Would you break down that 30 percent? 

Mr. Lezor. I do not have the breakdown here, Senator Kerr. 

Senator Tarr. Does it not, roughly speaking, take $60 billion from 
the current Federal taxes and about $18 billion from State and local, 
which is $78 billion? I suppose that is supposed to be 30 percent of 
what? $260 billion? 

Mr. Lesor. That is just about right. 

Senator Kurr. Is it your position that it will be 30 percent if the 
House bill is enacted? 

Mr. Leror. No. It is now. 

Senator Krrr. Very well. 

Mr. Lesor. Neither do we believe that the House bill will help 
maintain a high level of economy. On the contrary, it imposes ad- 
ditional tax burdens at the point where they will do most to retard, if 
not contract, a high level of production and distribution. 

lurning to the individual income tax, the proposed flat 12‘: percent 
increase on individual income taxes is unsound. It reduces the per- 
centage of retained income after Federal income taxes by greater 
proportions in the brackets that already are bearing the greatest 
burden. By so doing, the driving force of the individual incentive is 
stultified in the area in which the leadership for a sound and expanding 
economy must come. In addition, if the Congress continues to close 
its eyes to the fact that the real reservoir of income is in the lower 
brackets, it can only further restrict the initiative of individuals whose 
pretax incomes are indicative of the fact that they are the builders of 
an economy which up to this time has had ever widening horizons. 
We believe it would be a great mistake to continue the trend of the 
past decade to continually squeeze the take-home pay of the middle 
and upper income groups to the greatest degree. 
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Senator Kerr. You think that Congress has its eyes closed, do you, 
Mr. Lebor? 

Mr. Lepor. Yes, Senator Kerr. It is evident—— 

Senator Kerr. Do you think that is a matter of a voluntary shut- 
ting out of the light on their part, or do you think it is on account of 
their being blind to start with? 

Mr. Lezsor. Certamly not the latter, Senator. The basis of that 
statement is the fact that the history of the trend of taxes in the last 
decade has been in periods of rising taxation to increase the relative 
burden 

Senator Minturkin. Holdon. Do not forget the Eightieth Congress, 
which reduced taxes. That has been within the decade. 

Mr. Lesor. | accept that, Senator Millikin. 

Generally over the period, the trend has been to place the additional 
tax burden in period of rising taxes to the greatest degree on the 
middle and upper income brackets, and in effect to do the reverse in 
periods of reduced taxes. 

Senator Kerr. Do you think that this blindness on their part is 
a result of their ignorance or just a premeditated purpose on their 
part to refuse to see what the realities of life are? 

Mr. Lesor. Certainly not ignorance, but an apparent policy of 
not being willing to 

Senator Kerr. If they are blind to the facts, it must be because 
either they are ignorant or are premeditatedly refusing to look at 
what the facts are, must it not? 

Mr. Lesor. I would say between the choice of those two items, it 
is an unwillingness to tax where the incomes are. 

Senator Kerr. Now, if they know where the revenue is and 
deliberately decide not to tax there, do you think that that is blindness 
or just perverse stubbornness? 

You have made quite a statement here, and I am interested in 
knowing what your thought is. 

Mr. Lesor. May I paraphrase it, Senator? 

Senator Kerr. You do not have to paraphrase it. I know what 
the line means. How would you paraphrase that to make it any 
softer? 

Mr. Lesor. An evident reluctance on the part of the Congress t 
assess the taxation in the areas in which the incomes exist. 

Senator Kerr. Now, then, de you want to change your statement 
to read that way? 

Mr. Lesor. I would like to have it so interpreted. 

Senator Kerr. If you want to have it so interpreted, you had better 
have it so delineated. 

Mr. Lesor. I shall be very happy to change the language, Senator, 
as long as the thought is preserved. That is my principal objective. 

Senator Kerr. That was your thought? 

Mr. Lersor. That is right. 

To make it more specific, this House bill, as I recall it, proposes to 
lav about 35 percent or thereabouts of the proposed increase in per- 
sonal taxation on the area of incomes that produce about 60 percent. 
I believe that is the area of incomes up to $5,000. The figures are in 
the House report. You gentlemen are undoubtedly familiar with 
them. I am speaking from me mory. 

Senator Kerr. If we have our eyes closed to the facts, it is possible 
that we might not be familiar with them. As I understand your 
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indictment, it applies to Congress for a decade, with a slight blue- 
nosed interval during the Eightieth Congress; is that not about your 
attitude? 

Senator Tarr. That is not a bad statement. 

Mr. Lesor. The question that I would like to leave, Senator 

Senator Kerr. Do not leave any questions. Tell us what you are 
trying to say, and we will make our own impressions. 

Mr. Lesor. I am trving to be specific, Senator, in answe ‘ring your 
questions. There has been a trend over a long period of time that has 
had the result of continually placing a greater burden on the middle 
and upper income brackets, and it is that trend to which Tam speaking 
in opposition. I am expressing my persons il opinion that there has 
been a reluctance on the part of the Congress to lay the tax burden in 
the areas where the incomes are produced. 

Senator Kerr. Then what you are trying to say is that this action 
on the part of Congress has been something that they have taken with 
their eves open and knowing what they are doing, but with which 
you do not agree, rather than something that they just eithe ‘rr 12no- 
rantly blunde red into or premeditatedly “had been wrong on? 

Mr. Lezor. Yes; I will agree that they know what they are doing. 

Senator Kerr. All right. 

Mr. Lesor. But I would disagree with the wisdom of it. That is 
the point I am trving to make. 

The Cuairman. Will you proceed with your statement, Mr. 
Lebor? 

Mr. Lesor. Going on with my present point, this trend is particu- 
larly undesirable, since the amount of revenue raised is trifling com- 
pared with the adverse effects on the economy. Not only is the 
individual incentive for greater effort and risktaking smothered, but 
also high individual rates in the middle and upper brackets dries up 
sources of venture capital by eliminating savings among the groups 
that have historically provided the capital necessary to an e xpanding 
economy. 

Senator Mriuikin. Has your association any statistics on the total 
tax burden, Federal, State, and local, on persons who are in the cate- 
gories of less than $5,000 of income? 

Mr. Lespor. As an association, we have not. I believe, Senator 
Millikin, that those figures are in the House report. If not, I have 
seen them in numerous other studies. 

You are speaking about not just taxable income, but total income? 

Senator Miniurkin. | am speaking primarily to the point of the 
total tax burden, Federal, State, and local, on people with incomes of 
less than $5,000. In that category that you are talking about. 

Mr. Lenor. Yes. 

I believe, Senator, that those figures are in the House report. 

The Cuatrman. You do not have them. 

Mr. Lesor. I do not have them; no. 

The CuainmMan. Very well. 

Mr. Lesor. The individual income tax is a business tax to the 
great majority of the members of the retail industry. About 80 per- 
cent of the retail businesses in this country are individual proprietor- 
ships or partnerships. These businesses finance their operations, their 
improvements, and their expansion out of profits. To these businesses, 
most of which are small, an additional 12's percent income tax will be 
a severe blow. It will make it difficult to finance increased working 
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capital required by the new higher price level now prevailing and it 
will effectually prevent improvements and expansion. 

Senator Miiurk1n. Would it be also fair to say, taking a look at the 
other side of the coin, that if we reduced the spendable income of the 
lower brackets that you are speaking of, the volume of retail sales 
would be reduced? 

Mr. Lesor. That is right. There is an effect of that kind, Senator 
Millikin. But we believe that the retail sales of the country are 
affected primarily by the level of the entire economy, and we believe 
that what is good for the national economy is best for retail sales. 
We therefore think that the broad view is the sound view, and in 
some of these policies that I am urging today, if you look just at the 
immediate effect of taxation on our particular customers, you would 
be right. 

Senator Miiurkin. That is a very fine statement that you have 
just made. 

Mr. Lesor. But we are inevitably bound up with everything we do 
in the prosperity and the economic health of the country. And this 
whole statement, Senator Millikin, is keyed to that approach. We are 
trying to look at it as if we were sitting on your side of the desk and 
with the responsibilities that you gentlemen have. 

What is good for the country is good for us. 

With respect to corporate income taxes, just as high individual rates 
sap incentive to individuals to ‘‘excess’” earnings. As a matter of 
fact, even 100 percent is inadequate because a dollar of pretax income 
today has less economic value than a dollar in the base period because 
of the intervening inflation. We searched in vain the House Ways 
and Means Committee report for any explanation or justification for 
the proposed reduction in the credit, and have been unable to find a 
single word. In fact, this 65-page report devotes only 4 lines to this 
important proposal, and that consists merely of a statement on page 13 
that such a reduction is proposed. 

On the subject of ceiling rate on corporate-income and excess- 
profits tax, for reasons inherent in our opposition to the proposed 
changes in corporate rates, we urge that the ceiling rate on these 
taxes not be increased above the 62 percent now in effect. 

In the absence of all-out war conditions, we see no justification for a 
higher rate if, indeed, a rate as high as 62 percent is desirable. Bearing 
in mind that during World War II corporate taxes were equal to 
approximately 50 percent of pretax income, and facing the prospect 
that currently all corporate-tax payers will be subject to an even 
higher rate, we believe that it would be wise on the part of Congress 
to hold out assurance that corporate-tax payers may retain at least 
38 cents out of each dollar of pretax income they are able to generate. 
Such an incentive is probably already too small for the best results. 
To reduce the amount of pretax income a corporation is allowed to 
retain by an additional 22 percent—as would result from the ceiling 
of 70 percent in lieu of 62 percent—is, in our judgment, short-sighted 
and not to the benefit of the country. 

On the subject of retroactivity, one of the worst features of the 
House bill is the proposal that corporate taxes be retroactive. 

Senator Miiurkin. May I ask whether you intend to comment on a 
theory of your own for raising additional taxes? 

Mr. Lesor. Yes, sir. 
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We are opposed to retroactive taxation in any form. Business 
decisions must be made daily. Tax effects, particularly at today’s 
extremely high levels, exert a major influence and frequently are the 
controlling factors in the most important of these decisions. It is 
self-evident that, if the “rules of the game’’ are subject to change after 
the decision has been implemented, the end of the road can only be 
chaos. , 

We are deeply disturbed by the resort to retroactive taxation in 
the two tax bills of 1950, and the further proposal in the current House 
bill. The latter is not only subject to the objection of any retroactive 
taxation but is even more objectionable because it would increase 
taxation for most retailers on part of last year’s operations which have 
long since been reported to stockholders and covered by income and 
excess-profits tax returns already filed. 

The administrative complications are self-evident, but we base our 
objection primarily on a matter of principle. If this principle is not 
accepted, we fail to see how taxpayers can be expected to have con- 
tinued respect for and an attitude of cooperation with tax-law making 
and administration. 

The explanation of that is that January 31 is the traditional 
fiscal-year end in the retail business. 

Senator Miiurkin. Do most of your members set up reserves for 
retroactive taxes? 

Mr. Lesor. No, sir. And the big point that I want to emphasize 
here is that the thing that we are disturbed about is this new theory 
that has come into taxation in the last year or two, of retroactive 
taxation. And now here is one that proposes to dip back into the 
last year’s earnings, which we have published; we have filed our tax 
returns; we have paid our dividends; we have complied with the 
sinking-fund requirements, and every other thing for the last year. 

Senator Miiurkin. This does go back to the House bill, but retro- 
active taxation is not a new feature in our economic system. It 
may not always be fair, but it is not a new feature. The theory has 
always been. that, if people have adequate notice that something of 
that kind might happen, then they have notice to protect themselves, 
which I admit has certain defects in it. 

Mr. Lesor. | would say, Senator, that the principal defect is that 
we do not have notice of what is going to happen, but we cannot make 
our decisions with the knowledge of anything other than the existing 
law. 

Senator Mriiuikin. As one member of the committee, and generally 
speaking, 1 would agree with you entirely. 

Mr. Lesor. We feel that the implications of retroactivity are far 
more important—— 

Senator Miuirkin. Let me come back to my original question. 

Mr. Lesor. Yes. 

Senator Minurkrn. Are you sure that it is not quite widespread 
for your clients to set up reserves for retroactive taxes? 

Mr. Lexsor. Are you speaking, Senator, from one year to another 
or from one month to another? 

Senator Mituik1n. I am quite familiar with the practice of corpora- 
tions to set up reserves for contingent taxes. 

Mr. Lesor. The practice in individual companies may vary. | 
may also say that, for internal reports for internal consumption and 
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management guidance, some taxpayers may attempt to guess what 
the Congress is going to do and attempt to reflect it in their statements 
and attempt to guess what is going to happen; and, if they are forced 
to make a business decision today, they hope their guess is about 
what the tax law that is going to apply to today’s acts will be. 

In most companies that [ am familiar with, and certainly in my 
own company, we proceed on the premise that we do not have that 
good a crystal ball, and we have to work under existing legislation. 
Certainly, we would never make a report to our stockholders, nor, | 
am sure, would our auditors certify a report at the end of the fiscal 
year, in which taxes were provided on any basis other than the law 
applicable to that year at the time the report is issued. 

More specifically, Senator 

Senator Mintuikin. | do not challenge anything that you say, but 
I happen to know of many exceptions to what you say. 

Mr. Lesor. I would surmise that most of them would be internal 
statements for management’s guidance in some effort to guess what 
the effects might be, rather than for public consumption. Would that 
be a fair conclusion? 

Senator Mititikin. No. My understanding of the fact is that 
corporate Management sits down and says, ‘‘There is a threat of 
retroactive taxation that may affect us to the extent of X number of 
dollars; and, therefore, we should set up reserves to meet that tax.” 

Mr. Lesor. Our own view is that we have an obligation to our 
stockholders to report the facts to them rather than to guess on things 
of that kind, and that we might mislead them if we did not guess 
what the Congress would ultimately do. 

Senator Mituikin. You are not guessing that your establishment 
will burn down, but you take out some insurance on it. So, that 
is not a complete answer. So far as the uncertainty of taxation is 
concerned, perhaps there should not be any uncertainty. 

Mr. Lesor. That is the thing that is the important point that I 
am trying to make, Senator. 

Senator Miuturkin. But in these times we have the necessity of 
getting revenue, and a lot of the punctilios that might be normal 
necessarily have to go by the board. 

Mr. Lesor. Yes, sir. Our position is that it should not be neces- 
sary to resort to retroactive taxation to raise revenue; that the rates 
and methods should be adopted applicable to the future, to what- 
ever extent necessary, to raise the revenue, but they should not be 
applied retroactively. 

Senator Tarr. Mr. Lebor, when you say it is retroactive into these 
other years, in the case of retailers ending their year on January 31st, 
what do they do? Do they take one-twelfth of the past year? Of 
course, they do not make much money in January if you were to take 
just January. 

Mr. Lesor. That is not the way it would apply. I am glad you 
raised that question, because if you will permit me, I would like to 
elaborate on how it will end in our company. 

We end on a January fiscal year. If this House bill were to remain 
law, the taxes applicable to our fiscal year ended January 1951 would 
be raised $165,000 more than we so provided in our tax return filed 
for that year and so applied. 





REVENUE ACT OF 1951 453 


Senator Tarr. That is one-twelfth for your total tax roughly for 
the year 1950? 

Mr. Lesor. That is right. And the point that I want to make 
there is that that is by no means a measure of the January profit. 
As you indicated, January is customarily a loss month. So, in effect, 
what the House bill is doing is reaching back into our pre-Christmas 
business in 1950. 

In fact, they are reaching into some of the business that we did as 
one as February 1950, and saving that one-twelfth of that whole 

ar’s business is applicable to January, and sometime in September or 
Oc ‘tober 1951 we are going to go back and tax you on some of the 
results of your operations a year and a half before. 

Senator Minuikin. Of course, the one-twelfth is arbitary, but 
really done for the convenience of business. 

Mr. Lesor. It is the only practical way, Senator Millikin, because 
the only other way you could do it would be to re quire corporations to 
close their books at the end of every fiscal month and open up a new 
set of books at the end of every month. It is the way Congress has, 
to the best of my knowledge, always provided for the application of 
retroactive taxation, to take a full fiscal vear 

Senator MiLurkKIn. We have done that at the suggestion of business. 

Mr. Lesor. I think it is the only practical way, if retroactive 

taxation is to be utilized, but its effects are very detrimental. 

The CuarrMan. Very well. 

Mr. Lesor. I would like to proceed to point out and develop this 
thought a little more, if 1 may. 

We understand that the Revenue Act of 1951 which you gentlemen 
are now considering is not likely to become law until at least after 9 
months of the current calendar vear have passed. Assuming that a 
corporate-tax payer’s income is equally divided by months during the 
vear, it would have operated for 9 months when the normal and surtax 
rates under then existing legislation would be 47 percent. If the entire 
vear is to be subject to a 52 percent rate, this means that the final 3 
months of the current year must bear a 67 percent normal and surtax 
rate. An additional 30 percent would apply to any income subject to 
excess-profits tax, thus making the effective rate applicable to opera- 
tions after the enactment of tax legislation 67 percent on a portion of 
‘normal earnings”’ and 97 percent on the balance. 

May I interpose there to say that if the earned-income credit under 
the excess-profits tax imposed by the House was reduced from 85 
percent to 75 percent, so that there was also a retroactive feature on 
the excess-profits tax, then more than 100 percent—in fact, 109 
percent, as 1 compute it—of the income in the portion of the year after 
October 1—in other words, the last quarter—-would be taxed in 
order to end up the year with the necessary rates. 

| hope I have not made that too complicated. The point I am 
trving to make is that, if we accrue our taxes on the basis of the law in 
effect at the time this transaction was entered into and immediately 
upon the enactment of new legislation, follow the new legislation, then 
we have a situation where we have more than 100 percent tax on the 
excess-profits portion and 67 percent on the normal. 

We think that there is no justification for such rates and similarly 
that there is no justification for imposing them in disguise by accom- 
plishing the same result through resort to retroactive taxation. 
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I do not want to be understood to be taking a negative position. 
Our view is that, if it is necessary to raise this amount of dollars from 
corporations, ‘the rates ought to be higher, but they ought to be 
applied prospectively, and not retroactively. 

With respect to the proposal in the House bill under section 123 
relating to the surtax and minimum credit of related companies, 
the House bill contains a provision which would limit a group of 
related corporations to one surtax exemption and one minimum 
excess-profits credit. This appears to be an unwise provision of the 
bill which would produce very little revenue, and it should be com- 
pletely eliminated. 

The provision is apparently designed to prevent tax avoidance 
through corporate manipulations. If that is the case, the present 
statutes contain ample authority for the Treasury to prevent such 
actions without the addition of a provision which would bear so heavily 
on business. 

oo doubtless aimed at larger corporations, this provision 
would in reality bear most heavily on smaller businesses. Small 
business over the years has expanded through the use of incorporating 
new ventures separately. Taxing away retained earnings will not 
encourage growth. 

In addition to retarding growth the provision will penalize many 
retail businesses which operate in more than one State and which 
have incorporated in each State to make compliance with State 
laws easier and more efficient. 

Furthermore, many companies which now have a multiple cor- 
porate set-up have made their loan arrangements on this basis. To 
Impose a new and severe tax liability on these corporations will 
prevent their amortizing their loans on schedule and may in many 
instances force defaults with unfortunate consequences. 

I now come, Senator Millikin, to the portion devoted to our sugges- 
tions for raising additional revenues if our recommendations will not 
raise adequate amounts. 

On the subject of excise taxes, historically, retailers have opposed 
all types of consumption taxes on the basis that they reduce consump- 
tion, that they fail to recognize the principle of ability to pay and that 
they constitute obstac les to the long-term national objective of 
maximum production and full employment. 

Today, retailers, while still of the same conviction on a long-term 
basis, are now far more concerned about the hazards of inflation and 
its tremendous threat not only to the entire defense effort but to our 
basic national welfare as a whole. 

Retailers believe that selective taxes, other than the traditional 
ones which have been embedded in our tax structure over the vears, 
have'no place in a well-designed and equitable tax system. Selective 
excise taxes either at the retail or manufacturer level are essentially 
discriminatory in nature. They single out classes of products for 
taxation produced by classes of producers and classes of workers, 
leaving other classes of products, producers, and workers in a pre- 
ferred economic position. They penalize the industries and the 
workers involved, and the absurd situations they produce are endless. 

All of the products now subject to excise taxes, with the exception 
of those which are traditional and make huge contributions to the 
total revenue, are products which, with few exceptions, many people 
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feel compelled to buy for one reason or another. In many cases they 
force diversion of spendable income curtailing the free choice of prod- 
ucts to be purchased out of income by our citizens. 

Many of these taxes have been defended on the basis that they are 
levies on luxuries. We suggest to this committee that ours is a luxury 
standard of living. Our high standard of living economy, in a very 
basic sense, is hung on the production and sale of goods which people 
are not compelled to buy. What some are pleased to call luxuries are 
simply the pluses of life which make people work harder to secure. 
The fact is that if it were not for the tremendous consumption in these 
so-called luxuries, even the necessities of life would be harder for our 
people to obtain. The difference between full production and full 
employment on the one hand, and closed plants and millions of unem- 
ployed on the other, lies in production and distribution of the vast 
numbers of products which the families of America can do without 
and still maintain a healthy existence. 

In order to raise any important revenue from limited groups of 
products, high tax rates are necessary and the high rates result in 
decreased demand and decreased tax revenue, not only from the excise 
tax itself, but from individual and corporation income taxes from 
producers, distributors, and workers involved in those products. 

Our retail tax committee has studied whether such a broad base tax, 
if it were imposed, should be at a manufacturer or retail level. Re- 
tailers have a vital interest in either case, since the retailer is called 
upon to collect the tax at the point of sale. While retail opinion is 
not unanimous, the large majority of retailers and retail groups would 
favor the tax as a retail sales tax as by far the lesser of two evils. 

Senator Mitiikin. Yes. But the tax group of the National Manu- 
facturers Association gave us their opinion that a manufacturers’ tax 
generally speaking would not be passed on, and would not multiply 
as it goes up; in other words, that the usual mark- ups would be diere a 
garde 1d, 1 think it was said, through fore e of competition. 

What is your opinion of that opinion? 

Mr. Lepor. | do not agree with it. I unequivocally disagree. 

The Cuarrman. How would vou impose another retail tax on the 
29 States that already have a retail sales tax? 

Mr. Lepor. It is possible , Senator George. 

The CuarrMan. Would it not be pretty 

Mr. Lesor. Burdensome? 

The CuarrmMan. Burdensome. 

Mr. Lepor. It would be burdensome to us, and in this respect: it 
would be burdensome to us administratively. 

Senator ConNALLY. How about the consumer? It would be bur- 
densome to him, would it not? 

The Cuarrman. It would be burdensome all around. 

Mr. Lesor. In this respect we are taking the same position that 
we did in answering a question of Senator Millikin earlier. We are 
urging a form of taxation here that would be burdensome to us ad- 
ministratively, and which from perhaps the narrow point of view 
would be burdensome to our customers and therefore have an adverse 
effect on us. But we believe that what is best for the economy is best 
for us, and therefore we are urging that if revenue is needed, this 
method be used. 
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The CHarrMan. That is a very broad view of it. But I do not see 
how, when you have 29 States now with a retail sales tax, you can 
suggest that a Federal retail sales tax be imposed on top of that. It 
looks to me like an ethereal and impractical sort of proposition. 

Mr. Lesor. | agree that it has disadvantages, but we are approach- 
ing it from the standpoint of the lesser of evils. We feel that if the 
Congress concludes that it is necessary to raise substantial billions of 
additional revenue over and above what we have now, it is very im- 
portant that the methods be used that will not throw our high-level 
economy into low gear. 

The Cuarrman. I can appreciate that. I do not think there is any 
question about pyramiding a manufacturers’ tax. 

Mr. Lesor. You are perfectly right. It would be administratively 
difficult. 

The CHARMAN. Strong competition over a period might eliminate 
undue pyramiding, but I am completely stymied when you talk about 
putting another retail sales tax on top of the 29 retail sales taxes al- 
ready in operation in the country, in 29 of the States. 

Mr. Lesor. We are now unfortunately faced with the circumstance 
of collecting multiple taxes at the sales level. We have exactly that 
now with respect to many products, all those that are subject to exist- 
ing Federal excise taxes. 

The CuarrMan. I know. But you do not have it with respect to 
all products. 

Mr. Lesor. It would be much simpler—in fact, what 1 urge later 
in this statement is a flat tax with minimum exemptions, because 
that is where the administrative burden would fall. 

The CHarrMAN. Proceed with your statement. 

You can get around it whenever the States are perfectly willing 
to surrender their own power of taxation by letting one Federal tax 
be imposed and some of it sent back to the States. I never have 
wanted to accept that theory, because it has too many implications 
that I do not like. But you can do it that way. 

Mr. Lesor. We come to it, Senator, only approaching it from the 
viewpoint of the lesser of two evils, and also urge it only for a period 
of emergency. 

Senator Tarr. Mr. Lebor, would you say that a 5-percent retail 
sales tax on the same products over the whole thing would raise as 
much as a 10-percent manufacturers’ sales tax? 

Mr. Lepor. I do not have figures here to support that, but it is 
our judgment that it would, provided the exemptions are minimum, 
as we would urge. 

Senator Tarr. I am saying, assuming the same exemptions, what- 
ever they are, that it would be about half the rate on retail sales 
and would produce about the same amount as the manufacturers’ tax? 

Mr. Lesor. If it would have to be that high. It might even be 
less than half. 

Senator Tarr. In Ohio we have a 3-percent sales tax. If you had 
a 5-percent tax, | suppose you would just work it on an 8-percent 
sales tax and then you would divide the money? 

Mr. Lepor. That is right, if the exemptions were coordinated. 
Of course, as you know, Senator, in Ohio we have the bracket system, 
and so on. But if it was just a flat 8 percent of all gross sales, that 
is just what we would do. 
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Senator Tarr. Instead of taking a 3-percent tax, you would collect 
an 8-percent tax? 

Mr. Lexsor. That is right. 

On Sentor George’s s point, I would like to say that administratively 
it is much easier than what we have now. I happen to be in the 
department-store business. In department after department we now 
have the problem of collecting Federal excise taxes, but we have to 
organize ourselves to do it on a selective basis. We do it in this 
10 feet of selling counter. Let us say we are selling drugs over here, 
and over here something that is not subject to the Federal excise 
tax. So we have to have a different organization and procedure. 
And so we go, all over the store. If we could do it on a simple, 
horizontal basis applicable to all sales, I think it would, if anything, 
minimize our administrative difficulties. 

The Cuarrman. You proceed and develop your thoughts. 

Senator Tarr. Of course, that is not quite true of a chain-food store, 
where presumably there would be, even among your minimum exemp- 
tions, a lot of exemptions. 

Mr. Lepor. Senator Taft, I believe that the food chain members 
of our committee feel rather strongly that the administrative prob- 
lem would be the most important one to them, and they would urge 
no exemption to them if there is to be a Federal sales tax on food. I 
do not speak for that association as such. 

Senator Tarr. I think if you considered it at all, you would have 
to exempt food. I do not see any other way to give the relief to the 
bottom of the income scale that would be necessary, I think, if we 
returned to this kind of law. I do not think we can escape exemp- 
tions on food. Of course, we have exemptions in Ohio on food today, 
as you know. 

Mr. Lesor. That is right. The food chain people agree that they 
would have a difficult administrative problem if they had to collect it 
on a selective basis, but the department-store industry had the same 
view when we had to start collecting Federal excise taxes on a selec- 
tive basis. We have managed to survive so far. 

It is a little burdensome at times. Maybe they would find ways 
and means of doing likewise. 

Senator WruuiaMs. Is it your theory that a sales tax at the retail 
level would make the people a little more sensitive to Government 
waste? 

Mr. Lesor. Very much so, Senator Williams. 

Senator WiiuiaMs. And a little more conscious, and thereby it 
might cause them to be more critical. 

Mr. Lesor. We think so. We believe the tax should be out in the 
open. We would not recommend a tax solely for that reason, but I 
believe that is one of the advantages of a sales tax at the retail level 
rather than at the manufacturers’ level. 

The CuHatrMan. Very well. 

Mr. Lesor. With respect to the retail sales tax, through experience, 
retailers have become convinced that there are basic defects in excise 
taxes at the manufacturing level. These objections are as follows: 


First, the early incidence of the tax in the production-distribution 
system. The tax is due at the time of the sale of the taxed product 
It must be financed at each stage of distribu- 


. 


by the manufacturer. 
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tion, through the wholesaler, the jobber, and retailer. The tax be- 
comes as much a cost as the cost of the product itself. 

The tax is of necessity pyramided and produces additions to the 
retail price far in excess of the tax imposed. Thus, the impact upon 
the price level is far greater than the amount of revenue produced by 
the tax. Because it is hidden, necessarily, in the price at the various 
levels of trade it has an impact on the cost of living, and on the Con- 
sumers’ Price Index with all that this implies, and an impact greater 
than that of the tax itself. 

Such a tax increases the costs of distribution. The manufacturer 
tax embedded as it must be in the price at all levels, increases the 
cost of financing inventory, insurance, property taxes, and rental 
and wages which are frequently based upon sales. 

Second, the tax is hidden. Retailers believe that it is sound policy 
to bring all taxes out into the open where they can be seen and 
recognized. 

Third, the tax would tend to become permanent. The imposition 
of manufacturer excise taxes at levels high enough to produce sub- 
stantial revenue would in itself create serious problems when the need 
for emergency revenue has passed. A tax at the manufacturer level 
becomes a substantial part of inventory value, inflating that value to 
a degree that might easily result in tremendous financial losses at the 
time of removal. It is highly probable that retailers themselves 
would be forced by sheer necessity to oppose the repeal of the tax. 

For these reasons retailers believe that a broad-base excise tax 
system at the manufacturer level contains serious disadvantages in 
comparison with such a tax imposed at the retail level. 

The retail groups believe that if more revenue is needed to balance 
the budget a Federal retail sales tax offers the best additional source. 
If such a tax is considered by this committee it would not be opposed 
by most retailers who would have to handle the burden of collecting 
and accounting for tax collections on billions of individual retail 
transactions. 

Such a tax should be written so as to be most easily collected and 
administered, having in mind that 29 States and many cities now 
impose retail sales taxes that are not uniform in rates or exemptions. 
The ideal tax to collect and administer is a tax at a uniform rate with- 
out exemption. 

We have made our case against such a system imposed at the manu- 
facturer level. Based on the considerations herein stated, the retail 
industry committee has taken the positon that if essential to a pay- 
as-we-go policy, the Congress should seek the revenue needed through 
a broad-based retail excise tax system. Our committee believes that 
such recourse is sound and equitable to all citizens under present 
circumstances. Our committee has not attempted to produce esti- 
mates of revenue from such a tax. It believes that a comparatively 
low percentage of tax on sales at retail would produce more revenue 
than a much higher tax at the manufacturer level and with less inter- 
ference with normal trade practices. It recognizes the administrative 
problems involved in such a tax, but they have been solved in the 29 
States now having retail sales taxes. 

To repeat, the retail industry committee takes this position because 
reason and logic has forced it to this conclusion. It believes that the 
retail sales tax is far superior from every standpoint to either a selec- 
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tive system or to a broad base manufacturer tax. The prime moving 
force that has brought our committee to this conclusion is the threat 
of inflation involved in deficit financing. Our committee believes that 
the unavoidable impact of further deficit spending upon the price 
level, even with the most effective price controls possible, would cost 
the families of America far more in increased prices of all things, lux- 
uries and necessities alike, than any retail sales tax your committee 
might in its wisdom determine to apply. 

Should the Congress see fit to impose a broad base retail sales tax, 
it should be on a year-to-year basis with prompt repeal when the neces- 
sities of a pay-as-we-go policy permit. 

Now, to summarize, gentlemen, the principles of this statement may 
be summarized very briefly as follows: 

More emphasis should be placed upon balancing the budget by 
limiting expenditures rather than solely by increasing taxes 

Tax legislation should be designed to a greater extent to stimulate 
a high-level economy upon which existing tax collections are vitally 
dependent. 

3. Numerous revisions should be made in the sources of revenue 
tapped and allocations of the tax burden upon different segments of the 
economy in order to minimize the otherwise deadening effect of taxa- 
tion on enterprise. 

4. Taxing prewar normal earnings at punitive excess profits rates 
is highly objectionable. 

5. The impact of numerous provisions of the House bill should be 
softened and some entirely eliminated. 

6. Retroactive taxation is unconscionable and should be rejected 
in a manner that will restore confidence in the future. 

7. If as a result of adopting these principles there is a need for a 
substantial amount of revenue which cannot be made up by increased 
efficiency and real econémy, and if consequently the Congress de- 
cided to raise this amount by the use of excise taxes, then a broad 
based excise tax, at the retail level without exemptions, is the proper 
method to select. 

Thank you, gentlemen, for the opportunity of presenting the views 
of our industry and committees. 

Senator ConNALLy. Have you got a sales tax in Ohio? 

Mr. Lepor. Yes, sir; we have a 3-percent tax, Senator Connally. 

Senator Connatiy. How much more do you want to put on top of 
that? 

Mr. Lesor. We are prepared to accept whatever level—— 

Senator CoNNALLY. You are prepared to accept it. But what about 
the consumers? You do not represent all the consumers, do you? 

Mr. Lesor. We certainly have to be very conscious of their view- 
point, Senator Connally, because we would not stay in business very 
long if we were not very sensitive to the consumer viewpoint. We 
believe that the consumers’ ability to buy and consume merchandise 
is affected by whatever kind of tax bill ‘the Congress in its wisdom 
adopts, and we are expressing our view that they will be able to buy 
and consume more merchandise with the kind of tax program we are 
urging because we do not think that it would be—— 

Senator Connauiy. Do you think that the buyer consumes more, 
the higher the tax? 

Mr. Lesor. No, sir, I did not say that. I say that that is the kind 
of tax program that we are urging in lieu of the tax bill. 
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The CuarrMan. Would you figure on putting a tax on goods pur- 
chased for use in the establishment? 

Mr. Lesor. We would consider that to be consumption. Our 
thinking is that the—— 

The CuarrMan. Would you subject that to the retail sales tax? 

Mr. Lesor. On that partic ‘ular item, Senator George, personally I 
would see no objection to it. Our general philosophy is that the tax 
at the consumption level is the theory that we favor. 

The CHarrMan. | see. Of course, you have a very impressive 
statement. 

Mr. Lesor. Thank you, sir. 

The CHArRMAN. It seems to me that the serious objection is the 
fact that you simply duplicate by piling on top of existing retail sales 
taxes in 29 States now a Federal sales tax. It may be that the ad- 
ministrative and practical difficulties would not be as great as I 
envision. 

Mr. Lexsor. Senator George, may I say on that, we are 100 percent 
in agreement with you if ways and means can be found to effectively 
balance the budget without resorting to it. We hope that that is 
possible. We certainly agree that we would have a healthier econ- 
omy, and that retailers, manufacturers, consumers, and everyone else 
would be better off. 

The CHarrMan. I can see in the case of a department store, in your 
line of business, for instance, that you are collecting two taxes now 
in the States, a Federal tax on part of your merchandise and your 
products, and a state tax on all of it. But that is not universally 
true when you come down to the little corner store in a small village. 
They carry on the whole very few items on which there are Federal 
excise taxes. They have a few, but they do not have much trouble 
carrying those in their heads. ; 

Mr. Lesor. That is right, although the list has been broadening, 
Senator. 

The CuarrmMan. Very well, sir. 

Senator Tarr. Mr. Lebor, do you know offhand just how much 
money is collected in Ohio from our sales tax? 

Mr. Lesor. About $165 million, as I recall it. I am more conscious 
of it from the standpoint of the amount that comes back to Cincinnati. 

Senator Tarr. Thank you. 

Mr. Lesor. I would be glad to supply you with those figures 
rather than to rely on my recollection, Senator, if you will permit me. 
May I send them to your office? 

Senator Tarr. I think I am really interested not so much in that 
as in some estimates on what the tax would produce in the Nation 
at large. I was just using that as a step to guess what it would 
produce and what different rates would produce. I should think 
that if this is to be considered at all, the people would like to know 
what the rates would be, if you have any figures on that, and what 
the results would be and what money we would get. 

Mr. Lexsor. May I be permitted to file a memorandum with the 
committee, Senator? 

The CHarrMAN. We will be glad to have it if you do so. 

Senator Kerr. You will base one on the entire amount of con- 
sumption, and then base the other on the entire consumption but leav- 
ing out food. 
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Mr. Lesor. I will do that, Senator Kerr. 
(The following table was subsequently supplied for the record:) 


Estimated revenue possibilities from a broad-based excise tax levied at the retail level 
submitted to U. S. Senate finance committee by retail industry committee 


{Millions of dollars] 


(1) Estimated 1951 retail sales: 
I a acelin siti ae a ee 
Food 1 32, 200 


MEE ato ne wo a brewed aeeuas eo oe eres giricimacwe ee 

123 percent of total retail; this being the relationship existing in the 1948S census figures as indicated by 
attached figures. 

(2) Estimated revenue per 1 percent retail sales tax, no exemptions, equals 
$1,400, estimated revenue per 1 percent retail sales tax, food exempted, equals 
$1,078. 

(3) An additional substantial amount of revenue could be raised by taxing 
additional items (not sold through retail establishments) at the point of sale for 
consumption. The amount of revenue would depend upon the definition of 
consumption, 

Senator Mituirkin. They usuaily exempt drugs, too, do they not? 
Where they have exemptions, do they not usually exempt medicines 
and drugs? 

Mr. Lesor. That is not true in Ohio. Of course, vou do get into 
administrative difficulties. For instance, grass seed is exempted in 
Ohio now. I have just been doing a little work on my lawn recently 
and I am conscious of that. 

Those are the administrative problems that make it difficult, but 
drugs are not. 

Now, in some other States—as a matter of fact, my company 
operates in a number of States. We operate in Ohio, New York, 
Massachusetts, Texas, Wisconsir, and Oklahoma, and we have some 
touch with some of these States, and it is the lack of uniformity that 
is the difficult part of the administrative problem. 

Senator Miiurkin. Mr. Chairman, I would like to say that, inde- 
pendent of what might be the merits of the proposal that has been 
made here, I think that the gentleman’s statement has been a fresh 
breeze in this committee—for a business organization to come in here 
and put its main emphasis on the national welfare as distinguished 
from its own immediate welfare. 

Senator Tarr. Even if they reflect on the blindness of Democratic 
Congresses. 

Senator Kerr. The committee is perfectly aware of the basis of 
the conclusions reached by our good friend. 

Mr. Lepor. Senator Kerr, may I say on your point of view, we 
are very, very conscious that with the 150 million people in this 
country, their reactions are the important factors to retailers. We 
have to be very sensitive to what we consider to be their best inter- 
ests. We could be wrong. This is our reflection of what we think is 
right. 

Senator Kerr. I am perfectly aware of that. I assume that you 
go on the theory that if they do not trade with you, it is because they 
have deliberately closed their eyes. 

Mr. Lesor. | am willing to admit, sir, that in the haste of my 
preparing this, probably I chose some bad words. But the thought——— 

Senator Kerr. I am sure I got your thought, yes. 
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Mr. Lesor. There was no disrespect meant. 

Senator Connau.ty. Do you think if there were a referendum held 
of the consumers in the United States, the people who buy your stuff, 
they would favor an additional sales tax? 

Mr. Lesor. I am not prepared to say on that. But I think that 
we in business management have to make our decisions on how they 
are going to act, and not on what they are going to say. 

Senator Conna.Lty. I am talking about the consumer now. 

Mr. Lesor. You are talking about the referendum? 

Senator CONNALLY. I am not talking about these big fellows that 
own. all these department stores. 

Mr. Lesor. Mostly retailers, Senator Connally. 

Senator CONNALLY. You want to put the tax on the consumer in- 
stead of yourselves; is that not right? 

Mr. Lesor. We want to put the tax at the consumption level 
rather than relying so heavily on corporate income and excess-profits 
taxes and high level, middle, and upper income brackets. 

Senator CONNALLY. You are against the excess-profits tax, of 
course? 

Mr. Leror. Yes, sir. I think it is impossible to write a bill that 
adequately measures what is normal profit and what is excess. 

Senator Kerr. As I understand your thesis, it is this: The sug- 
gestion that you have made of the tax at the consumption level will 
actually produce more revenue at less cost to those who would even- 
tually pay it than the others that have been suggested? 

Mr. Lesor. That is exactly right, because that additional cost will 
not be passed through the cycle, both in the cost effects and in the 
profit margin, or markup, that is added at each level of manufacturing 
and distribution. 

Senator Mriuik1n. I was going to say, we have a couple of things 
to think of here. One is, when we get through with all these taxes, 
what is the total tax burden of the people in these lower brackets 
that are affected by this? And at what point do you have another 
cycle of wage increases that will start off another spiral of inflation? 

I am anxious to have somebody come up with some figures that will 
show us what this total burden will be, Federal, State, and municipal, 
on those who are in the lower brackets. 

Mr. Lespor. By brackets? 

Senator MILLIKIN. Yes. 

Mr. Leror. We agree that that certainly is the critical question. 
That is the important thing. And the answer to that I think will 
throw great light on the question Senator Connally asked, what 
would be the effect. 

Senator Minuikin. I can give you a quick answer on Senator 
Connally’s question. If the Treasury thought that the consumers 
would approve this sales tax, they would be over here urging it. 

Senator Tarr. There is another question, though, that I can raise. 
If the Treasury relied on the people to vote for taxes, they would never 
get any increased taxes of any kind, if that is going to be the criterion 
of whether we impose taxes or not. 

Mr. Lesor. That was in my thinking in answering Senator 
Connally’s question. 

The CuarrMan. You do not think that the income taxes are all 
passed on to the consumer, do you? 
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— Lesor. Yes, I do. I think that income taxes are an element 
of cost. 


The CuarrmMan. All income taxes? 

Mr. Lepor. Yes, I certainly do, for this reason, Senator George: 
The net profit that is retained after all disbursements have been made 
has to bear a relationship to the capital that is invested in a business 
to produce it. If that relationship is not right, new capital cannot 
be attracted for an expanding economy, and management cannot 
justify retaining earnings and reinvesting it in the business. 

The Federal income taxes, as well as State, are just as much a cost 
of doing business as any other item of disbursement. It so happens 
that they happen to be measured against an accounting background 
of coming down to a figure that many people unfortunately call profit, 
or earnings, or something of that kind. 

Senator Mitiikry. Do not all taxes reach the consumer ultimately? 

Mr. Lesor. Certainly. 

Senator Miturkin. There may be a lag or two, but ultimately all 
taxes are paid by the consumer; is that not correct? 

Mr. Lesor. That is correct, sir. 

Senator Minuikrn. Making allowance for degrees of repercussion. 
The first impact may not be paid by the consumer, but as you go 
along the line, ultimately the consumer pays it all; is that not correct? 

Mr. Lesor. That is correct. That is wh® at the beginning of my 
statement I said that we did not think thet the House bill distributed 
that in the way that would have the best effect on a high-level economy. 
They all affect it, but they have different impacts. 

Senator Minirkin. That is right. 

Senator ConNALLY. You would repeal all income taxes if you had 
yur way? 

Mr. Lezor. No, sir. 

Senator CONNALLY. You said you were against them a while ago. 
Mr. Lenor. J did not intend to say that, Senator Connally. 

The CuarrmMan. We thank you very much, Mr. Lebor. 

Senator Tarr. I would like to pass this on. I think a statement 
that was made was a little broad. I do not think that all income 
taxes are passed on. I think that that part of it that is deducted in 
the payroll, in the long run, beconies the cost of doing business pretty 
much, but the rate above that, I doubt if they are passed on. 

Mr. Lesor. I would accept that. I think when I answered Senator 
Connally, I was thinking more of corporate taxes. I think I would 
agree with Senator Taft on personal income. 

The Cuarrman. Yes; I think you must have had that in mind. 
I do not think that all individual income taxes can be said to be passed 
on to the consumer. They are borne in part by the earner of that 
income. Of course, ultimately the whole burden of taxation comes 
to your whole group of consumers. There is no question of that. 

Senator Tarr. That, at least, is one of the theories of taxation. 

Mr. Lesor We in retailing can feel it. I think we felt it very 
much in March of this vear in the collections of our charge account 
customers. We had a very broad reduction in the rate of payment of 
charge accounts, and it was a little disturbing to some of us that our 
inquiry among our stores and members indicated that the March 15 
payments fell with unexpected impact on some of our customers. 

The CHarrMAn. We thank you very much for your statement. 

. Mr. Lezor. Thank you for the privilege of appearing. 
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(The following letter supplementing Mr. Lebor’s statement was 
subsequently received for the record:) 


AMERICAN RETAIL FEDERATION, 


Washington, D. C., July 16, 1951. 
The Honorable WATER F. GreorGeE, 


United States Senator, Washington, D. C. 


Dear SENATOR GEORGE: Members of the American Retail Federation and of 
the Retail Industry Committee are concerned over repeated statements made to 
your committee to the effect that a manufacturers’ sales tax would not be passed 
on to the consumer in an amount in excess of the acutal tax imposed, or in other 
words, be pyramided. 

Mr. John F. Lebor, speaking for the Federation and the Retail Industry Com- 
mittee before your committee Friday, July 6, definitely stated that manufacturers’ 
sales or excise taxes are pyramided. This was done both in the formal] statement 
and in reply to questioning. 

The purpose of this letier, therefore, is simply to supplement Mr. Lebor’s state- 
ment. A manufacturers’ sales or excise tax, whether stated separately or not, 
becomes a part of the cost of goods to the retailer and as such is subject to the 
normal percentage mark-up for the particular item in question. 

Over a long period of vears retailers have found that to operate successfully 
they must have a definite percentage margin over cost, a margin which varies, of 
course, between kinds of retailers and for different items. 

A manufacturers’ excise tax is just as much a part of the retailer’s cost as is a 
new increment of cost which might arise out of a manufacturer’s wage increase, or 
in other increases on the cost of raw materials. Since no one could logically expect 
a retailer to refrain from placing his normal mark-up on cost increases arising from 
these causes, why therefore sheuld a retailer be expected to refrain from considering 
the tax as a part of cost and treating it in precisely the same manner as any other 
cost would be treated? 

A manufacturers’ excise tax must of necessity be paid by the retailer when he 
purchases the goods to place in his inventory. The money invested in the tax 
part of the cost of the item must earn a return in the same manner, and at the 
same rate as money invested in other parts of the cost of the item. 

There is one other aspect of this subject which I should like to call to your 
attention. 

It was generally reported in the press that the American Retail Federation and 
the Retail Industry Committee in the presentation to your committee, urged the 
enactment of a broad based retail-sales tax in lieu of the proposed tax increases 
in the House bill. This was not the case. 

Our position can be summarized briefly as follows: 

tetailers are traditionally opposed to taxes on consumption, as contrary to 
the objective of increased production and an expanding economy. 

They believe, however, that some of the increases in income taxation proposed 
by the House bill are too severe; that they are dangerous to our economy and 
therefore should be modified. 

If as a result of these modifications there is a need for a substantial amount of 
revenue which cannot be made up by increased efficiency and real economy on 
the part of the Federal Government, and if consequently the Congress decides 
to raise this amount by the use of excise taxes, then a broad based excise tax, at 
the retail level without exemptions, is the proper method to select. 

Sincerely yours, 
Row Lanp JONEs, Jr. 


The CuarrmMan. Mr. Thomas N. Tarleau? We are glad to see you 
back again, sir. 

Mr. Tarueav. Thank you, sir. 

The CuarrMAN. Please identify yourself for the record. 


STATEMENT OF THOMAS N. TARLEAU, NATIONAL RETAIL 
FURNITURE ASSOCIATION 


Mr. Tarteav. My name is Thomas N. Tarleau, T-a-r-l-e-a-u, and 
T am appearing for the National Retail Furniture Association, which is 
an association of almost 9,000 furniture stores of all sales volume, 
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located throughout the United States, which account for approxi- 
mately 70 percent of the furniture store sales in the United States. 

The reason for our appearance before the committee is this: A large 
part of our membership uses the installment basis for reporting 
their income, and unless an equitable provision for the imposition 
of tax is provided, installment-basis taxpayers may pay a greater 
tax in a period of emergency than accrual-basis taxpayers, because 
of the technical operation of the installment method when distorted 
by emergency tax rates, governmental restrictions in credit terms, and 
supply conditions, as affected by governmental action and armament 
produc tion. 

In other words, installment-basis taxpayers will be paying at the 
rate of 52 percent if the House bill becomes law on incomes on which 
accrual basis taxpayers paid at rates var ving from 38 to 42 percent. 

This inequity is the same as moved the Congress to provide the 
relief for installment-basis taxpayers in section 455 of the Excess- 
Profits Tax Act of 1950, to avoid a gross and harsh discrimination 
which inevitably arises for installment-basis taxpayers under these 
emergency conditions. 

We have a statutory provision which we believe is simple to adminis- 
ter, and which would meet this period of emergency, which we believe 
will last about 2 years; and, finally, the point I would like to stress 
before I get into the details of my statement is that the installment- 
basis taxpayer is not asking for any relief unless he pays at least as 
much tax as the accrual-basis t axpaver on identical income: in other 
words, this is not an attempt to lower the tax on installment-basis 
taxpayers—far from it. It is an attempt to equate the tax burden 
between installment-basis taxpayers and taxpayers that report 
their income on the accrual basis. 

Senator Conna.L.ty. When you say installment taxpavers, you mean 
your customers pay on installments? 

Mr. Tarueav. Precisely; and I would like to explain just that. 

Ever since the inception of the income tax, Senator, taxpayers 
doing an installment-basis business have generally found it necessary 
to avail themselves of the installment basis of reporting income, and 
that is provided for by the Internal Revenue Code. 

Such businesses require this method so that they can pay their 
taxes as they collect cash from their outstanding accounts. 

In other words, an installment-basis taxpayer on a sale which is 
consummated, let us say, in 1948, for a sale of a set of furniture, 
would pay his taxes as he gets the cash from his customer. 

If the customer pays over a period of 24 months, he will report his 
profit ratably as the cash is received from his customer, instead of 
reporting the profit entirely in the year in which the transaction 
occurred. 

He needs this method, and will continue to use it, despite the fact 
that the upward curve of tax rates since the inception of the oe 
income tax has caused installment-basis taxpayers actually to pay 
more tax than if they had adopted the accrual basis. They do it 
because they need the cash from their customers in order to pay 
the 

Senator Tarr. Mr. Tarleau, what was done when they boosted the 
rates during the Second World War? Was there relief furnished at 
that time? 
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Mr. Tarueau. No. Relief, as I recollect it, was not furnished at 
that time. If you will recollect, the increases were not as staggering 
as from 38 to 52 in the 24-month period. 

The installment-basis taxpayer faces this problem: A transaction 
which takes place in an earlier year will be reported for taxation in 
some later period, as the amounts are collected. If the tax in the 
earlier period, the tax in the year in which the transaction took place, 
is lower than the taxes in the years in which the tax is collected on 
the same economic transaction, he will have to pay a higher rate of 
tax than someone who is in the position to pay the tax immediately 
at the time the transaction took place. 

The installment-basis taxpayer enters into the installment basis 
with his eyes open. He realizes, or he should realize if he is at all 
alert, that, by and large, income taxes at the corporate level have 
been steadily going up, although not as markedly as they have during 
their period of emergency. 

The problem is this: That in a period of emergency, not only do 
these tax rates go up sharply, more sharply than he could have an- 
ticipated, so that the inequity becomes very much more pronounced, 
but there is another difficulty, and that is that his income during that 
period of emergency is affected by circumstances, such as govern- 
mental regulations of credit, and supply conditions, which make the 
normal flow of his income further distorted, so that not only are the 
tax rates higher than he had anticipated at the time the transaction 
took place, but he has income bunched in a period which is a further 
distortion, and I would like to go into that. 

Senator Tarr. In other words, they have to be paid faster. 

Mr. Tarueavu. The installments have to be made faster, and the 
down payments have to be larger. 

An installment-basis taxpayer in a given year will receive amounts 
from past years, and will be deferring amounts to future years. To 
the extent that an installment-basis taxpayer defers to future years the 
same amount as he collects from past years, he is in the same position 
as an accrual-basis taxpayer, except, of course, he has his big backlog 
that he will have to account for in future years. In other words, if 
his business keeps on being done on an even keel, and he defers about 
the same amount that he collects, his tax burden is not vastly different 
from the tax burden of an accrual basis taxpayer, but when he collects 
from past years and is not able to defer substantially a similar amount 
to a future period, he has all the proceeds of that year’s sales, plus the 
proceeds of previous years’ sales, both taxable at these high rates, and 
that is the problem that confronts us. 

Senator Tarr. What is your proposal and, of course, how do you 
balance it if rates go down again? He gets an advantage when the 
rates go down. 

Mr. Tarieav. Yes. We have a simple amendment of which I 
would like to give the purport. Our proposal is this—— 

Senator Miiurkin. I wonder if you would be good enough—I hope 
I have not been inattentive, but would you make the whole thing a 
little simpler by giving us two cases, one on one basis and one on the 
other? 

Mr. Tarueav. Yes; I will be glad to do that. 

Senator MiLirkin. Just give us two simple cases. 

Mr. Tarveav. Yes; I will be glad to do that. 
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Senator Miturkin. Will you do that? 

Mr. Tarueav. Yes, indeed. 

Let us assume for the moment that we have an installment-basis 
taxpayer who at the end of the year 1950 still has owing to him from 
his customers on account of sales that took place during 1950 and 1949 
and 1948, $200. 

Senator Mitiikin. You are pot talking about the ultimate con- 
sumer; you are talking about the man who sells, the seller. 

Mr. Tarueav. I am talking about the seller. 

Senator MiLurkin. Yes; all right. 

Mr. Tarteavu. Yes. That is the one that we call the installment- 
basis taxpayer. 

Senator MiLiikin. Yes. 

Mr. Tarueav. Let us assume that the taxpayer has still owing to 
him in what we call the unrealized gross profit account at the end of 
1950, $200. 

Senator MiILuikin. Yes. 

Mr. Tarieavu. We will assume in the year 1951 he makes certain 
sales. Let us say that during the year 1951 he sells, let us say, $1,000 
worth of furniture on which he has a profit on 1951 of $350. 

Senator Miiuikin. Realized profit in 1951? 

Mr. Tarveav. A realized profit of $350. 

Now, of that $350, of that realized profit of $350, let us assume that 
one-half of it, or $175, Senator Millikin, is not collected in 1951, and 
is deferred to a future period. 

Now, that $175 which is deferred until a future period, being on 
installment basis, he does not account for in the year 1951. Let us 
assume that he collects in 1951 out of that $200 coming to him from 
previous years, $175. That $175 becomes part of his income in 1951 
under the installment basis of accounting, even though it represents 
prior years’ transactions. 

That $175 exactly matches the $175 that he is deferring to a future 
period, so he will pay a tax at 1951 rates, whatever they be, 52 percent 
if the House bill becomes law, or whatever rates Congress finally 
enacts, on $350, the $175 being from past periods, and the $175 repre- 
senting the collections actually made out of that vear’s sales. 

That $350 puts him in exactly the same position that vear as if he 
were on the accrual basis, the reason being that he deferred the same 
amount as he collected from a previous period. 

He pays at 1951 rates on an amount of income which fairly reflects 
1951 income. He pays on the same amount as an accrual basis tax- 
payer would pay. 

Unfortunately, what happens on the installment basis of accounting 
during 1951 and 1952, or what is likely to happen because of the 
imposition of Government controls, like regulation W that went into 
effect in the last quarter of 1950, is that of that $350 profit, which I 
have assumed took place because of the 1951 transactions, he is not 
able to postpone $175 to a future year. 

Let us assume, for example, that $200 is collected during the year 
1951. In that event, the installment-basis taxpayer's income for 
1951, instead of being $350, which is the same as the accrual basis 
taxpayer’s, becomes $375. That $25 is the amount taxed in 1951 at 
1951 rates, merely because of the use of the installment method of 
accounting. It is a distortion to that extent, and all that we are 
seeking is relief with respect to that $25. 
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In other words, we ask for no relief except in the event that we pay 
at least as much as an accrual-basis taxpayer does with respect to 
income earned in 1951. 

It is only where the installment basis income is in excess of the 
income on the accrual basis that we seek any relief, and that takes 
place only because of the fact that more income is collected from previ- 
ous years on the installment basis than can be deferred to future years. 

Senator Minuikin. How do you answer Senator Taft’s suggestion 
as to what you would so, assuming that the tax burden grows less? 

Mr. Tarteav. Yes. Well, that is a very pertinent question, and 
that is the first one that the joint committee staff, with whom we 
consulted, and others, asked us. 

In the first place, let me point out that we ask for this relief for a 
period of 2 vears, and the reason we ask for it is this: This is called for 
by reason of this bunching of income. 

This bunching of income is called forth by credit restrictions, 
material shortages, and so on. 

Now, we hope that these past amounts which we are collecting 
from previous vears will iron themselves out within a period of the 
next 24 to 36 months, so that this problem should no longer exist to 
any great extent, we hope, after a period of the next 24 months. 

Now, what our amendment provides, Senator, is this, and this is to 
protect against a situation that Senator Taft has in mind: that in no 
event shall an installment-basis taxpayer get any relief under this 
provision unless for the years—and this would only apply to 1951 
and 1952—unless he pays for 1951 and 1952 the same amount of tax, 
at least, as he would pay if he was on the accrual basis of accounting. 

In other words, the economic productivity due to the war, and 
which calls forth these high tax rates, and which is mentioned in the 
House Ways and Means Committee re port, that we will have in 1951 
and 1952, must be protected against any lowering of the tax, and that 
is the prime condition that we have put in our amendment. 

In other words, the income for 1951 and 1952—I should say the 
income tax for 1951 and 1952 of an installment-basis taxpayer must 
be at least the same as an accrual-basis taxpayer. He cannot escape 
any wartime taxes by reason of this relief provision. That is the 
safeguard that we have put in. 

Senator CONNALLY. What does it relieve him of? 

Mr. Tarueavu. The relief we are asking for is that to the extent 
that he is receiving more income than is the income attributable to 
that period, because he is collecting from the prior periods, we ask 
that he be taxed at the rate in effect in 1950. 

Now, it is true that some of that income will be coming from years 
prior to 1950, when the rates were lower than the 1950 rates, but for 
administrative simplicity rather than attempt to trace these sales 
actually, what we have been content with was not to ask to have that 
income taxed at the lower rates, but rather at the rates that prevailed 
in 1950. 

The general purport of the amendment, therefore, is merely to 
see to it that the collections from prior years, which represent prior 
years’ transactions, transactions which took place before the emer- 
gency, and before the emergency tax rates, should be taxed more 
nearly to what the tax would have been to an accrual-basis taxpayer. 
The simplest thing, of course, would be to say, on behalf of the 
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installment-basis taxpayer, the installment-basis taxpayer should 
pay not at 1951 and 1952 rates on profits which he is now getting 
and which were earned in an earlier period, but should only pay at 
the rates that prevailed in the earlier period. 

If we had asked for that amount of relief, which to some people 
may appear to be equitable, we would be running afoul of Senator 
Taft’s objection. We, therefore, would not ask for that. 

Senator Tarr. I have not raised an objection one way or the other. 
I am just trying to figure it out. 

Mr. Tarueav. It certainly would be open to the objection that we 
are gaining, perhaps, an unfair tax advantage and, therefore, we are 
not asking for that, and I want to impress that upon the committee, 
if | may. We are not asking that our profits from the period prior 
to 1951 and 1952 be taxed at the earlier rates, the rates in effect in 
the year in which the profit was made. That is not what we are 
asking for. 

What we are asking for is that our profits from the years prior to 
1951 and 1952 be taxed at the rate in effect in 1950 to the extent that 
those profits are in excess of what our income would be for the years 
1951 and 1952, if we had reported our income in 1951 and 1952, 
the way any other taxpayer, other than an installment-basis taxpayer 
reports his income, and the reason that we have this bunching of 
the income, the reason why an installment-basis taxpayer during that 
period, on the installment basis, has a higher income, is because of the 
effect of these governmental regulations. 

Senator MILLIKIN. Why should not generally similar relief be 
given to all forward transactions? 

Mr. Tarueav. In other words, why should not under the install- 
ment basis of accounting they have— 

Senator Miiirkin. Whether installment or not. If the point of 
relief is good in the field that you are speaking of, why is it not equally 
good so far as all forward contracts are concerned, where tax rates 
or restrictions have gummed up the works? 

Mr. Tarteavu. Well, whatever equity may be in that proposal, it 
is only, so far as I know, in the case of an installment-basis taxpayer, 
that a taxpayer is confronted, for ex xample, in the year 1951, Senator, 
with paying a tax on more profit than he actually va earned during 
the year 1951. That is, in essence, what our complaint is, that we 
have to pay a tax in 1951 and 1952 at emergency tax rates on more 
profits than we actually earned in 1951 and 1952, and that is because 
of the fact that we are collecting from previous years. 

Now, to the extent that we can defer to future years the same 
amount as we collect from siiitiaia vears, we have little to complain 
about. We are in the same position as anybody else, and that is 
generally the position of an installment-basis taxpayer under normal 
conditions. 

Senator Tarr. Let us take an extreme case on the question I want 
to raise. Having paid in 1951 and 1952, in effect, on an accrual 
basis, some taxpayers, at least, will be paying their tax because you 
say it shall be at least that much, and pay in 1951 and 1952 on an 
accrual basis. Then assume that in 1954, all of a sudden, we have a 
millennium, and we take off corporation taxes, reduce ne down to 
45, and regulation W disappears, and you spread out your payments 
again. Is there not a year there where you will not have any taxes? 
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Mr. Tarueav. No; if you will pardon me—I seem to be very 
abrupt in my answer, and I do not mean to be. 

Senator Tarr. No. 

Mr. Tarteav. That will not happen for this reason, except with 
this one contingency, as I see it. Our accounts at the end of 1950, to 
the extent that we get any of the benefit of this provision, to the 
extent that anyone qualifies under this section, were earned at rates 
from 38 through 42 percent, because those were the tax rates, by and 
large, that were in effect during that period. 

Unless you anticipate, Senator, that in the year—and remember this 
is only in effect for 2 years—that in 1953 the tax rates go below 38 
percent, there cannot be a penny’s worth of profit or a detriment to the 
Treasury. 

Now, in other words—— 

Senator Tarr. It is too complicated for me to carry it out. I think 
you had better report to Mr. Stam. 

Mr. Tarueav. I think if you will consult with Mr. Stam you will 
find that to be se, that unless the tax rate drops below 38 percent we 
are not getting any advantage, or the Treasury is not suffering any 
detriment, because all that we are, in essence, asking is that the excess 
that we collect over the amount that we defer be taxable at 1950 
rates. 

The CuarrMan. Those that you defer will take the tax rate for the 
year. 

Mr. Tarueav. Precisely, and Senator Taft’s question was, Will not 
that amount that is deferred get a lower tax rate than the 42 percent, 
which we are reconciled to pay for the year 1950? I do not believe 
that is likely to happen. 

In other words, we think that the relief is so provided for in this 
amendment that there is no danger that the Treasury will be whip- 
sawed because of anything that we have in here. 

Senator Winu1ams. Do not some firms charge up their profits in 
their entirety in these installments at the very beginning, anticipate 
instead of having them over a period? 

Mr. TarLeav. Well, Senator, the installment basis of accounting 
has proven over the years, Senator, an expensive way of accounting 
for your profits. 

It has proven an expensive way because of the fact that the post- 
poned profits which are taxed in the year in which the cash is realized 
always find themselves in a higher and higher tax year. That has 
just been the way our income-tax structure has worked. 

Senator WiiurAMs. That is the point. Have they not anticipated 
that and been projecting their earnings in the years prior in most 
instances? 

Mr. ee ,u. In other words, if I correctly understand your 
question, do all taxpayers who sell on the installment basis use the 
installment basis of accounting. 

Senator WiuiiaMs. Yes. 

Mr. Tarieav. No, sir; they do not. 

Senator Wiiuiams. That is what I was getting at. 

Mr. Tarteav. I would say that, by and large, it is a problem more 
of small business which needs the cash from those proceeds to finance 
their taxes, 

The Cuarrman. They need additional capital. 
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Mr. Tarueav. If you have enough cash to pay your taxes, why 
wait for the rates to go up. 

Senator WiuuiaMs. It is optional. 

Mr. Tarueav. Oh, yes; it was put in just for the benefit of those 
persons who had to finance their taxes out of the cash as they received 
it from the sales. 

Senator Butter. This provision that you suggest on page 8 covers 
the situation entirely? 

Mr. Tar eEAv. Provision No. 1 on page 8 covers the situation that 
I have made mention of. Provision No. 2 is a technical amendment 
which is called forth because of the operation of the net operating loss 
provision, and which has for its purpose to see to it that where a net 
operating loss is involved— 

Senator Butter. In line cul a question asked by Senator Millikin, 
there is nothing in those provisions there that mentions installment 
buying or selling. 

Mr. Tarieavu. No; except that section 44 to which we refer, these 
sections are appended, deals with installment-basis taxpayers. 

Senator Butier. I see. 

Senator Miiiiktin. Have you discussed this with Mr. Stam? 

Mr. Tarieav. Yes; we discussed it with Mr. Stam and Mr. Stam’s 
group, and it is a rather technical point. It is an extremely important 
point to the taxpayers affected, but it is extremely technical, and we 
saw him first about it before we came here. 

I had an appointment to discuss the same problem with the Treas- 
ury, and we hope to get their reaction to it. We were not able to make 
our point to the House, for one thing, because if the corporate tax 
rates had not gone up so precipitously, the amount of damage that is 
done by reason of this bunching of the income might not have been as 
severe. 

We just did not have an opportunity to present it because the prob- 
lem really was not adequately before us until the House bill was 
reported out, and by that time we had no chance to appeal it. 

Senator ConNaLiy. Your plan is pretty involved. 

Mr. Taruteav. The plan? In an installment-basis taxpayer’s 
income-tax return, he has to show his income both on the accrual! 
basis and on the installment basis. 

That is necessary in order to properly audit the return. But he 
pays only on the installment income. 

What this provision would say is in those instances where that 
computation shows an excess of installment income for 1951 and 1952 
over the accrual income to the extent that there is that excess, that 
excess should be taxable at the rates prevailing in 1950 because that 
excess, again as I have tried to explain, comes from prior years’ 
transactions. 

Fortunately for us, due to the mechanics of the income tax return 
and the mechanics of the system of accounting, it is not administra- 
tively difficult; administratively it is extremely simple. It is much 
more difficult to explain than to administer. 

Senator ConNaLLy. You would pay less tax under your plan than 
you would now? 

Mr. Tarteav. We would pay less tax under our plan than we would 
have if 
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Senator Conna.tiy. If vou do not have it. 

Mr. Tarveav (continuing). We do not have it. 

Senator ConnNaLty. Yes; I was sure of that. [Laughter] 

Mr. Tarueau. Yes, sir; vouare quite right. If this relief is granted, 
some taxpayers will be able to get the relief, the relief being the 
payment of less tax, but I do want to emphasize that we will be paying 
as much as the accrual basis taxpayer pays on his transactions that 
take place in 1951 and 1952. 

Senator WituiaMs. It would be a form of depletion allowance for 
installment buyers. 

Mr. Tarueavu. You say, is it a form? Now, it is not, because 
depletion allowance—I don’t think I ought to discuss that here. 

Senator Connatiy. I know what you are hitting at. [Laughter.] 
Don’t look at me. It has nothing on earth to do with it except the 
depletion of taxes he was supposed to pay the Government. 

Senator Burier. In substance, your plan would make it a little 
easier for the smaller-business man who has difficulty in financing 
his— 

Mr. Tarueav. In essence, the plan—— 

Senator Buriter. But he still pays as much—— 

Mr. Tarueav. As the big-business man. We want to see to it 
that the small-business man, the one who uses the instalment basis, 
does not have to pay an unconscionably greater amount of tax than 
a big-business man who is able to finance his taxes as the transactions 
take place, precisely. 

The CHarrMaN. Are there any further questions of Mr. Tarleau? 

Thank you very much, Mr. Tarleau. Your prepared statement 
will go in the record at this point. 

(The prepared statement of Mr. Tarleau is as follows:) 


A STATEMENT ON PROVISIONS NEEDED TO PROVIDE AN EQUITABLE IMPOSITION OF 
Tax oN INSTALMENT Basts TAXPAYERS DURING A PERIOD OF EMERGENCY 


(Presented by National Retail Furniture Association on behalf of 8,973 furniture 
stores of all sales-volume classes located in all sections of the United States, 
which account for approximately 70 percent of all furniture-store sales. 


SUMMARY OF STATEMENT AND RECOMMENDATIONS 


1. Unless an equitable provision for imposition is provided, installment basis 
taxpayers will pay far greater tax, in a period of emergency, than accrual basis 
taxpayers because of the technical operation of the installment method when 
distorted by (a) emergency tax rates, (6) governmental restrictions of credit. terms, 
and (c) supply conditions as affected by governmental action and armament 
production. Installment basis taxpayers will be paying at the rate of 52 percent 
on income on which accrual-basis taxpayers paid at rates varying from 38 to 42 
percent. 

2. The inequities are the same as moved the Congress to provide relief for 
installment basis taxpayers in section 455 of the Excess Profits Tax Act of 1950 
to avoid a gross and harsh discrimination, which inevitably arises for installmen 
basis taxpayers under emergency conditions unless provision is made for equitable 
imposition of the tax. 

3. A statutory provision, simple to administer, could be provided to meet this 
situation for a 2-vear period. At the end of that time, if emergency conditions 
warrant, the problem can be given further consideration. 

f. The installment basis taxpayer will not be entitled to use the proposed pro- 
vision unless he pays at least as much tax as the accrual basis taxpayer on identical 
income. 

5. Proposed statutory provision at conclusion of statement, immediately pre- 
ceding appendix. 

6. An appendix incorporates exhibits showing- 

I. How the installment basis taxpayer pays greater taxes under emergency 
rates and conditions than the accrual basis taxpayer. 
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II. Position of the taxpayer and equity to the Treasury at end of emergency 
relief period. 

III. Simplicity of conversion from installment basis to accrual basis. 

IV. Accounting examples of the varying conditions that might be experi- 
enced during the period of relief as proposed. 


A STATEMENT ON PROVISIONS NEEDED FOR INSTALLMENT BASIS TAXPAYER DURING 
A PERIOD OF EMERGENCY 


This statement sets forth the situation that arises during a period of emergency 
tax rates to distort completely the position of the installment-basis taxpayer. 

The technical operation of the method can operate to cause him to pay more 
tax than the taxpaver on the accrual basis, under identical conditions. (See 
exhibit I in appendix for an accounting demonstration of this fact. 

lhis situation is due primarily to the cumulative effect of the following factors: 

1. The impact of a precipitate and abnormally high emergency rate on income 
from sales in prior years when relatively lower rates prevailed, at which rates the 
accrual basis taxpayer has paid. 

2. Governmental credit restrictions (Federal Reserve Board, regulation W). 

3. The direct effect, on taxable income of installment basis taxpayers, of supply 
conditions occasioned by the emergency and its governmental restrictions, 

The correction that can be provided by statutory provision 

A statutory provision, simple to administer, can be provided to meet this 
situation. 

The effect of the suggested provision would be: 

1. To provide that the income made in years before the emergency rates be- 
came effective would be taxed at rates more nearly comparable to the rates im- 
posed on accrual-basis taxpayers. 

2. To assure that the installment-basis taxpayer will not be entitled to use the 
proposed provision unless he pays at least as much tax as the accrual-basis tax- 
payer on identical income. 

How the installment basis of reporting operates normally 

It is useful in considering the emergency situation to inspect the normal opera- 
tion of the installment basis. 

Ever since the inception of the income tax, taxpayers doing an installment sale 
business have generally found it necessary to avail themselves of the installment 
basis of reporting taxable income. Such businesses require this method so they 
can pay their taxes as they collect cash from outstanding accounts. 

They continue to need this method and will continue to use it, despite the fact 
that the upward course of tax rates since the inception of the Federal income tax 
has caused installment-basis taxpayers actually to pay more tax than if they had 
adopted the accrual basis. 

Thus, a taxpayer on the accrual basis who makes a $100 sale, pays on the profit 
accruing from that saie at the rate prevailing in the vear the sale was made. 

By contrast, a taxpayer on the installment basis who makes a $100 sale, defers 
the tax on the gross-profit element in his uncollected installment receivables to 
the vears in which the collections are made. 

Because the income-tax rates, with relatively small sporadic down dips, have 
consistently been on a rising scale, the installment-basis taxpayer has paid higher 
taxes over the years than the accrual basis taxpayer. 

Despite this adverse tax result the use of the installment method is necessary 
since it provides the means of obtaining the cash with which to pay the tax. 


How the installment basis operates when emergency rates are imposed 


When the year 1950 commenced, the corporation normal and surtax rates 
totaled 38 percent; now, in 1951, the Congress proposes that these rates be 
increased to 52 percent. As a result, installment basis taxpayers are confronted 
with the probability that they will pay taxes at a 52 percent rate (if that rate 
is adopted) on identical transactions on which accrual basis taxpayers have been 
taxed at 38 percent (1949) and 42 percent (1950). 

That is a penalty of 37 percent (14 percentage points excess tax) and 23 percent 
(10 percentage points excess tax) over the tax of the accrual basis taxpayer on 
the income in the years 1949 and 1950, respectively. 

For a more complete picture of how governmental credit restrictions, regulation 
W, and emergency conditions operate to bring about the abnormally heavy taxes 
on installment basis taxpayers, it is necessary to examine the technical device 
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entering into installment basis computation. That device is the “unrealized gross 
profit” element. 


“‘Unrealized-gross profit” concept 


For the purpose of deferring taxes on income not yet collected, the installment 
basis taxpayer sets up at the end of his taxable year a reserve for unrealized gross 
profit, which is the gross-profit element in installment accounts receivable. 

Except to the extent it is influenced by normal rise or fall of business volume, 
or similar normal business risks, the unrealized-gross-profit element should be a 
relatively stable factor. 

Thus, in a normal period, the installment basis technique amounts to adding into 
income from a given year an amount of income from prior years, and 
simultaneously deferring an approximately equal amount of income from the 
given year into subsequent years. 

But note what happens when a governmental credit restriction such as regulation 
W exerts its influence. 

The unrealized gross profit at the beginning of the year 1950, for example, 
includes profit on sales made in 1949, 1948 and even in 1947 in many instances. 
Normally the amount of such unrealized gross profit that would be realized during 
the year 1950, would be approximately counterbalanced by the amount of gross 
profit that would be deferred in connection with 1950 sales. But in September 
of 1950, Federal credit restrictions were imposed, and a month later the restrictions 
were made more stringent. That means that in subsequent years, with the down- 
payment requirement increased and the length of time to pay progressively 
tightened, the realized gross profit is accelerated as the reserve for unrealized gross 
profit shrinks. 

Normally, any variation in unrealized gross profit reflects the normal rise and 
fall of sales and profits on the installment basis. It reflects the amount to be 
deferred * * * in other words, there was a relatively stable pass-through of 
* amount, representing a deferred tax liability; true at a probable higher rate, 
but a risk that the taxpayer took with open eyes. 

It is important to note that, historically, installment accounts receivable, 
consequently unrealized gross profit, rise during a period of declining tax rates, 
and that unrealized gross profit declines during a period of increasing tax rates. 

Thus at the present time the effect of regulation W is to bring about liquidation 
of accounts receivable much more speedily than normal and force the payment 
at 52 percent rates of a disproportionately high portion of the unrealized gross 
profit. 


Experience shows approximately three years required for the unrealized-gross-profit 
element to again stabilize 

We have the experience of regulation W during the World War II period as a 
guide of what to expect. 

Herewith are Federal Reserve Board figures on the forced liquidation of 
accounts receivable, which occurred. 

(Similar figures are not collected in detail for furniture stores by the Federal 
Reserve Board, but the experience is precisely parallel.) 


Index numbers without seasonal adjustment 


Sales | Installment 
Averages of monthly date —_—_—___—_—_—_—_—_——————| receivables, 


end of year 


Total Installment 
1941 i 4 100 100 100 
1942 . 114 82 | 78 
1943 130 71 46 
1944 145 66 8 
1945 162 67 | 37 
1946 . x= a 202 101 5O 
1947 ; 214 154 88 
1948 ‘ 225 192 | 142 
1949 ‘ a 213 198 165 


Effect of Government re g ilations on SUP} ly paralle l to re gulaiion W anflrue nce 

The trades primarily affected by the installment basis tax problem deal for the 
most part in consumer durables. As restrictions on metal consumption and the 
resulting cutbacks in consumer goods production take hold, the effect will be 
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lower volume and the consequent corollary reduction in accounts receivable and 
unrealized gross profit. 
While the accrual basis taxpaver might experience the same reduction in 


volume, the peculiar technicalities incident to installment basis tax computation 
operate to bring about a grossly disproportionate bearing of the tax load. 


Situation parallels the excess profits tax problem relieved by Congress 


The principles involved in the situation are known to the Congress and the 
joint committee staff and have been recognized as justification for providing the 
special relief provision in connection with the imposition of excess profits tax, 
which the Congress made available to installment basis taxpayers in section 455 
of the Excess Profits Tax Act of 1950. 


Need for correcting present tax situation was anticipated and called to attention of 
Congress 

It will be recalled that last year, at the time of enactment of the excess profits 
tax, the possibility of the present situation in connection with an emerget 
normal tax rate was called to the attention of the joint committee and the con- 
gressional committees. It was stated then that if the Congress should find it 
expedient to enact an emergency increase in normal and surtax levies, there 
would be needed a provision to avoid inequity just as was required in the case of 
the excess profits tax. 





Nature of relief and its temporary nature while emergency experience develops 

The harsh impact of the situation on installment basis taxpayers would seem to 
warrant a permanent freeze at the preemergency rates on the income derived from 
sales in prior years. 

Certain technical and administrative difficulties seem to preclude a request for 
the full relief warranted. 

Therefore a certain measure of justified correction will be sacrificed in the inter- 


est of simplicity. 
The principle on which the relief provision is proposed is twofold 


A 


1. Relief is requested on a temporary basis for 2 years only, at which time thi 
situation can be reappraised. If warranted by facts at that time consideration 
should be given to extending the relief period. 

2. Relief will be available when income on the installment basis, that would 
have been taxed at pre-1951 rates if computed on the accrual basis, become 
taxable at 1951 and 1952 rates during the period during which relief is provid 


Therefore, where relief is afforded, the installment basis taxpaver will pay the 
same amount of tax as the accrual basis taxpayer will pay on that portion of his 
installment income that is equivalent to his accrual inco On the difference 
he will pay additional tax at the rate applicable to his taxable year ending in 1950. 


Question of the position of the installment basis taxpayer at end of relief period 
This problem has been considered. It may arise through questioning of whether 
or not any equity status achieved, versus accrual basis taxpayers, during a relief 
eriod, micht result in a benefit: when the emergenevy situation reverses 
While it is not anticipated that tax rates will decline to a 12 p reent rat bv the 


end of the 2-vear relief period (or some other length of time, if facts subsequently 
warrant extension), the situation that would obtain has been analyzed on the 
assumption of a 42 percent rate. 

It is found by accounting study that complete ec 
prevail. 

That accounting proof is set forth in the appendix as exhibit II 


’ . e ° , 11 ° . , 
Conve rsiton from install me nt basis to accrual basis @ simple proce ré 


This subject was completely explored with the joint committee staff and Treas- 


ury representatives prior to the adoption by the Congress of the excess profits 
tax relief provision for installment basis taxpayers (sec. 455 of the Excess Profits 
Tax Act of 1950). 

So that the record of administrative feasibility is complete the demonstration 
of the conversion technique is set forth in the appendix as exhibit ITI. 
Ss Lade sted statutory provisions to ac complish proposed eq aly 

(Nore.—Exhibit IV (examples A, B, and C) in the appendix prov 
accounting examples of the varying conditions that might be experienced during 


the period of relief as proposed. 
“Section 44 (e 
““(1) Corporate taxpayers with taxable years ending in 1951 and 1952 
“If the net sum of the net incomes (before net operating k leduction) of a 


corporate taxpayer for all taxable years ending in 1951 and 1952, computed under 
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subsection (a) of this section, is in excess of the net sum of the net incomes (before 
net operating loss deduction) for such years computed on the accrual basis, then 
the taxpayer shall, subject to regulations prescribed by the Commissioner with 
the approval of the Secretary, compute the tax on such excess at the rates imposed 
by sections 13, 14, and 15 with respect to such taxpayer’s last taxable year ending 
in 1950, in lieu of the rates applicable to the taxable year. 

(2) Net operating loss for taxable years ending in 1951. 

“If a corporate taxpayer has a net operating loss in a taxable year ending in 
1951, computed under subsection (a) of this section, to the extent of such net 
operating loss reduced by the net operating loss, if any, for such taxable vear 
computed on the accrual basis, the taxpayer may elect in its return for a taxable 
year ending in 1951 or 1952, subject to regulations prescribed by the Commis- 
sioner with the approval of the Secretary, to treat such net operating loss so 
reduced as a carry-over only and not as a carry-back.”’ 









Exursit I 


Comparisons of income taxes of installment basis tarpayers with and without relief 
and accrual basis taxpayers under same operating conditions with variations in 
installment income 











{Combined normal and surtax rates on incomes over $25,000 


42 percent for 1950 and 52 percent assumed 
for 1951 and 1952] 





Income taxes payable 
Taxable income i - — = 


Installment basis 











Accrual basis 
Installment If no relief If relief is 


Accrual basis basis granted 






A—1951 $70, 000 $90, 000 $41, 300 $39, 466. 66 $30, 900 
19452 70, 000 100, 000 46, 500 43. 725. 00 30, 900 









140, 000 190, 000 87, 800 83, 191. 66 61, 800 













70, 000 90, 000 41, #0 39, 466. 66 30. 900 
1952 70, 000 55, 000 23, 100 24. 475. 01 0, GOO 


140, 000 








145, 000 64, 400 63, 941, 67 61, 800 














C—1951 7, 0000 40, 000 15, 300 00 30, 900 
1952 70, 000 150, 000 72, 500 00 30, 900 
Total__- ola ; 140, 000 190, 000 87, 800 83, 050. 00 61, 800 








Exarsit IT 


Proof of equity to Treasury should income-tax rate decline to 42 percent at end of 
relcef period 





A B Cc 









1. Unrealized gross profit—Dec. 31, 1950 $210, 000 $210, 000 | $210, 000 
2. Accrual profit for 1951 and 1952 140, 000 140, 000 140, 000 
3. Total taxable in 1951 and 1952 and/or unrealized Dec. 


31, 





1952 > E > ‘ 3450, 000 350, 000 350, 000 


















. Amount taxed at 1951 and 1952 rates . 140, 000 140, 000 140, 000 
5. Amount taxed at 1950 rates : ae 50, 000 5, 000 50, 000 













6. Total taxed _- ; 190, 000 145, 000 190, 000 







7. Unrealized gross profit, Dec. 31, 1952 (line 3 minus line 6) 160, 000 205, 000 160, 000 





Unrealized gross profit, Dec. 31, 1950, which equitably 
should be taxed at 1950 rates 210, 000 | 210, 000 210, 000 
Amount taxed at 1950 rates in 1951 and 1952_- 50, 000 5, 000 50, 000 







Balance equitably taxable at 1950 rates—same as 
amount of unrealized gross profit, Dec. 31, 1952 160, 000 205, 000 160, 000 
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Exurpir Ill 


A simplified method of arriving at the reportable gross profit is used in install- 
ment accounting. It involves the concept of “unrealized gross profit,” a term 
signifying the amount of gross profit applicable to the installment accounts receiv- 
able. The gross profit contained in the year-end balance of the 
counts receivable comprises the amount of unrealized gross profit 
for tax purposes under code section 44 (a 

As a proof that the determination of gross profit on the 
means of (1) the difference in unrealized gross profit at the bi it 
the taxable year, arrives at exactly the same result as would be obtair 
determination of the gross profit realized on cash collections, et t| 
sented sample computations of the determination of ‘ 


Instalime 
by both methods 


Bas Ss jor comp tlali TLS 


SUMMARY OF INSTALLMENT ACC 


1946 


ry 1, balane 


10S 


h receipts 
1945 
1046 
1947 
1948 
1949 
Bad debts 
1945 
1941 
1947 


1948 
Total a 175.000 
December 31, balance 


145. 000 

NOTE It is assumed that all receivables from prior vears are fully 
at end of year is all from that year’s sales. Therefore 
as follows 


*, unreallze 


1045 


Accounts receivable $90, OOF 


Gross profit, percent , 4{) 


Unrealized gross profit $36, 000 
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Meruop (1).—Determination of realized gross profit on cash receipts, etc. 


‘ent gross profit 
tealized gross profit 


1947 


Cash én 
Percent gross profit 
Ralized gross profit 


Percent gross profit 
Realized gross profit 


1949 


Cash 
Percent gross profit 
Realized gross profits 


Gross profit on cash receipts, 


1945 


$88, 000 
+0 
35, 200 


$141, 000 
41 


$57, 810 


1947 


$191, 000 
42 
$80, 220 


1948 


$240, 000 
$2 
$100, 800 


Gross profit realized on cash receipts 
Less: Cost element in bad debts----_----.- 


1946 


$285, 000 | 


41 


$116, 850 | 


1947 


$310, 000 


year of sale 


Total 


$373, 000 


$152, 050 


| Total 


$451, 000 


42 | 


| $130, 200 


1948 


$285, 000 
9 


$119, 700 | 


1949 


$195, 000 
42 
$81, 900 


SUMMARY 


$188, 010 


Total 


$476, 000 


$199, 920 


Total 


$435, 000 


$182, 700 


Net realized gross profit on collection of receivables __- 


(9 


~ 


MertTuop 


acco 


).—Accrual method, adjusted by difference in 


unt 





Gross profit on sales 

Less: Bad debts 
Total 

Add: | 


Total 
Deduct: 


nrealized gross profit at beginning of taxable year 


Unrealized gross profit at end of taxable year ie 


148, 850 


Loss on bad debts 


Bad debts 
Percent cost 
Loss 


Bad debts 
Percent cost. 
Loss 


Bad debts 
Percent cost. 
Loss 


Bad debts 
Percent cost. 
Loss 


| 
1946 | = =1947 1948 


$150, 050 
1, 200 


$188, 010 
2, 360 


185, 650 


$199, 920 | 
2, 320 | 
197, 600 | 
! 


1946 


1947 1948 


$224, 700 | 
4, 000 


$176, 300 
2, 000 


$212, 100 

4, 000 
220, 700 
81, 900 


208, 100 | 
59, 450 


174, 300 
36, 000 
210, 300 
59, 450 


302, 600 
105, 000 


267, 550 
$1, 900 


1946 


$4, 000 
59 
$2, 360 
1947 
$4, 000 


5S 
$2, 320 


$10, 000 
58 
$5, 800 


$182, 


oO, ? 


unrealized gross profit 


1949 


$205, 800 

10, 000 
800 
000 


800 
900 


195, 
105, 


300, 


123, 


Net realized gross profit on collection of receivables 


Exurpir IV 


Example A 


Unrealized 

gross profit 

at end of 
year 


raxable year ending— 


$210, 000 
190, 000 
160, 000 


Dec 
Dec. 
Dec. 


31, 1950 
31, 1951 


31, 1952 


1 Assumed. 


150, 850 


185, 650 


Taxable income 


Accrual 
basis 


$70, 000 
70, 000 


Installment 
basis 


$90, 000 
100, 000 


197, 600 | 176, 


900 


Combined 
normal 
Ssurtax rates on 
income over 
$25,000 


ind 


Percent 
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Exuisir 1V—Continued 
TAX COMPUTATIONS 


YEAR ENDING DEc. 31, 1951 | YEAR ENDING D} 


1. Tentative tax on installment-basis in- |} 1. Tentative tax on installment-basis income 
come at rates applicable to year at rates applicable to year ending Dec 
ending Dec. 31, 1950: | 31, 1950 

$90,000, at 23 percent __- ... $20, 700. 00 $100,000, at 23 percent 
$65,000, at 19 percent... _- ----- 12,350.00 | $75,000, at 19 percent 


Nd sins > sanction con 33, 050. 00 Total 


2. Tentative tax on installment-basis in- 2. Tentative tax on installment-basis income 
come at rates applicable to year at rates applicable to year ending Dec. 
ending Dee. 31, 1951: 31, 1952: 

$90,000, at 30 percent ___- péesue , 000. 00 $100,000, at 30 percent 
$65,000, at 22 percent............-- , 300. 00 $75,000, at 22 percent 
Total ‘ ; 41, 300. 00 Total 
3. Actual tax: 3. Actual tax: 
20,000 30,000 
——— of $33,050 ning tae ola 7, 344. 44 —— of $37,250 
90,000 100,000 
70,000 70,000 
——— of $41,300. a eta 32, 122. 22 — - of $46,500 
90,000 100,000 


Total tax ha a 39, 466. 66 Total tax 





Example B 


Taxable income Combined 
Unrealized normal and 
Taxable year ending— gross profit surtax rates on 
at end of year Accrual (Installment! income over 
basis t S $25,000 


Percent 
Dec. 31, 1950__. : $210, 000 = 
Dee. 31, 1951. 190, 000 $70. 000 
Dec. 31, 1952_. ‘ : 205, 000 70, 000 


1 Assumed, 
TAX COMPUTATIONS 


YEAR ENDING DEc. 31, 1951 
Total tax (see computation on exhibit IV, example A, for this taxable year 
YEAR ENDING DEc. 31, 1952 


1, Actual tax on installment-basis income at rates applicable to year ending 
$55,000 at 30 percent 
$30,000 at 22 percent 


Total tar..... a 
Norte.—No relief, as installment-basis income does not exceed accrual-basis income. 


2. Since unrealized gross profit at Dec. 31, 1952, exceeds unrealized gross profit at Dee 1 
such excess must be used to reduce the amount of income with respect to which relief was grant 
ending Dee. 31, 1951. The tax for the latter year is to be recomputed as follows 
exhibit [V, example A, for year ending Dec. 31, 1951): 

5, 000 
~ of $33,050 
90, 000 
85, 000 
- of $41,300__ 
90, 000 
rotal tax for year ending Dec. 31, 1951: 
As recomputed 
As originally computed - 


Additional tax due from taxpayer 
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Exuisit I[V—Continued 
Example C 


. : Taxi » income ea , 
Unrealized laxable income | Combined nor- 


gross prent — ——} mal and surtax 


T » Tee » a ‘ 
laxable year ending at end of | rates on income 


Accrual | Install- oR 
sa | — basis ment basis | OVET 529,00 
| | Percent 
Dec. 31, 1950_- $210, 000 J | 42 
Dec. 31, 1951 240, 000 $70, 000 $40, 000 152 
Dex 1, 1952 160, 000 70, 000 150, 000 1 §2 


1 Assumed. 
TAX COMPUTATIONS 
YEAR ENDING DEc. 31, 1951 


Actual tax on install Iment-basis income at rates applicable to year ending Dec. 31, 1951: 
I : 


$40,000 at 30 percent $12, 000 
$15,000 at 22 percent ___- : 3, 300 
Total tax - b . 15,300 


Norte.—No relief, as installment-basis income does not exceed accrual basis income. 
YEAR ENDING DEc. 31, 1952 


1. Tentative tax on installment-basis income at rates applicable to year ending Dec. 31, 1950 


$150,000 at 23 percent $34, 500. 00 
$125,000 at 19 percent 23, 750. 00 
Total een ai _ ‘ a ee 58, 250. 00 
2. Tentative tax on installment-basis income at rates applicable to year ending Dec. 31, 1952: 
$150,090 at 30 percent 45, 000. 00 
I 
$125,000 at 22 percent 27, 500. 00 
Total - ; a _. 72,500.00 
3. Actual tax: 
50, 000 “ 
of $58,250. : re sores - 19,416. 67 
150,000 r , 
100,000 
of $72,500... 48, 333. 33 
150,000 ”, 
Total___. , 9 - . x : aa a 7 : i a 


NoTE.— Relief is limited to amount by which unrealized gross profit at Dec. 31, 1950, exceeds unrealized 
gross profit at Dec. 31, 1952, 


STATEMENT OF ANGUS McDONALD, ASSISTANT LEGISLATIVE 
REPRESENTATIVE, NATIONAL FARMERS UNION 


Mr. McDonavp. Mr. Chairman, unfortunately Mr. Patton is 
unable to be here. I have a statement of his that I would like to 
read, if it please the committee. 

The CHAIRMAN. How long is the statement. 

Mr. McDonatp. About 15 minutes. 

The CHarrMAN. Well, sir, you may be seated. Can you summarize 
it? 

Mr. McDowna np. I think I ean, Mr. Chairman. 

Senator CoNNALLY. Put it all in the record. 

The Cuarrman. We will put the entire statement in the record; 
but, if you can summarize it, you will greatly assist us this morning, 
particularly since you would not be able to answer questions, possibly, 
that the committee members would ask you. 

You may proceed. Please identify yourself for the record. 

Mr. McDonatp. Mr. Chairman and members of the committee, 
our position —- 
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The CHatRMAN. Please identify yourself for the record. You are 
speaking for Mr. Patton, but what is your name? 

Mr. McDonatp. My name is Angus McDonald. I am assistant 
legislative representative of the National Farmers Union in Wash- 
ington, D.C. I live here in Washington. 

The CHarrMan. All right, Mr. McDonald. 

Mr. McDona.tp. Mr. Chairman and members of the committee, 
in regard to the need for additional revenues at this time, our organi- 
zation is in agreement. The national-defense emergency, the pending 
current deficit, and other reasons, accentuate the need for these 
hearings, and for additional legislation to bring in additional revenue. 

However, we do not feel that the fundamental tax policies of the 
Congress should be changed, except, perhaps, in regard to various 
exemptions to industry which are now in effect. 

In regard to taxation of cooperatives, we favor the retention of 
section 101 (12) of the Internal Revenue Act. We do not believe 
that the deletion of this part of the tax law would bring in any sub- 
stantial additional revenue. 

Various estimates have been made, some of them as high as $25 
million, were this exemption repealed. 

When you would deduct the cost of collecting these taxes, it seems 
that you would get very little additional money: 

There are other reasons, we feel, for retaining this socalled exemp- 
tion for farmer cooperatives. The farmer has often been called the 
economic backbone of the Nation. 

The farmer is unique because he alone satisfies the appetite of all 
mankind. The farmer has over the years faced monopolistic condi- 
tions in the market place, and the reason that we have various laws 
that the Congress has enacted is because the Congress took cognizance 
of this situation and tried to give the farmer a little relief in the 
market place, so that his bargaining power would be equal to those 
from whom he bought. Hence you have these various sections in 
the law regarding farmer cooperatives. 

Senator Tarr. But you do not include that among the tax loop- 
holes you deal with on page 3 of your statement. You do not regard 
that as one of the tax loopholes. 

Mr. McDonatp. As I said, Senator Taft, the farmer is unique in 
two ways: He is the one indispensable element in our society, and 
he is the one segment of the population that has been discriminated 
against generally competitively, and we feel the Congress has been 
wise in making it possible for the farmer cooperative, providing it 
meets certain conditions, to be relieved from the payment of taxa- 
tion on income. 

Senator Tarr. But you think we should, on page 3, take away the 
depletion allowances from the other industries, take away the cer- 
tificates of necessity, reducing the depreciation rates, and those 
things; you think those things ought to be canceled? 

Mr. McDonatp. I believe we agreed to the President’s recom- 
mendation that the depletion allowance be reduced to 15 percent. 
As I recall now, it is 27% percent. We think that is too high. 

In regard to certificates of necessity, we feel that there have been 
grave abuses in the administration of this part of the defense program. 
We recognize that in certain instances certificates of necessity were 
necessary to build plants for additional war production. 
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Senator Witu1ams. How about charitable organizations? Do you 
recommend plugging any loopholes in relation to those? 

Mr. McDona.p. Well, I am not 

Senator Wixuiams. Certain types of, as I say, educational and 
charitable organizations have been set up, foundations, and so forth. 

Mr. McDonatp. Senator, I am not authorized, and that question 
has not been discussed, at least recently, within my organization. I 
might give you my own personal interpretation—— 

Senator Wriuiams. Yes. 

Mr. McDonatp (continuing). And trust that it would coincide 
with the policy as laid down by the organization. 

I do not feel that charitable organizations should be taxed. 

Senator Wiiuiams. You do not think there is any violation—— 

Mr. McDona.p. I do not think that any nonprofit organization 
should be taxed in the way that ordinary corporations are. 

Senator Wittiams. What percentage of your earnings do you dis- 
tribute in patronage dividends that are not cash? 

Mr. McDowa.p. I am afraid I am unable to answer that question. 

Senator WrituiaMs. I mean, do you have a rough estimate of that? 

Mr. McDona.p. No, sir; I know that at least two of our coop- 
eratives in St. Paul distributed around 3 percent last year. 

Senator WiiuiAMs.: That is 3 percent on the volume of business? 

Mr. McDona.p. On the volume, total operation. 

Senator Witutiams. What was your margin of profit then? Did 
that represent all of your profit or did you distribute part of it in 
cash? 

Mr. McDonatp. Well, there is no profit, according to my inter- 
pretation, in a farmer cooperative. 

Senator WrtuiamMs. We will not go into that. 

You distributed 3 percent on your sales in patronage dividends; 
how much cash did you distribute back? 

Mr. McDonaxp. I might say, I am just speaking from memory 

Senator WituiAms. What percentage? 

Mr. McDona tp (continuing). I think that is what was distributed. 

Senator Wini1Ams. You did not distribute anything in cash, so far 
as you remember? 

Mr. McDowna.tp. So far as I know, it was all distributed in cash: 
I just do not know. 

Senator WiiuiaMs. I was speaking of scrip for patronage dividends 
instead of cash, patronage dividends, is what I was referring to. 

Mr. McDona.p. I am afraid I would not know, but it would not 
make any difference, according to my interpretation, how it was dis- 
tributed, because we feel that certificates, stock, cash, merchandise, 
anything which is returned to the members of the cooperative is theirs. 

Senator WiiuiAMs. Well, for the time being, we will not debate that 
point, but I was just wondering whether that 3 percent did represent 
your stock certificates and scrip, so to speak, and was taxable to the 
farmer. 

Mr. McDonatp. I would hazard a guess that it did not. Ifa large 
part of it was distributed in cash, and perhaps all of it, for all I know 

Senator Wititams. You do not know whether the Farmers Union 
distributed earnings, their re ‘funds, in cash or patronage dividends last 


year? 
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Senator Tarr. Are you a cooperative yourself? 

Senator WitiiaMs. You are a cooperative; the Farmers Union is a 
cooperative. 

Mr. McDonaup. Let me make the distinction clear between the 
organization that I represent and the cooperatives. I am not here 
representing any cooperative. The Farmers Union sponsors Farmers 
Union cooperatives, but there is no governing connection between the 
two. They have their separate governing bodies. 

I am an employee in the national office here of the National Farmers 
Union, which is completely autonomous, and we have nothing to do 
with the operation of any cooperative whatsoever. 

Senator WitiiaMs. Well, you are presenting Mr. Patton’s state- 
ment, and he is the president of the National Farmers Union, which is 
& cooperative; is that not correct? 

Mr. McDona.p. No, sir. 

Senator Wiiutams. Is he not connected with the Farmers Union 
Cooperative—Mr. Patton? 

Mr. McDowna.p. I do not think he holds 

Senator Wiuuiams. Is he not connected with any farmers’ coopera- 
tive? 

Mr. McDonatp (continuing). He does not hold any position what- 
soever in any farmers’ cooperative. He is merely the president of the 
National Farmers Union, a farm organization, similar to the National 
Grange and Farm Bureau Federation, so he 

Senator WituiaMs. He is not connected with any farmer coopera- 
tives? 

Mr. McDona.p. No, sir; only in the sense that I mentioned. 

Senator WituiaMs. It is your position that these patronage divi- 
dends should be exempt from taxes, even though in scrip or stock, 
whatever they might be, and nonredeemable form? 

Mr. McDonatp. Yes, sir; 1 think it is immaterial. 

Senator Witurams. They should be taxable to the farmers only? 

Mr. McDona.p. They should be taxable to the farmer’s income, 
his personal income. 

Senator WitiiaMs. What is your opinion on this: We will say, for 
instance, as has happened a few times, a certain cooperative will re- 
fund these earnings or profits or whatever you might call them in 
patronage dividends, scrip, nonredeemable to*the farmer over a 
period, we will say, of five years or 10 years, and the coope rative re- 
tains the money; but they allocate it to the farmer. The farmer is 
subject to an income tax on it, and then the cooperative fails. 

Now, what position do you take—how do you feel that the farmer 
can be protected under that set-up, because they cannot go back 
and claim refunds under the law. He has paid his income taxes. 

Mr. McDonatp. The farmer cooperative, being the employee of 
the group of farmers, must account regularly—— 

Senator Wiiurams. That is right. 

Mr. McDonatp (continuing). As to the funds and their disposition, 
and so on, and there is nothing to prevent any farmer of any cooper- 
ative from taking out, if there are patronage refunds, those refunds, 
from taking them out or leaving them in. 

Senator WiiuraMs. I disagree with you. A good many of those 
patronage refunds are re ‘funded to the farmer in nonredeemable scr ip, 
which can only be redeemed at the option of the directors. 

Mr. McDonatp. That is not my information. 
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Senator Wiiurams. Well, that is the ‘fact. I mean, there is no 
dispute about that. 

Mr. McDonanp. I have been trying for some years now—at least 
I have been talking to people and discussing this matter of a member 
not being able to get his money out of the cooperative—and I just 
have not run into that kind of situation. 

I recall, if you will permit me to give an example, a few years ago, 
when Mr. Fulton Lewis, Jr., came before a committee and said that 
he could not get his money out of the cooperative, or he could not 
buy feed there, or so on. Well, two of his neighbors came down here, 
as I recall, and took the stand and said that any member of the 
cooperative to which the gentleman belonged could go in and get his 
money out of it at any time. 

Now, it seems to me if there were any sizable number of farmers 
who had money tied up there, patronage refunds that they could not 
get, that we would have heard of it. I have not heard of any such 
instance. 

Senator Wiiu1aMs. Well, assuming that that is true—and if it is 
not true, why, it does not make any difference, but assuming that 
is true—then, you would agree with me that if any cooperative is 
distributing a portion of its earnings in a nonredeemable scrip that 
they should be taxable to the cooperative that would resort to that 
practice; is that correct? I mean, you do not endorse the principle 
that a cooperative should be allowed to retain in their corporation 
any earnings, and allocate it to the farmer upon which it has to pay 
taxes— 

Mr. McDonatp. Well, I think if the cooperative is violating the 
law, it is the job of the Bureau of Internal Revenue to see that they 
hew to the line in these restrictions. 

Senator WiuuraMs. I am not speaking of a violation of the law. 
It seems to be that that is approved by the Treasury Department; 
but, assuming that the law would endorse that, you would go along 
with me that the law should be changed, so that if a cooperative 
retains into its treasury a certain portion of its earnings upon which 
the farmer has no call, cannot call for a redemption in his stock, only 
at the discretion, voluntary discretion, that it should be taxable to 
the cooperative? In other words, the cooperative should be forced 
either to pay a tax on the earnings or else give it to the farmer in cash 
or in something that could be turned into cash in 24 hours, without 
asking any questions. 

Mr. McDona.p. I do not think at the present time, as far as the 
Bureau of Internal Revenue can know, that any cooperative which 
is not acting as a true cooperative is entitled to this exemption. 

Senator WiiuraMs. We will not go into that. But I mean you say 
you do not think— 

Mr. McDona.p. If they are by deceit or some other way getting 
by, then I am in favor of cracking down on them, but not in the 
manner you have suggested. 

Senator WriitraMs. What is your understanding of the manner that 
I suggested? Maybe that is where we are mixed up. There is not 
much difference to it if we understand each other. 

Mr. McDonatp. Well, you have suggested, Mr. Senator, if the 
cooperative retained these patronage refunds against the will of the 
members that the Government should go in and subject the coopera- 
tive to taxation. 
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Senator Wruuiams. Well, is that not what you just said? 

Mr. McDona.p. I am saying from a cooperative standpoint that 
the retention of such funds is illegal. It is a violation; it is no longer 
a true cooperative. 

Senator WituraMs. That is the point. 

Mr. McDona.tp. When that patronage refund is handled in that 
manner; I just cannot imagine when each member has a vote how the 
cooperative management could get by with such a situation. 

Senator Wiiu1aMs. If I understand correctly, we are pretty much 
in agreement, I believe, and you have practic ally endorsed what my 
proposal i is, because that is what I said: that either it was illegal or 
else it should be illegal for any cooperative to withhold a portion of 
the earnings from a farmer against his wishes, and merely allocate 
to him a tax liability, and on a piece of paper something that he cannot 
redeem. 

I say that the man who keeps the money pays the tax. If the 
cooperative wants to relieve itself of 100-percent tax liability under 
my proposal, they can do it by allocating to the farmer the earnings 
and distributing’them to him; or, if the cooperative wants to with- 
hold those earnings in there against the wishes of the farmer or just 
arbitrarily hold them in there, I say that they should pay the tax on 
them instead of the farmer. 

I do not think that any cooperative—and you have just said that 
you think it is illegal—I thought it was illegal until I found out that 
it was not, and apparently we have to correct the law to make it 
illegal. 

Mr. McDonatp. Could I say a word, please? 

Senator WiL.LiAMs. Sure. 

Mr. McDonavp. I think the remedy is not here in the Congress 
for such a situation. 

The members of the cooperative enter into a contract with the 
cooperative management under which the managers of the coopera- 
tive must, after expenses, return to the members what they had. 

If the management of the cooperative violates that contract, then 
there is a remedy in a court of law, it seems to me. 

Senator WiiurAMs. In the event that there is not a remedy in a 
court of law, you will agree with me that Congress should make it 
possible so that there would be a remedy in a court of law. 

Mr. McDona.p. Well, I feel very strongly that there is a remedy, 
because when a contract is violated: 

Senator Wiuuiams. Well, we are advised 

Mr. McDonatp (continuing). You certainly can go to court about. 

Senator WiiuiAMs. We are advised under the existing interpreta- 
tions that the cooperatives are permitted to retain these earnings and 
not pay the tax on them, but can merely relieve themselves of the 
tax liability by allocating the earnings to the members. 

Mr. McDonatp. I have already “discussed that. I just do not 
know about it, and I cannot imagine a situation like that being 
widespread. 

Senator WiiiraMs. I would not say how widespread it was. 

Mr. McDona.p. And certainly 51 percent of the members could 
go in and fire the whole cooperative management if money was being 
withheld against the members’ wishes. 

Senator WiitutiAMs. You will agree with me then that, in the event 
& cooperative does withhold a portion of the earnings or all of the 
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earnings, it is only fair that they pay the tax themselve 
they withhold and not make the farmer pay the 
earnings 

Mr. McDonatp. Outside of reasonable reserves, 

Senator WILLIAMs (continuing). If it is being done. 

Mr. McDonaxp. | think I have in my statement here that that is 
provided by State law in most instances. 

Senator WILLIAMs. Well, the reasonable resery 

Mr. McDonatp. [ explain here that reasonab] 
sary at all times because farm prices, and prices of things farmers buy, 
£0 up and down; so, you need a reserve in order to take care of that 
situation. T am not in favor, Senator. of cracking down on the whole 
cooperative movement. if you manage 

Senator WILLIAMs. I agree with you on that. 

Mr. McDonatp (continuing). To dig up these few people who are 
withholding money illegally that the members want. 

Senator Wintrams. | agree with you on the cracking down on the 
whole cooperative movement. I do not think that has been sug- 
gested. If there are loopholes before they become too widespread, it 
has to be corrected, because | know of instances where farmers have 
paid tax on allocated earnings of cooperatives which later went bank- 
rupt, and they are just stuck. They never had their earnings, they 
never had been in 9 position where they could have called for the 
redemption of that stock, and they cannot get a refund on their taxes 
because it has gone too long, and I think you will agree with me that 
should not be permitted to continue. and that is merely what we are 
proposing to do under this proposal and under this amendment, 

This amendment that I offered would not place a single penny in 
fax on any cooperative that did, and conducted itself in the manner 
that you say a cooperative should, and in # manner in which | agree 
that one should. because a cooperative, if it is a true cooperative, is a 
nonprofit organization, and & nonprofit organization distributes its 
money back, and that is the reason it makes no money, and I propose 
‘o exempt 100 percent of all allocations that are back to the farmers 
in cash, but I do not Propose to exempt those cases which you did not 
think existed, but which do exist in certain cases, where the coopera- 
tives merely allocate to the farmer a tax obligation and no money, 

The Cuarrman. Senator, we will have several cooperatives before 
us during the course of these hearings, and this particular witness 
himself is not a representative of a cooperative; he is a representative 
of the Farmers Union. 

Senator WILLiAMs. Of course, that is true. 
directing these questions to him was because th 
Mr. Patton is titled “Cooperative Taxation,”’ 
the subject, and that is the reason I was dire 
him. Yes, Mr. Chairman, | recognize that. 

The Cuatrman. We have several Witnesses scheduled for that. 

Mr. McDonaxp. To make the reeord perfectly complete and 
honest, the Farmers Union cooperatives, in most instances, are com- 
posed of Farmers Union members who pay dues. Part of their dues 
are derived indirectly from what they get out of the cooperative, and 
they are Savings, so we do get a portion, the national Office gets a 
small portion, of the dues which these members of the cooperatives 
pay, so that is an indirect interest. But, as | Say, there is no organi- 
zational tie-up directly, 
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Senator WiiurAMs. I merely wanted to point out to you that I do 
not think that what I am proposing to do is any different from what 
you say should be done, and I think we are pretty much in agreement, 
and if you agree to that analysis, I almost can interpet your statement 
as an endorsement of it. Iam glad to know that we are not so far 
apart. 

Mr. McDonatp. We are in entire disagreement in regard to thi 
remedy here. I feel that if there is an irregularity in the way a co- 
operative conducts its business that a court of law should be resorted 
to to correct that, to force the cooperative management to carry out 
its contracts. 

Senator Witutiams. You would agree with me, though, that 
cooperative should carry out its contract. 

Mr. McDonatp. Yes, sir. 

Senator WiuuiaMs. If necessary, and if it is not being done, ane 
if the laws are not adequate to enforce that to be done, you will agree 
with me that correction in the laws must be made whereby it 
force one to carry out its contracts. 

Mr. McDona tp. I do not agree with your assumptions. 
believe that there are not adequate remedies in courts of law. 

Senator WituiaMs. Well, assuming there are no violations, if you 
are correct, and | hope you are, then there would be no harm done 
in the proposal to correct a situation which might not exist, but which 
in the event as you say all of them were living up to the strict letter 
of the contract and were distributing dividends and earnings back, 
then the net effect of passing this amendment would be negligible 

Mr. McDonavp. | did not come here prepared to analyze or discuss 
the amendment. I am afraid I] have not studied it sufficiently, but 
I do recall one provision, aside from the cash provision, which could 
be very damaging, the 60-day provision, in which everything has to 
be returned in cash. 

Well, as you must know, livestock operations, farmers’ business 
generally, are not necessarily conducted on a seasonal or yearly basis 
at all. 

Senator WituiaMs. Well, I think that 

Mr. McDonatp. We are just opposed to all of these restrictions 
set up. We think the present law is fine, and we think the Congress 
has been wise in encouraging cooperatives and, frankly, Senator, we 
just look with suspicion, ‘and 1 say this with all respect to you, on 
any proposal to change the laws respecting cooperatives. 

Senator Wiiuiams. Well, I can understand that, and I think that 
that is something, perhaps, that has clouded your vision somewhat, 
because really basically there is not much difference in what we are 
each trying to achieve. 

As far as the 60-day provision, I made the statement, if you will 
read it, that I was not holding strictly to the 6Q days. You had to 
put a figure on it. The main thing I was holding to was that it had 
to be a definite period, whether it is 30, 60, or 90 days, or whatever 
the time was. 

The CHarrMan. All right. 

Senator Tarr. I can see reasons for the exemption, but I do not 
think that it is quite fair for you to go after everybody else who has 
asked for some special treatment, on page 3, and wipe them all off 
the board, because Congress in each case has done it with respect to 
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some special situation because they thought the general law and the 
general application was unfair. That is what I would suggest would 
be some inconsistencies at the end of your statement. 

Mr. McDonanp. I discussed that point about certificates of neces- 
sity, and the depletion of exemption a moment ago. I would just like 
to add that we feel, perhaps, the committee should provide for some 
provision by which these awards of certificates of necessity could be 
reviewed. 

Now, I saw a pamphlet the other day, the result of an investiga- 
tion, I believe, by the Small Business Committee of this body, and it 
was a scandalous document, because in one instance, an $8 million 
certificate of necessity had been granted, when the three individuals 
proposing to build the plant only had $600 in capital, and an aban- 
doned race track. 

. Senator Tarr. Well, you object to the administration of that pro- 
vision rather than the principle. 

Mr. McDonaup. Yes, Mr. Taft. I think, perhaps—if the RFC 
turned this application down, it seems to me that the administration, 
the Iron and Steel Division, I believe, of NPA, when they awarded 
the certificate, then I think there was grave doubt about whether it 
should have been awarded or not. 

Senator Tarr. I understand. 

Senator Frear. Mr. Chairman, may I ask just two questions? 

The CHarrMan. Yes. 

Senator Frear. I believe they can be answered very briefly and 
very definitely by the witness. 

What is the National Farmers Union? 

Mr. McDona.p. I beg your pardon? What is it? 

Senator Frear. What is the National Farmers Union? 

Mr. McDona.p. It is an organization of farmers. We have about 
500,000 members, possibly around 200,000 farm families. Mem- 
bership is centered mainly in the Wheat Belt, extending over into 
Wisconsin, the dairy section, and west to the livestoc +k section to 
Montdna, south to Colorado, and over into Oklahoma. 

We are first as an organization in only two States or one State, 
North Dakota, where about three-fourths of the farmers are in our 
organization. In Oklahoma we are second to the Farm Bureau. 

Senator Frear. What are the requirements of membership? 

Mr. McDona.p. The requirements of membership are that the 
member must be a farmer. Exceptions are made in regard to country 
physicians and ministers. No other person may belong to the Farmers 
Union. 

Senator Frear. What are the privileges? What are the privileges 
of membership in the National Farmers Union? 

Mr. McDona.p. Well, the membership entitles you to participate 
in any of the cooperatives; it entitles you to receive literature, of 
course, which is published—to participate in local, county, State, 
and National conventions. It provides a method of artic ulation of 
the needs of the farmer. 

Senator Frear. Can a person, a farmer, be a member of the Na- 
tional Farmers Union without being a member of a cooperative? 

Mr. McDona vp. Yes, sir. 

Senator Frear. Does his membership in the National Farmers 
Union permit him to buy from a cooperative on a cooperative basis? 
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Mr. McDona tp. Yes, sir. 

Senator Frear. I think that satisfies that. 

I would like your definition on what is a true cooperative. 

Mr. McDonavp. One in which only one member has one vote, and 
in which the bulk of the business which is transacted by the group is 
farmer business or business that concerns the group. We are in 
accord with—— 

Senator Tarr. You mean member business or farmer business? 

Mr. McDonatp. Member business. 

Senator Tarr. The bulk of it is member business. That is what 
you said. 

Mr. McDona.p. Yes. 

Senator Frrar. Your definition of a true cooperative, I assume, 
has nothing to do with the distribution of cash dividends or patronage 
dividends in any manner? 

Mr. McDonatp. We feel that should be based on the amount of 
service or business that the individual members 

Senator Frear. But a true cooperative is one in which a member 
has a vote? 

Mr. McDonaup. And he may determine policies of the group. 

Senator Frear. Through his authority or privilege to vote for the 
officers? 

Mr. McDona.p. Yes, sir. 

Senator Frear. Thank you. 

Senator Wiuurams. Could I ask one further question? In the 
event that these cooperatives—and I do not know if that applies to 
your organization or not, but there is a pyramided ownership—you 
have a series of small cooperatives, and then another cooperative of 
which these smaller cooperatives are members, and they pyramid them 
up to the top, and you say that each member has a vote. How do you 
attribute the power to the management? How does the management 
at the top get the power to call the shots? 

Mr. McDonavp. Well, they determine their power just as they do 
in our organization. 

Senator WiuuiaMs. That is what I was getting at. How do they 
do it? 

Mr. McDona.tp. We have small meetings at which they elect 
delegates, and then large meetings of a State nature, let us say, 
State-wide or region-wide; and then the regions finally come together 
in a national convention, which includes delegates from every segment 
of the group. 

Senator Wiiu1AMs. Do you have such a pyramided organization, 
that is, the Farmers Union? I am not familiar with the set-up at 
all. That is, do you have a smaller cooperative in the field, and then 
larger cooperatives composed mostly of just the members of the 
cooperatives themselves? Do you pyramid them up to the top? 

Mr. McDonaup. I do not understand, Senator, what you mean 
by pyramiding. I would say that every part, as far as 1 know, of 
our cooperatives from the local down to the largest group is completely 
democratic, and the delegates, as I recall at the convention in St. 
Paul, which I did not attend, but I read about it last year, one of the 
cooperatives, I believe, had about 5,000 delegates. I am just speaking 
from memory. Maybe it was 3,000, but there were thousands of 
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people there from every area who had been duly elected by the mem- 
bers from that area, and from their area. 

Senator WiiuiaMs. That is all. 

The CuarrMan. Well, thank you very much. The full statement 
of Mr. Patton will go in the record. 

Mr. McDona.p. Thank you, Senator. 

(The prepared statement of James G. Patton is as follows:) 


STATEMENT OF JAMES G. PaTToNn, PRESIDENT, NATIONAL FARMERS UNION 


The magnitude of the Federal debt, recent estimates of the pending current 
deficit, and the continued necessity for building up our military strength necessitate 
the imposition of additional Federal taxes. Receipts will not be adequate to 
meet the obligations of the Federal Government unless additional revenues are 
fortheoming. 

There is no doubt in our minds, therefore, of the need for general tax revision. 
We do not feel, however, that there is any necessity for a revision in tax policy 
unless it is in regard to eliminating various tax privileges and exemptions which 
the business community enjoys. I am referring to the depletion allowance ex- 
emptions and to the very liberal exemptions which business has been receiving in 
the form of certificates of necessity. In regard to taxation of cooperatives, we 
do not feel that there is any reason whatsoever that present laws should be revised. 


I. COOPERATIVE TAXATION 


Authorities in the tax field do not seriously contend that changing or eliminating 
the tax statutes which apply to farmer cooperatives will result in any large amount 
of additional revenue. It was estimated by the Secretary of the Treasury in a 
study released in 1947 that elimination of section 101 (12) of the Internal Revenue 
Code would bring in only about $10 to $20 million annually. Since that time 
authorities have suggested that this sum might be raised to around $25 million. 
It is seen when allowance is made for collection of this money that the Government 
has little to gain from eliminating the so-called cooperative tax exemption. 

There are additional reasons why tax laws relating to cooperatives should not 
be changed or weakened. The family-type farmer is entitled to market his crops 
and purchase his supplies in a way which is comparable to the large operator and 
to normal business operations. Farmers for many years have grouped themselves 
together in order to buy and sell in large quantities. By using the cooperative 
device the farmer has eliminated in part the middleman who previously took a 
large part of the fruits of the farmer’s labor thus preventing the farmer from re- 
ceiving a fair price in the market place. The consumer has also been penalized 
because of the numerous middlemen who exacted their profit at various points 
between farm and grocery store. Farmer cooperatives have not only enabled 
the farmer to secure a more equitable share of the retail price, but they have given 
the consumer a better product at less cost by more efficient marketing. 

There are various proposals before the Congress which would qualify or set up 
barriers around farmer cooperative activity. In order to realize the seriousness 
of these proposals, it is necessary to consider the way a cooperative operates. 
The cooperative manager is an employee who necessarily must return to the mem- 
bers of the cooperative all funds which he receives when commodities are marketed, 
less necessary expenses. None of the savings or patronage refunds belong to the 
cooperative. They belong to its individual members. 

Farmers have found in the operation of a cooperative that it is necessary to 
earmark a certain part of their patronage refunds whether they are issued as cash, 
stock or certificates so that they will remain in the cooperative to expand and 
carry on operations. It is plain that if no part of the patronage refunds which 
accrues to the farmer member was put back into the operation, that a cooperative 
could not grow or expand. Retention of funds in the cooperative which belong 
to the members is absolutely necessary to the efficiency and even the life of the 
various cooperatives. 

We feel that the requirements laid down by the Bureau of Internal Revenue 
in regard to the administration of section 101 (12) are equitable and fair. It 
seems necessary to us if the cooperative qualifies under the exemption statute 
that all profits must be returned to the farmer members less expenses, that a 
majority of the business must be carried on by members, that a 15-percent limit 
be placed on nonfarmer business and that the cooperative limit its reserves to the 
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amount called for by State laws. These reserves, it must be emphasized, are 

necessary for the sound conduct of cooperative operations. Cooperatives must 

have a certain amount of reserve funds if they are to protect the interest of their 
members and ride up and down the tides of changing prices. 

t There is probably a greater need now than ever before for farmer cooperatives. 
Farmers face in the market place larger combinations of business, both on the 
marketing and the buying side, than they have ever faced before. At atime when 

; increases in production are called for, when price spreads are widening, when we 
are faced with the prospect of higher and higher marketing charges, the Congress 
should not reverse its historic policy of encouraging farmer cooperatives. 


t Il. GENERAL TAX REVISION 


In regard to general tax revision, we urge raising the tax rate of corporations 


” and higher-bracket individual incomes. Corporations today are making the 
» largest profits in all history. According to recent repurts, corporate profits for 
the first quarter of 1951 were 75 percent higher than for the comparable period 
’ last year (Economic Indicators, Council of Economie Advisers, June 1951, p. 23). 
E Using 1947 as a base, corporate profits are 66 percent higher. Corporations for 
some years, if World War II experience is to be used as a criterion, have not been 
: paying their fair share. In 1942-43 corporations paid 44.1 percent of all Federal 
: taxes. In 1950 corporations were paying only 29.9 percent of total Federal taxes 
| i paid. 
Workers and farmers have not increased their earnings to the extent that 
' corporations have. Average weekly earnings of factory workers only increased 
13 percent during the first quarter of this year as compared to the first quarter 
- of last year. While farmers increased their cash receipts by 20 percent during 
. the first 6 months of 1951, as compared to the first 6 months in 1950, most of 
: this increase was absorbed by increased costs. Prices paid by farmers both for 
: production and family living increased 13 percent. This meant roughly an 
; increase of 7 percent for farmers. 
We do not believe that those in the lower brackets, whether on the farm or 
in the city, should constitute the principal source of additional revenue. A look 
i at figures published by the Joint Committee on the Economic Report in The 
. 4 Economie and Political Hazards of an Inflationary Defense Economy, February 
: 1951, seems to indicate that there are already glaring inequities in regard to the 
; proportion of taxes contributed by those in the lower brackets. On paze 14 of 
) this report, it is indicated that breadwinners earning under $1,000 actually paid 
23.6 percent of their income in State and Federal taxes. They actually paid 
during the vear 1948 a larger percentage of their income than did those making 
i from $1,000 to $7,500. Here are the figures which indicate that State and 
) Federal Governments have been following soak-the-poor tax policies: Those 
making $1,000 to $2,000 paid 20.3 percent of their income in taxes; those making 
: $2,000 to $3,000 paid 21.6 percent, ete. The tax structure as revealed in this 
| ged indicates great inequity in theetax structure for all those earning below 
$7,500. 


We do not believe that the Congress can hope to extract much more in taxes 
from the 17 million who are earning less than $2,000 a vear or even the 50 percent 
who are making $3,000 or less. This 50 percent actually is responsible for only 
three-tenths of all expenditures for consumer goods. It is obvious that the 
Congress must look for taxes in those groups who are receiving more income. 

We believe that corporation excess-profits taxes should be greatly increased. 
We also believe that taxes should be increased on those in the upper brackets, 
starting, say, at $3,500, and making the percentage increase rise as annual income 
increases. 

We would like to emphasize that tax rates on those in the lower brackets who 
are already suffering from the pinch of inflation would not only result in great 
hardship and suffering but would actually undermine the strength of the Nation 
and destroy national morale. Wage earners will not look with favor on an 
increase in their tax rates at a time when business profits have ascended into 
the economic stratosphere. The people generally expect to pay their share. 
They realize that they have a stake in this national emergency. They are willing, 
we feel, to sacrifice. But they also feel that business should not be allowed to 
profit from the Korean episode or from the defense program. 
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Ill. TAX LOOPHOLES 


We suggest that this committee, in considering tax revision, take a look at the 
vast sum which is slipping through the fingers of the tax collector in the form 
of certificates of necessity, depletion allowances, and other special-interest devices. 
We fail to see the logic of allowing the oil industry huge subsidies in the form 
of depletion allowances when farmers receive nothing for the depletion of their 
resources. Neither do we feel that other industries are entitled to special tax- 
exemptions. If subsidies are necessary to the carrying out of the defense program, 
then they should be given openly and only in instances where it is absolutely 
necessary to build a plant or increase production. 

We are apparently repeating a system of double rewards, or subsidies, for big 
corporations involved in production of military goods which the Truman com- 
mittee exposed during the last war. At that time, the Government built war 
plants and gave the operators an option to buv, or we gave them accelerated 
amortization. The Truman committee noted that in negotiating contracts for 
war procurement the manufacturers included in their cost of production the ac- 
celerated amortization on which the Government was already allowing them the 
tax benefit. We thus had the spectacle of concerns getting a special concession 
from the Government using the concession to jack up their prices to the Govern- 
ment. Today we are repeating the same double rewards. One reward or sub- 
sidy to big business for building plants which they should have built long ago is 
questionable. A double reward is special privilege carried to a scandalous degree. 

We also suggest that some provision should be included into the tax bill which 
would limit inclusion as tax deductions items such as lush expense accounts for 
employees engaged in Government contracts: unwise and unnecessary frills on 
real property and expansion of nonessential plant capacity; and the placing on 
company payrolls of personnel used primarily for private service to corporation 
Officials such as landscape workmen, chauffeurs, and personal maids shown as 
factory employees. 

We hope that the committee will comb our tax laws thoroughly to eliminate 
loopholes, including special treatment of utilities, railroads, and airlines. 

If there are to be anv favors, they should go to small and new business enter- 
prises which will reestablish a measure of competition in the American economy. 


The CuarrMan. Mr. Seidman. Mr. Seidman, will you please iden- 


tify yourself for the record. 


STATEMENT OF M. L. SEIDMAN, CHAIRMAN, TAX COMMITTEE, 
NEW YORK BOARD OF TRADE 


Mr. Serpman. I am M. L. Seidman. I am chairman of the tax 
committee of the New York Board of Trade. 

Gentlemen, this bill, H. R. 4473, has the distinction of proposing 
to collect the largest amount of taxes ever imposed by any of its 
famous predecessors. I am sure you will agree that is quite a dis- 
tinction. Yet the fact remains that after superimposing this huge 
additional sum upon the largest revenue take in our history, in- 
herited from the long string of earlier revenue acts, we will still fail 
by many billions to meet the President’s budget. As you gentlemen 
know, the Ways and Means Committee of the House of Representa- 
tives devoted itself intensely for a period of more than 5 months to 
seeking out sources of additional revenue and it came up with this 
bill as its final answer. 

Since there is general agreement that we must meet our civil and 
military costs out of current revenue or further aggravate the mon- 
ster of inflation, a primary conclusion becomes immediately obvious. 
Government spending must be tailored to stay within Government 
revenue. In other words, we must live within our means. Civil ex- 
penses must be cut to the bone and nonessentials, whether civil or 
military, must be completely eliminated. There is still plenty of 
oven-handed spending. Proof of that can be found ia the studies 
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and reports made by Senator Harry F. Byrd and others. These show 
ample room for cutting many billions of dollars out of our budget 
without harm to our defense or other essential Government functions. 

I might say in this respect that the Senate has already done a com- 
mendable job in cutting down many budget requests. Its fine work 
in that direction has the full-hearted support of every clear-thinking 
citizen. Now, as always, our real strength is our economic stret eth. 
This we must preserve as a prerequisite to the maintenance of our 
way of life. 

But a balanced budget, by itself, is not enough if it is to be attained 
at the cost of weakening our system of private enterprise. One of 
the most important factors in a sound economy is a well-balanced tax 
system. Far from being well balanced, ours is a completely lopsided 
one; and this proposed revenue bill will throw it still further out of 
kilter. 

A striking fact about our tax system is the extent to which it 
depends upon direct taxes on income. ‘Taken together, such taxes 
would, under the proposed program for 1952, constitute 83 percent 
of net budgeted receipts compared with 78 percent last year and 50 
percent in 1939. What this means in income-tax rates can be seen 
from the rate schedule after giving effect to the proposed 12};-percent 
increase in individual taxes. The marginal tax rate at $10,000 is 43 
percent; at $20,000, 65 percent; at $40,000, 78 percent; at $50,000, 84 
percent; and a $80,000, the maximum rate of 9414 percent. 

The way in which the press handled the proposed 12};-percent 
increase in individual taxes gave the impression, in some instances, 
that the increase stopped at the $80,000 income point. Actually, the 
increase applies all along the line; however, one cannot increase taxes 
by 12% percent on income already paying a 91-percent tax rate. 
That would make the top tax rate 102.4 percent or 2.4 percent beyond 
complete confiscation. The surtax schedule was itself therefore 
changed so that the top rate under this bill would be 94}5 percent. 
Viewing this increase in terms of a percentage of take-home pay, or 
what is left of income after present taxes, the effect becomes startlingly 
clear. It means a reduction of only 1.1 percent in take-home pay 
to the man now paying a 20-percent tax, but more than a 30-percent 
reduction in take-home pay or in retained income to the man whose 
top tax rate is already 91 percent. 

Under this new Fair Deal, therefore, a man reaches the zenith of 
his financial success in life when he can retain $23,502.50 out of 
$80,000 of income. After that he can keep a nic kel out of every 
dollar. If you should be looking for that unaccounted-for half penny, 
I must point out that many States collect income taxes, too, and on 
the selfsame income. Their tax rates range up to 15 percent. Except 
for the fact that the State tax is deductible from income for Federal 
tax purposes, the combined top rate of tax on the same income would 
be 9% percent more than 100 percent. That could well be the result 
anyway, where a taxpayer has no income in the following year from 
which to deduct his State tax when he pays it. 

You may recall in F. D. R. days, and purely, I suppose, as a war 
measure, it was suggested that retained personal income be limited to 
$25,000. This brought on such unfavorable repercussions, even from 
so-called liberal sources, that the idea was quickly dropped. Yet the 
practical effect of the 12}-percent tax increase in this bill is to very 





494 REVENUE ACT OF 1951 


nearly limit personal incomes to $25,000. In the case of the few indi- 
viduals who are lucky enough—or shall I say unlucky enough—to 
have incomes ranging up to $1 million and beyond, they will be per- 
mitted to keep a dime instead of a nickel out of every dollar; that is, 
providing their over-all tax is 90 percent of their total income. In 
their case the tax is not a graduated one but a flat 90-percent tax on 
every dollar of income. 

Now, I ask you gentlemen, in all sincerity, can anyone reasonably 
be expected to put much enthusiasm into his efforts to produce and 
preserve income only to have it almost entirely taken away from him? 
Experience has shown otherwise. Extreme and unconscionable tax 
rates do not supply revenue for very long. They tend to force liqui- 
dation of income-producing properties. They promote tax avoidance 
and in the end they destroy the very sources of Government revenue. 

Not only are the sources of income destroyed but our national way 
of life is itself destroyed. The net effect of extreme and unconscion- 
able tax rates is to annihilate the middle and upper classes of society. 
Then, of course, there is only one class left to pay the taxes. That is 
exactly what has happened in England. That is socialism. We all 
profess we want no part of that here, but we are assuredly heading 
swiftly in that direction. 

What I am defending here is capitalism, with all of its defects, 
against socialism and communism, with all of their idealisms. No 
tears need be shed for the rich man who can live comfortably even 
after he pays these taxes. It is the wage earner who is the real 
victim of this confiscatory tax policy. It is he for whom higher wages 
must depend upon more and more capital going into tools of produc- 
tion. Confiscatory taxes leave little or nothing for capital formation 
upon which, in the long run, the worker’s progress largely depends. 

In this bill it is also proposed to increase normal and surtax rates on 
corporations to 52 percent. In addition, it is proposed to manipulate 
the excess-profits-tax thermometer in such a way as to produce the 
illusion that more ‘‘excess”’ profit exists than is actually there. That 
is just another way of saying that the tax rates on normal income will 
be substantially more than 52 percent. Also, the combined corporate 
rates would total 82 percent, with an over-all rate of 70 percent. 

Here again, the big corporations to — capital markets are open 
even after paying out most of their earnings in taxes and dividends 
can sti a up much better against icteniis taxes than can the little 
companies. It is the small business which must depend upon capital 
accumulations — its own earnings for growth and competition with 
big business. Capital markets are not open to the small unlisted 
companies which, however, make up the great majority of our cor- 
porate businesses. 

We profess to be particul: rly solicitous of small business, so it is 
WO! thy of note that there is a provision in this bill section 123, which, 
in numerous cases, will have the effect of greatly increasing taxes of 
small family companies, entirely aside from the proposed tax increases. 
This would come as a result of limiting “related « corporations” to a 
single surtax exemption and a single excess-profits-tax credit 

\s long as there is a full exe mption or credit extended to each 
corporation there is frequently an advantage for a business to operate 
through more than one unit. That is what the proposed change in 
the law seeks to eliminate. However, the remedy is very much like 
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cutting off a man’s foot to cure his corns. It is a radical one to say 
the least. There are any number of related businesses that are 
nevertheless separate and distinct enterprises, and entitled to be 
treated as such. 

Thus, a man may be in the shoe business and his wife may operate a 
little dress shop of her own. Or, a man may put his son into business, 
retaining, however, a controlling interest. Or, an individual may be 
in one business and acquire another completely separate and unre- 
lated business. There would seem to be no good reason why any of 
these situations should not be entitled to separate corporate treat- 
ment. This proposal, however, through several extremely com- 
plicated and irfvolved provisions would deny them individuality and 
would limit so-called controlled corporations to a single surtax 
exemption and a single excess-profits-tax credit. 

The Bureau of Internal Revenue, under existing administrative 
procedure, has ample powers to treat with corporations whose separate 
existence is influenced chiefly by tax considerations. I submit that 
this proposal can do a lot more harm to small business than may be 
warranted by any possible revenue. 

In an obvious attempt to treat calendar-year and fiscal-year tax- 
payers alike as regards the effective date of tax increases, this bill 
makes careful provision for fiscal year individual taxpayers. How- 
ever, it overlooks the fact that few individuals report on a fiscal-year 
basis but that a great many partnerships, estates, and trusts from 
whom individuals receive income do report on a fiscal-year basis. 
This bill, however, makes no provision for allocating such partne “ie? 
or fiduciary income as between the 2 years involved. Instead, 
treats as 1951 income all of ar individual’s share of income from a 
fiscal-year partnership or fiduciary whose year ends within the 
individual’s calendar year. Thus, for instance, in the case of a 
partnership having a year ending on January 31, 1951, the individual’s 
share of the partnership income from February 1, 1950, to January 31, 
1951, will all be taxed to him at 1951 rates in his 1951 calendar-vear 
return. The same situation was true when tax rates were hiked i 
1950 with respect to 1949 income. In the light of the sharp increases 
in rates, this discrimination between taxpayers should be corrected. 

In pointing up some of our tax weaknesses, let me remind you of 
some of our forgotten men—forgotten, not by the tax collector but 
by Uncle Sam as security dispenser. I am referring to self-employed 
professional men—lawyers, doctors, engineers, architects, accountants, 
et cetera. To this group.also might be added individuals in business 
for themselves or in partnership with others. 

Under our present high taxes and high cost of living it is practically 
impossible for anybody, in or out of these groups, to provide amp ly 
for his own old age and for his family’s future security. In recognition 
of this obvious truth, employers are given tax incentives to set up 
pension plans, stock bonus, and profit-sharing plans for the benefit 
of their employees. They are permitted a deduction from taxable 
income up to 25 percent of an employee’s annual earnings if the 
amounts so deducted are set aside for the employees’ future benefit. 
The employer thus gets an immediate tax advantage while the 
employee is not taxed on his benefits until he himself or his beneficiary 
receives What has been set aside for him. 
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In all fairness it would seem that the very least we should do is 
to make similar security provisions for the professional man and the 
self-employed businessman. Various plans have been suggested to 
accomplish this purpose. One of the simplest is to allow these indi- 
viduals an annual deduction up to 15 percent of their taxable income, 
if the amount so deducted is invested in a specially designated series 
of United States Government bonds. These bonds would not be 
redeemable except under certain conditions approximating those now 
applying to approved pension plans or stock bonus or profit-sharing 
plans, and would constitute taxable income when redeemed. 

In revamping our tax structure, we must face up to the fact that 
substantial additional revenues, if needed, can only -come from the 
average man of average income and average wealth. The President’s 
own Council of Economic Advisors said recently: 

By far the largest vart of the additional revenue must come from the middle 
and low tax brackets. These are the brackets in which the bulk of the income 
is located. Of the net income on all taxable returns, 86 percent of the amount 
remaining after Federal income taxes is estimated to be received by taxpavers 
with net income of less than $10,000. ‘To hold down consumption, which is vital 
to the control of inflation, the bulk of consumers must be affected directly by tax 
increases. 

It must be perfectly clear to all of us by now that we cannot get 
the money by ed soaking the rich. Even if we were to tax away 
all income over $25,000 a year the yield would be less than $1 billion 
over and hae present taxes the first year, and certainly much less 
thereafter. Nor can we do much better by soaking the corporation— 
popular a pastime as that may be. There is a limit to what corpora- 
tions can be made to pay without loss of incentive and without pro- 
moting waste and extravagance. 

From the standpoint of the entire national economy this is the 
time when we should be discouraging consumer spending and doing 
everything we possibly can to promote savings. This is a time also 
when we are trying to induce and accelerate production. As an 
obvious corollary, therefore, this is no time to substantially increase 
individual or corporation income taxes but it is a particularly good 
time to impose further taxes on consumption. 

Few of us would regard consumers’ taxes, taken by themselves, as 
an equitable method of taxation, but they can and should play a 
much more important part in our tax system than they do today. 
The usual objection to sales taxes, namely, that they fall too heavily 
on the lower mcome groups, is not valid today because of the steeply 
aggressive income taxes paid by other groups who in addition would, 
of course, also have to pay the sales taxes. It is the lower-income 
groups, by and large, who have benefited most from the general rise 
in income over the past decade. 

Finally, in consumer taxes the individual at least has some choice 
whether to spend or not to spend, hence whether to pay or not to pay 
the taxes. Food and other basic necessities are in any event usually 
exempt from such taxes. 

And now, having been critical of some of the major provisions of 
this bill, I want to say that it is also has some excellent features in 
it which I hope you gentlemen will see fit to retain. For instance, 
the provision recognizing the head of a household as being entitled 
to aes cial treatment; the provision with respect to gain from the sale 
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or exchange of a taxpayer’s residence; the recognition that some family 
partnerships have been mistreated; and the encouragement given to 
venture-capital companies, are all excellent provisions, to mention 
only a few of them. They go to emphasize the fact that even under 
extreme revenue needs the Ways and Means Committee was ready 
to sacrifice revenue in order to promote equity in aggravated situa- 
tions. 

Summarizing the point of viewing in the New York Board of 
Trade on some of the major items, It 1s: 

(1) First and foremost, civil-government spending must be cut to 
the bone and all nonessentials, civil or military, must be completely 
eliminated from our budget. 

(2) Personal income taxes are already entirely too high, particu- 
larly in the middle and upper brackets. But, if additional revenue 
must be raised from this source, it can be more equitably distributed 
among taxpayers if treated as a percentage of retained income rather 
than as a percentage of the present tax. 

The combined total of a corporation’s normal and surtaxes 
should not exceed 50 percent of its income. 

(4) Excess-profits taxes should be imposed only on the true excess 
over normal profits. Base-period income, once arrived at, should 
not be reduced by any arbitrary percentage, as at present or otherwise. 

(5) Substantial additional tax collections can only come from the 
average man of average income and average means. ‘The best taxes 
under present circumstances are those that would discourage consump- 
tion and induce savings. Whether such taxes are imposed on retail 
sales, with carefully worked-out exemption provisions, or whether 
they be imposed at the last point of manufacture, or confined simply 
to a broader field of selective excise taxes, is not as important as it is 
that the taxes be imposed at the point of spending rather than at the 
point of receiving or saving income. 

(6) No retroactive taxes of any kind should be imposed. 

And, finally, gentlemen, perhaps we can learn something from our 
northern neighbor. Canada has had a balanced budget for every 1 of 
the 5 years since 1945. In each of these years also it reduced its 
national debt substantially. It has no excess-profits tax. Its 
individual tax rates are considerably lower than ours. It does, 
however, have an over-all retail sales tax of 10 percent in addition to 
special excise taxes on luxury goods. 

Canada’s economy is of course materially affected by our own. 
Last year, especially, there was an inflow of speculative capital from 
the United States that reached flood proportions and provided a sharp 
inflationary stimulus. In April Mr. D. C. Abbott, the Canadian 
Minister of Finance, presented the nation with a unique budget. It 
is a budget designed to finance the defense program on a pay-as- 
you-go basis and to control inflation. Permit me to quote just a few 
pertinent remarks from the Minister’s speech in presenting this budget. 


He said: 


The field of the corporation income tax is a difficult one, and one which I have 
to approach with a particularly keen sense of responsibility for the real national 
interest, because the general public does not, I am afraid, fully understand the 
implication of these taxes. It would be only too easy to take a superficially popular 
line and increase these taxes to a point which while yielding large immediate 
revenues would do grave damage in the longer run to the economy as a whole. 
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Then he went on to say: 


A part of what I said about the excess-profits tax, namely, that it blunts the 
goal to efficiency and that it invites waste, applies also to high rates of corpora- 
tion income taxes. It is, of course, a question of degree. I say quite frankly, 
however, that I am not happy about corporation tax rates when they go over 
50 percent. I think it is bad psychology to permit people to say that more than 
half of any income earned, or any savings made, will go to the Government. 








It looks to me, gentlemen, like they grow some real statesmen up 
there in Canada. 

Thank you. 

The CHarrMAN. Yes, sir. 

Any questions, Senator Connally? 

Senator Conna.Liy. No questions. 

The Cuarmman. Thank you for your appearance here. 

Mr. Serpman. Thank you for permitting me to appear. 

The Cuarrman. The committee will recess until 2:30. 

If any of the witnesses who are scheduled this morning wish to 
file a brief for the record in lieu of their appearance, they may do so. 
Otherwise we will hear you sometime in the afternoon. 

Mr. YounG. My statement is going to take about 5 minutes, and 
it is very short. As a matter of fact, if I could be taken out of order 
it will take me a few minutes to get it into the record. 

The Cuarrman. Mr. Young, I will be perfectly willing to remain 
here for you to make your statement and let it go in the record if you 
wish at this time. 




















STATEMENT OF MILTON YOUNG, ATTORNEY AT LAW 






Mr. Youna. That is very kind of you, Senator. 
The CuarrMan. Yes, sir. Have a seat. 
Mr. Youna. Yes, sir. My name is Milton Young. 
The CuarrMAN. For whom are you appearing? 
Mr. Younce. I am an attorney at law, and a member of the faculty 
of New York University Graduate School of Law. 

The CuarrMan. Yes, sir. 

Mr. Youne. My remarks are addressed to section 123 of the 
pending revenue bill of 1951. 

It costs about $50 to form a corporation in New York State. It 
may cost as high as $13,000 each year, if section 123 of the revenue 
bill of 1951 should be enacted in its present form. 























THE PRESENT PRACTICE 








One corporation may both manufacture and sell its product. If the 
net income of the corporation is $40,000, its combined normal and 
surtax liability under the proposed rates will be $15,300 and its 
excess-profits tax liability will be $4,500 for a total tax of $19,800. 
Ii a selling corporation were to be formed by the same stockholders, the 
tax liability of each corporation, assuming the $20,000 income was 
equally divided between them would be $6,000 each with no surtax 
or excess-profits-tax liability by reason of the $25,000 exemption and 
minimum excess-profit credit. The total tax would be $12,000 for a 
savings of $7,800. It may well be that in a given flagrant case the 
Commissioner may overcome the tax advantage by invoking either 
section 45 or section 129 of the Internal Revenue Code with no need 
for additional legislation. 
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The new section would limit the $25,000 surtax exemption and the 
$25,000 minimum excess-profit credit to a single exemption and 
credit where two or more corporations are controlled by the same 
stockholder or small group of stockholders. The section was designed 
to prevent the 
deliberate splitting up of corporations for the purpose of realizing the unusual tax 
advantages which present law permits in a period of high corporate tax rates. 
While there may be no quarrel with the objectives of the amendment, 
there is serious opposition to the sweeping language of the new 
section and the hardship it will work upon many small-business men 
who are innocent of any deliberate attempt to split up a business 
activity. 

It is clear from the report of the House Ways and Means Committee 
that the tax advantage sought to be eliminated is one arising from 
the use of multiple corporations to carry on various phases of 
common business activity. 

Section 123 (a) (3) (B) of the revenue bill of 1951 defines a con- 
trolled group as ‘any group of two or more corporations’ which 
meet the statutory stock ownership test. All corporations falling 
within the classification would be permitted to share but one surtax 
exemption and one minimum excess-profits credit. This limitation 
will apply solely by reason of the identity of stock ownership and 
would be operative even though the activities of the corporations are 
unrelated. It will apply to corporations which may have been in 
existence for many years and which conduct completely isolated 
business functions. It will affect only small business because where 
stock ownership is divided among groups consisting of more than 
five persons, the new section will not “apply. 

How the proposed rule will work by way of example: Messrs. Jones 
and Smith may own all the stock of a corporation engaged in the opera- 
tion of, say, a dairy farm, which enjoys a net income of $50,000 a year. 
The corporation’s total normal tax, surtax and excess-profit-tax 
liability (assuming no variations in normal tax net income and excess- 
profits income) would be $28,000. 

Jones and Smith decide to buy all the outstanding shares of O. B., 
Inc., which operates an office building in a neighboring city. O. B., 
Inc., has a net income of, say, $20,000 a year. If Messrs. Jones and 
Smith were to buy the shares in the same proportion as the stock held 
in the dairy farm corporation, as would be natural, the penalty 
imposed on O. B., Inc., by reason of the identity of stock ownership 
would be $8,000 a year computed as follows: 

Tax before purchase of shares (income $20,000) : 
Normal tax on $20,000 $6, 000 
Surtax ($25,000 exemption) 0 
Exeess-profit tax ($25,000 minimum excess-profit credit 0 


Total ete ee tke b ), 000 


Tax by reason of operation of proposed sec. 123: 
Normal tax (30 percent) 3, 000 
Surtax (22 percent) ($25,000 exemption unavailable , 400 
Excess-profit tax (80 percent) ($25,000 minimum excess-profits credit 
unavailable) $6,000, but by reason of 70 percent limitation _ 8, 600 


Total tax , 000 
3., Ine., tax liability before acquisition of stock of Jones and Smith }, OOO 


Additional annual tax_ -- + ‘ , 000 
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This result follows despite the absence of any relationship between 
the operation of the dairy farm and the office building. If O. B., 
Inc.’s income were greater, the additional tax, solely by reason of the 
identity of stock owners, might be as high as $13,000 annually. 

The pattern may vary, but additional tax may result whenever 
five or less persons, who happen to be stockholders of a corporation, 
attempt to enter another corporate business activity jointly. In 
effect, the new rule would say that you may be the shareholders of 
only one small corporation, but no more, unless you wish to subject 
the corporations to a prohibitive corporate income tax. 


SUGGESTIONS TO OVERCOME THE INEQUITY OF THE PROPOSED LAW 


(a) The language of the section should be amended so as to limit 
its applicability to corporations which are related not only through 
stock ownership but through a common business activity. 

(6) Amend section 45 of the Internal Revenue Code (which author- 
izes the Commissioner to allocate gross income, deductions, credits, or 
allowances between related taxpayers) by adding a subsection author- 
izing the Commissioner to limit the surtax exemption and the mini- 
mum excess profit credit in cases of related corporations controlled 
by the same stockholders which deal with each other through the 
purchase or sale of products, rental of property or the use of the 
services. 

(c) Amend section 129 of the Internal Revenue Code (which deals 
with acquisitions to avoid income or excess profit tax and provides 
for the disallowance of deductions, credits, or allowances), by adding 
a subsection which would provide that duplication of stock owner- 
ship, as defined in proposed section 123, will cause a limitation of the 
surtax exemption of the minimum excess profit credit, unless the tax- 
payers establish the absence of a business relationship between the 
entities. 

(d) If it is impractical to create the statutory distinction suggested 
then section 123 should not be enacted. The Commissioner may still 
rely on sections 45 and 129 in cases where excessive tax advantages 
are obtained. 

The House committee report states that an anticipated revenue of 
$55,000,000 yearly may result from the enactment of section 123. 
The depressive impact of the proposed section on new corporate 
business activities may be more injurious than the loss of the antici- 
pated revenue, particularly when one realizes that all of the new tax 
will come from that much abused but important group known as 
small business. 

The CHarrMan. Yes, sir: I have been very much interested in 
that particular provision in the House bill, and undoubtedly it is a 
very drastic one, and I have already discussed the matter with the 
joint staff. 

If you, in effect, are going to require consolidations, then certainly 
these corporations should be given the advantages that come from 
consolidation, or something to offset it. I have not worked it out in 
my own mind, and I am very glad to have your views on it. 

Mr. Youne. Thank you, sir. 

The Cuarrman. Thank you, sir, very much. 

(Discussion off the record.) 
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The CuHarrman. Mr. Lang, if you wish to file your statement, I 
will be very glad to have you do so. 
(The prepared statement of John G. Lang referred to, is as follows:) 


STATEMENT OF JoHN G. Lanc, TREASURER, CuBAN Topracco Co., INe. 


The matter which I am bringing before the committee concerns the dividends 
received credit provided for in section 26 (b), which is not allowed at the present 
time with respect to dividends received from a resident foreign corporation which 
derives the greater portion of its income from sources within the United States 
and, of course, pays the United States income tax on such income. . 

With certain exceptions the statute at the present time allows a credit of 85 
percent of dividends received from all domestic corporations which are subject 
to taxation under chapter | of the Internal Revenue Code, such credit being subject 
to a limitation of 85 percent of adjusted net income of the recipient corporation. 
The exceptions referred to are that no such credit is allowed with respect to divi- 
dends received from China Trade Act corporations and corporations entitled to 
the benefits of section 251, and a special credit of 59 percent is crurently allowed 
with respect to dividends received on the preferred stock of a public utility. 
However, the statute makes no provision for the 85 percent credit with respect 
to the dividends received from a resident foreign corporation even though such 
a corporation is subjected to United States tax on its income received from United 
States sources in the same manner and at the same rates as a domestic corpora- 
tion. 

Obviously, the principal reason for the allowance of this credit with respect to 
dividends received from domestic corporations is to prevent, to a great extent, 
the repeated taxation of the same corporate income as it passes, in the form of 
dividends, from a subsidiary corporation to its parent corporation. For example, 
under existing law a corporation is subject to an income tax of 47 percent of its 
net income. Whtfen its net income remaining after the payment of such 47 percent 
tax is distributed to its parent corporation in the form of a dividend, and if the 
dividend received credit was not allowed, it would result in the imposition of 
another 47 percent tax on the parent corporation on the dividend received thus 
subjecting the subsidiary corporation’s original income to an effective income tax 
rate of approximately 72 percent as a result of the double taxation. If the corpo- 
rate income tax rate is increased further to 52 percent as proposed in the bill 
passed by the House the double tax burden would be approximately 77 percent 
in such a case. 

Such double taxation of income of a subsidiary corporation is effected equally 
in the case of a resident foreign subsidiary which derives income from United 
States sources, as it does in the case of a domestic subsidiary, and therefore, the 
statute should be amended so as to eliminate such double taxation by allowing ¢ 
dividends received credit. in the case of dividends received from such a resident 
foreign subsidiary. 

In 1947 the House Ways and Means Committee held public hearings in connec- 
tion with a tax revision bill which was being considered at that time and I appeared 
as a witness before the committee on July 7, 1947. My testimony, which was 
comparable to that now being presented, called that committee’s attention to the 
tax inequity which exists in section 26 (b). On May 26, 1948, the tax revision bill 
H. R. 6712 was introduced in the House of Representatives and was cited as the 
‘Revenue Revision Act of 1948.”’ The bill was subsequently passed by the House 
but was never enacted into law because the Eightieth Congress adjourned before 
the Senate was able to take any action. Section 120 of that bill was an amend- 
ment to section 26 (b) of the code and would have corrected the tax inequity 
referred to. 

Ever since February 1946, which was prior to the introduction in the House 
of H. R. 6712 and prior to my appearance before that committee as a witness, I 
have had conferences at regular intervals with representatives of the Treasury 
Department and the chief of staff of the Joint Committee on Internal Revenue 
Taxation in order to keep this tax inequitv before them. At no time did I en- 
counter any opposition to my proposal that. the inequity be corrected by legislation. 
As a matter of fact at the time H. R. 6712 was being prepared the then Under 
Secretary of the Treasurv, Mr. A. L. M. Wiggins, wrote a letter to the House 
Ways and Means Committee in which he recommended numerous changes to the 
code, one of which was an amendment to section 26 (b) so as to allow the credit 
with respect to dividends received from resident foreign corporations. Also, the 
American Bar Association at its annual meeting in St. Louis in September 1949 
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adopted a recommendation made by its committeé on taxation of corporations 
that this inequity be remedied by legislation. 

This tax inequity has a decidedly unfavorable impact upon the Cuban Tobacco 
Co., Ine., which I represent and which is a domestic corporation having two 
resident foreign subsidiaries which earn the greater part of their income from 
sources within the United States and pay the United States tax on such income. 
The dividends received from these subsidiary corporations are taxable to the 
parent corporation in full despite the fact that the greater part of such dividends 
represents a distribution of income which the subsidiaries derived from sources 
within the United States, and which income has already been taxed by the United 
States. 

Cuban Tobacco Co., Inc. (hereinafter referred to as ‘‘Cuban Tobaceo’’), is a 
domestie corporation and its two resident foreign subsidiaries are Henry Clay 
and Bock & Co. Ltd. (hereinafter referred to as ‘‘ Henry Clay’’), and the Havana 
Cigar & Tobacco Factories, Ltd. (hereinafter referred to as ‘‘Havana Cigar’’ 
which are British corporations and resident foreign corporations for United 
States tax purposes. 

The tax effect of this set-up is as follows: 

First, Havana Cigar and Henry Clay pay a United States income tax on their 
income from sources within the United States. For the vear 1950, for example, 
they paid an aggregate United States income tax of approximately $208,000 on 
an aggregate income from United States sources of approximately $519,000. 

Second, Cuban Tobacco in 1950 received dividends from Havana Cigar and 
Henry Clay in the approximate aggregate amount of $266,000. [In the vear 1950 
approximately 86 percent of the aggregate gross income of Havana Cigar and 
Henry Clay was derived from United States sources and, therefore, to the extent 
that such dividends were paid from income subjected to United States income tax 
the amount thereof was taxable twice at the full corporate income tax rate. 

Thus, the double taxation involved and described above resulted in an effective 
income tax rate of 66 percent for the year 1950 but for the vear 1951 such effective 
income tax rate would be 72 percent predicated on an actual iricome tax rate of 
17 percent which at present the statute imposes. However, such effective rate 
will be approximately 77 percent if corporate income taxes are further increased 
o 52 percent as provided in the bill passed by the House 

The effective United States income tax rates imposed on the United States 
neome of a resident foreign subsidiary in terms of $1 are determined as follows: 
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the United States. This limitation in the credit is accomplished by using the 
same ratio for the total dividends paid during the year as the gross income of the 
payor corporation for the 3-year period ending with the close of its taxable 
year preceding the declaration of such dividends (or for such part of such period 
as the corporation has been in existence) derived from sources within the United 
States bears to its gross income from all sources during the said period. This is 
similar to the method used in the Internal Revenue Code in section 119 (a) (2) 
(B) which deals with the amount of the dividends received from a foreign cor- 
poration which is to be considered as derived from United States sources. By 
this wording of the provision it is intended that the 85 percent dividend received 
credit would be allowed only with respect to the portion of the dividend which 
represents a distribution of income earned by the payor corporation from sources 
within, and taxed by, the United States. No dividend received credit would be 
allowed with respect to the portion of dividends derived from non-United States 
sources as that portion of the income would not previously have been subjected 
to United States tax. 

It is proposed to allow the credit only in those cases where the income of the 
payor corporation for the preceding 3 years was derived to the extent of at least 
20 percent from sources within the United States. This cut-off is designed for 
administrative purposes and is parallel to the 20 percent provision contained in 
section 119 (a) (2) (A) relating to the source of dividends paid by domestic 
corporations. 

As to the effective date of the amendment, it is proposed that it be made 
applicable to the taxable years beginning after December 31, 1945, which, for 
the Cuban Tobacco Co., Ine., would mean beginning with the calendar year 1946. 
The reason for choosing this particular year is because as previously mentioned 
it was in February 1946 that I brought the section 26 (b) tax inequity to the 
attention of representatives of the Treasury Department and the chief of staff 
of the Joint Committee on Internal Revenue Taxation and also because it is in 
the year 1946 that this tax inequity materiallv affected the tax liability of the 
Cuban Tobacco Co., Inc. for the first time. Prior to 1946 the company had little 
or no net income but in 1946 because of increased dividends from its two resident 
foreign subsidiaries the company’s tax liability was approximately $31,000 whereas 
it would have been $2,700 if a credit had been allowed with respect to aividends 
received from its resident foreign subsidiaries. In 1947, 1948, and 1949, the 
comparable tax liabilities are approximately as follows: In 1947, $28,600 whereas 
it would have been $2,500; in 1948, $8,500 whereas it would have been $1,000; 
in 1949, $2,000 whereas it would have been $300. 

In no ease is there a large amount of revenue involved insofar as the United 
States Treasury is concerned but nevertheless the amounts are large for a small 
company like Cuban Tobacco Co., Inc., which is in poor financial condition. The 
ratio between the two comparative amounts in each year is extremely large and 
emphasizes the inequity. As a result of the afore-mentioned conferences with 
Treasury Department representatives and the chief of staff of the joint committee 
it appears that retroactivity to 1946 would have a very negligible effect upon 
United States Government revenues because th: re is no knowledge of any other 
taxpayer suffering from this inequity. It seems obvious that if any other tax- 
payers were materially affected by this inequity they also would have made efforts 
to remedy it. 


Exuipit A 
PROPOSED AMENDMENT TO SECTION 26 (B) (1) OF THE INTERNAL REVENUE CoDE 


Sec. 000. TecuntcaL AMENDMENT RELATING TO DivipENDS RECEIVED CREDIT 
(a) IN GENERAL. Section 26 (b) (1) (relating to dividends received credit 
allowed in the case of a corporation) is amended to read as follows: 
“(1) IN GENERAL.— 

“(A) From domestic corporations.—85 per centum of the amount received 
as dividends (other than dividends received in taxable years described in 
paragraph (2) on the preferred stock of a public utility) from a domestic 
corporation which is subject to taxation under this chapter and 

“(B) From resident foreign corporations.—85 per centum of the amount 
received as dividends from a resident foreign corporation which is subject 
to taxation under this chapter unless less than 20 per centum of the gross 
income of such resident foreign corporation for the 3-year period ending 
with the close of its taxable year preceding the declaration of such dividends 
(or for such part of such period as the corporation has been in existence 
was derived from sources within the United States as determined under the 
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provisions of section 119 but only 85 per centum of an amount which bears 
the same ratio to such dividends as the gross income of the corporation for 
such period derived from sources within the United States bears to its gross 
income from all sources and”’ 
(b) ErrectiIvE DATE OF AMENDMENT.—The amendment made by subsection (a) 
shall be applicable so taxable years beginning after December 31, 1945. 
The CrarrMan. We will recess until two-thirty. 
(Whereupon, at 1 p. m., the committee recessed, to reconvene at 
:30 p. m., the same afternoon.) 


AFTERNOON SESSION 


The CHarRMAN. Let us come to order. 

We have finished with all the witnesses except two. Mr. Herrmann 
is here, and we will hear him now. 

Mr. Herrmann. I will endeavor to make it as brief as possible. 

The CuarrMan. That is all right. 

Will vou identify vourself for the record? 


STATEMENT OF DAVID W. HERRMANN, CHAIRMAN, TAX COM- 
MITTEE, NATIONAL ASSOCIATION OF SHOE CHAIN STORES 


Mr. Hermann. Mr. Chairman, my name is David W. Herrmann. 
I am vice president and secretary of Miles Shoes, Inc., of New York, 
N. Y., operators of 145 stores in the Mid-Atlantic area. I am here 
representing the National Association of Shoe Chain Stores as chair- 
man of its tax committee. 

The policies expressed are known to be those of the shoe chain 
store industry generally, although some individual companies may 


not share the same viewpoint. 

The National Association of Shoe Chain Stores represents 50 com- 
panies, with more than 5,000 stores in every State, retailing popular- 
price shoes, and selling approximately 25 percent of all of the shoes 
worn in this ¢ ountry. Of these companies, 23 operate 30 or less stores. 
A list of members of the association is attached to the statement, which 
1 will file with the committee. 

The chain-store organizations of the retail shoe industry are strongly 
opposed to section 123 of the proposed Revenue Act of 1951, which 
seeks to limit related corporations to a single minimum excess-profits- 
tax credit of $25,000 for the entire group, and permits only one surtax 
exemption for a group of related corporations. 

While a hypothetical $55 million in increased revenue is estimated 
by the Treasury, if such legislation is enacted, we believe that the 
resultant ine quities would greatly exceed any increased revenue, the 
realization of which, we believe, is highly improbable. 

Althouglt section 123 of the proposed Revenue Act, according to 
the Ways and Means Committee report, is directed primarily at big 
business, it will also hurt small business, individual merchants, and 
our whole economic system which, traditionally, provides unlimited 
opportunities for merchants to expand, develop, and to grow. 

Under this provision, despite an increased tax burden, big business 
will remain big business, but small business will remain small business. 
This provision will harm small business, will arrest its growth and 
impede our economy, which we believe is superior to any other in the 
world, both in respect to the opportunities provided for all individ- 
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uals, and in respect to its efficiency and resourcefulness in times of 
emergency. 

Section 123, in effect, states to every individual and corporation in 
this country, “If you have been making big profits in the past, you 
may continue to do so; if you have not, you may not do so.” Fur- 
thermore, we may assume, in the light of world conditions, that the 
excess-profits tax will be in effect for some time. 

The operator of one or two shoe stores, one or two gasoline stations, 
one or two drug stores, making a profit of approximately $25,000 per 
year, will not, under the proposed legislation, have the incentive of 
opening additional establishments. Any additional profits will be 
largely taxed away, as a result of being subject to the normal, surtax, 
and excess-profits tax provisions of the proposed new tax law. 

Many businesses were operating on a related corporation basis 
long before high corporate taxes and excess-profits taxes were enacted. 
Obviously, such companies did not create this type of corporate 
structure for Federal tax advantage. Even since income and excess- 
profits taxes have assumed substantial proportions, numerous com- 
panies have established a related corporate structure for sound business 
reasons, other than tax saving. These companies were required to 
demonstrate to the satisfaction of the Commissioner of Internal 
Revenue that the corporations involved were neither sham nor 
fictitious, and were not conducted on an artificial basis, and that the 
corporate structure was not created primarily for the purpose of re- 
ducing, or evading, the payment of taxes. 

Many of these corporate structures met the requirements and ob- 
tained the approval of the Bureau of Internal Revenue, and were per- 
mitted to calculate their tax obligations in accordance with the profit 
of the separate corporations, just as though such separate corporations 
were not related. 

Among those reasons which have been accepted as valid in winning 
oe approval of the Treasury Department are: 

The limitation of liability on leases, contracts, and tort claims. 

2 Closer identification of a separate business with the local com- 
munity. 

Possible immunity from the trend toward local chain store tax- 
ation, predicated on the number of stores operated by any one cor- 
poration. 

The ability to operate an employee profit-sharing plan based on 
the earnings of a single business establishment. 

The ability to obtain local advertising rates, representing an 
advantage in comparison with national rates in various communities. 

The maintenance of exclusive franchises for merchandise from 
particular manufacturers, which would not be granted were all stores 
of a group merged under single corporate ownership. 

The enactment of proposed section 123 would prevent management 
from exercising its proper function by imposing a prohibitive penalty 
upon the effectuation of any of the programs listed above. 

Senator Tarr. Why prohibitive? Why is it any different from any 
of the big companies? Is your objective that you want the exemption 
for small corporations in every place, even though there are a hundred 
stores all owned by one company? The alternative, if they do go 
through with the House bill, would be simply to make you pay the 
same taxes as any big corporation. 
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Mr. Herrmann. That is true, except for the fact—— 

Senator Tarr. Why is it prohibitive on you more than the others 
that are taxed at the same rate? It is a terrible tax; it is a destructive 
tax. But why is it different in your case? 

Mr. Herrmann. It would not be possible to work out certain of 
these arrangements in the event that these corporations, which are 
largely small-business enterprises, in their own community, were to 
have to pay prohibitive taxes. 

Senator Tarr. Yes. But here is a big corporation owning 100 
stores, with a large capital. Why are they treated differently from 
a department store that has the number of sales, say? Why is it 
any more prohibitive? 

Mr. HerrMann. There is a very definite reason, Senator Taft. 
All of these businesses are actually small businesses under one control 
in competition with all of the small businesses in their various local 
communities. And if it were necessary to measure their particular 
tax advantage as against those corporations which did not have a 
multiple set-up, obviously those corporations which did not have a 
multiple set-up elected to remain as one corporation despite the fact 
that they might have various establishments, because in evaluating 
the tax situation they felt it was to their advantage to do so. 

Evidently the Treasury Department, in reviewing that situation, 
felt that consolidated returns to a very great extent might represent 
an advantage, and for that particular privilege 

Senator Tarr. We are considering here an exemption, an exemption 
given to small business. What is that? The first $25,000? 

Mr. Herrmann. The first $25,000 would be exempt from these 
excess-profits tax and surtax. 

Senator Tarr. And why does a big business with 100 stores get 
100 times that exemption? Is it a small business or a big business? 
You must have a common purchasing department.. You must have 
certain other common features of operation in those stores. There 
must be some advantage in having 100 stores instead of having | 
store. 

Senator Jounson. How many tax returns do you send in? One 
for each store, or do you send in for all stores in one? 

Mr. Herrmann. We are not permitted, unless we pay a penalty for 
doing so, to file a consolidated return. That penalty would be 2 per- 
cent above the regular tax rate. 

Senator Jounson. If one store takes a loss and the other takes a 
profit, can you charge one against the other? 

Mr. Herrmann. If one store takes a loss and the other makes a 
profit, we are not permitted to charge the loss against the profit. We 
believe that in electing to file on a separate basis, we assume a certain 
amount of risks; we do not have the advantage of shifting capital 
between corporations. In the event that there is any protracted 
period of loss where we would be precluded from taking advantage of 
the earry-back or carry-forward provisions of the income tax on such 
losse Ss Wwol il | never he recovere cd. 

Senator Tarr. On the other hand, if you want to, vou can file a 
consolidated return and take the 2-percent penaltv? If that enables 
vou to take this less, you would probably consolidate this return and 
pay the 2-percent penalty? 


losse s. those 
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Mr. Herrmann. I doubt whether we could switch in midstream. 

Senator Tarr. Can you switch? 

Mr. Herrmann. I do not think we can, sir. I think we would have 
to get the approval of the Commissioner of Internal Revenue 

Senator Tarr. Mr. Stam, can you switch back and forth between 
filing ¢ onsolidated returns and noi filing them, by paying the pe ni alty, 
or, once you file them, do you have to go on filing them that way? 

Mr. Sram. The general rule is that “unless there has been a general 
change in the law, you are held to your election. 

Senator Tarr. Indefinitely? 

Mr. Sram. Indefinitely, unless Congress changes the law so sub- 
stantially that there has been a substantial change. Now, in the last 
few years Where Congress has been changing the law and changing 
the corporate rate and structure, if we do that, that gives them an 
election. But if you just kept the same law on for a long period of 
time, they would be bound by their first election. 

Mr. Herrmann. Senator, it is also my understanding that in the 
event that you made a new election to file consolidated returns, as 
against separate returns, the Commissioner can invoke the provisions 
of sections 45 and 129, which would prevent the shifting of income in 
order to reduce taxes, and that is also a protection that the Bureau of 
Internal Revenue would invoke against the change. You would have 
to get the approval of the Commissioner to do it, and he would review 
the matter very closely before I believe he would permit it for the pur- 
pose of absorbing losses. 

Senator WiiuiaMs. Is your stock all owned by one parent organi- 
zation? 

Mr. Herrmann. I am representing a number of organizations here 
through the national association. Our -particular set-up, of Miles 
Shoes, consists of wholly owned subsidiaries where all of the stock of 
the subsidiary corporation is held by one corporation; ves, sir. 

Senator WitniaMs. And then you distribute your earnings into the 
parent organization? 

Mr. Herrmann. When we distribute earnings to the parent organi- 
zation, which earnings are over and above the normal business 
requirements of the subsidiary corporations, we shift them through 
the medium of a dividend, and consequently we pay a tax thereon, 
on 15 percent of the shift, which under the present rates would come 
to somewhere around 7% to 8 percent. 

Senator Wititrams. How are your salaries for executive officers 
computed? On the basis of each corporation, whether they make or 
lose money? Or can you pay it from the ones who — profits? 

Mr. Herrmann. No. That is definitely prescribed by the Com- 
missioner of Internal Revenue, who has reviewed and approved our 
situation, and all local salaries and expenses that are not incurred 
direc tly by the corporations are allocated in accordance with the 
sales and with the size of the various subsidiaries on a preset formula 
We do not have the opportunity to change that in any way from the 
pre vious vear r the wav we elected to do it origins ally. 

Senator Tar v. How do people like A & P and Kroger and those 
people work? Do they run separate corporations? Not for every 
store, I presume, but do they run separate corporations for every 
town? ; 
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Mr. Herrmann. Senator Taft, I do not believe that A & P 
operate on the basis of separate corporations. I understand that 
they believe it is a distinct advantage to operate under one set-up, 
due to the fact that they can shift capital, due to the fact that they 
will not be saddled with a tax on intercorporate dividends, and in 
many, Many cases, the savings which might be effected would be 
more than offset if these stores made large individual profits by shifting 
the funds from one to the other through dividends which were taxed 
when they were declared to the parent | corporation. 

Senator Wituiams. If we kept this provision in that the House has, 
could the solution be arrived at by having a more graduated change- 
over, instead of just roughly leaving the $25,000 and jumping over 
into a higher bracket, if that could be extended over to $100,000 or 
$150,000, working up to that point? 

Mr. Herrmann. It is my particular opinion, Senator Williams, 
that the statute should remain as it is. I think that when I finish 
this, vou will see a number of substantial reasons. I do not think 
that any graduated basis would be a solution, because the graduated 
basis undoubtedly would affect the corporations up to a certain point, 
and then beyond that point you probably would find it uneconomical 
to open up additional businesses due to the fact that practically all of 
their profits would be taxed away in the form of normal surtax and 
excess-profits taxes, because those taxes-—-—— 

Senator Tarr. Of course, exactly the same principle applies against 
the expansion of any corporation under these tremendous taxes, not 
only to retail corporations, but to any corporation. That is the objec- 
tion to the whole tax structure. I do not know why it is an argument 
particularly for this. 

Mr. Herrmann. That excess-profits tax will prevent expansion and 
prevent growth. 

Senator Tarr. That is the basis of the whole objection to the 
excess-profits tax, and all. 

Mr. Herrmann. The smaller merchant will suffer a great deal more, 
for the simple reason that he will be prevented from expanding at all, 
whereas a great many of the large companies have reached a point of 
expansion beyond which they do not aspire any further, perhaps. 

Senator Tarr. Hardly that, I hope. 

The CuarrmMan. You have a situation that does arise where just a 
small family group of not more than five people has to incorporate 
separately in different States. Now, you might not be familiar with 
that, but that is true, and that happens to be true within my knowl- 
edge down in my section of the country where a passenger bus service is 
required to take a separate State charter into each State in which it 
operates. 

Mr. Herrmann. Yes. 

The CuarrMan. And, actually, I know a gentleman down there in 
Atlanta who with his family owns the one bus organization, the one 
bus company, but they have seven, eight, or nine different corpo- 
rations, because they operate in that many States, and they are re- 
quired by the law of some of these States to take out a separate charter 
there. 

Now, this is a pretty harsh rule on this sort of organization, is it 
not? They would have to go out of business if they are limited to one 
surtax reduction and one excess-profits credit. 
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Mr. Herrmann. They might have, if they are saddled with separate 
State taxes and franchises in various States. It occurs to me that they 
have to have some tax advantage in order to offset that, some Federal 
tax advantage. 

However, it also occurs to me that if any such company did not have 
a justifiable business reason for the separate incorporation and for 
the purpose of getting five individual minimum credits, the Com- 
missioner of Internal Revenue undoubtedly would consolidate their 
tax returns for the purpose of making them file their taxes as one 
corporation. 

The Cuarrman. The House bill says that even where you are 
consolidated for tax purposes, you are not consolidated for the purpose 
of taking a loss against a gain in another corporation. 

There is some “inequity in the thing, and it is a very harsh sort of 
rule. I do not know whether it is going to get a lot of net revenue 
or not. 

Mr. Herrmann. I think, sir, that it will not get the revenue that 
is estimated, and I also think that it is hable, as I am going to indicate 
further in my brief, to result in a net loss of revenue to the Treasury 
Department. 

The CuatrMan. You go ahead and read your statement. 

Mr. HERRMANN. Yes, sir. 

The CuarrMan. I just wondered about it because it seems to me 
that it leaves out some essentials of equity in those cases where the 
Government is making these people consolidate, because they could 
consolidate and file consolidated returns, but the »y do not do it. 

And yet they are denied a very valuable privilege at times when one 
has a loss and the other has a gain, one of these separate organizations. 

Mr. Herrmann. That is right. 

Section 45 of the Internal Revenue Code authorizes the Com- 
missioner— 
to distribute, apportion, or allocate gross income, deductions, credits, or allow- 
ances, between or among corporations owned or controlled directly or indirectly 
by the same interests. 

Section 129 of the code provides similar language in the case of new 
incorporations. These are adequate safeguards upon which the Bureau 
of Internal Revenue can rely, to prevent the creation of related cor- 
porations mainly for the purpose of reducing Federal taxes. 

Corporations have been operating for many vears, relying on the 
provisions of existing laws which have upheld their corporate struc- 
ture. They now find themselves confronted with the possibility of 
having these provisions eliminated. 

Stockholders who have invested their money, based on a reasonable 
continuity of corporate earnings, which will be se ‘riously reduced if 
section 123 becomes law, are powerless to protect themselves. They 
will find themselves prejudiced because they have similarly relied on 
provisions of existing law. 

A corporation, singly or as part of a group, if formed for a sound 
business purpose, should be regarded as a separate entity, treatedas 
such for tax and other purposes and should enjoy all the legal rights 
heretofore established by our corporate and tax laws. 

The effects of the legislation contained in section 123 will be severe 
and, in some cases, disastrous to related corporations with outstanding 
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mortgages and loans. Since the contractual amortization of such 
credit is invariably predicated on dollars remaining after taxes, 
lending institutions would be confronted with borrowers rendered 
unable to meet the original terms of such loans. Extensions, fore- 
closures, and even liquidations might result. 

The effect of section 123 is to impose a harsh excess-profits tax, by 
discarding the minimum credit heretofore granted to related corpora- 
tions, and setting up an arbitrary minimum. If this is enacted, most 
related corporations will be compelled to pay an excess-profits tax on 
substantially all the earnings not heretofore subject to such tax. 

As an example, we herewith cite a tax situation of a business con- 
sisting of 10 shoe stores, all part of a group of related corporations. 

These stores made a net profit before taxes of $15,000 each, and 
under the 1950 Revenue Act would pay a total Federal tax of $37,500. 
As a result of the increase in the normal-tax rate in the 1951 Revenue 
Act—that is, from 25 percent to 30 percent—these corporations would 
pay a total tax of $45,000, representing an increase of 20 percent, the 
increase imposed on all similar corporations individually owned and 
unrelated. 

If section 123 is enacted, these same 10 corporations, in addition, 
would pay a surtax of $33,000, and assuming that each corporation 
made an average of $10,000 during their base period years, would pay 
an excess-profits tax of $22,500. The total tax bill of these 10 related 
corporations would then be $100,500. This is an increase of 168 per- 
cent over the tax under the 1950 Revenue Act, and an increase of 

percent over the tax paid by 10 corporations making the same 
profit and not part of a related group. 

The above computations are based on rates being effective for the 
full vear in all instances. 

It should be remembered that corporations constituting a group of 
related corporations in the retail industry consist of nothing more 
than a group of small businesses in competition with similar small 
businesses in their respective communities. They have the same 
requirements for economic survival, and should be accorded the same 
tax treatment as the businesses with which they are forced to compete. 

The Treasury has estimated additional revenue of $55 million, when 
section 123 of the proposed tax bill becomes fully effective. This 
estimate seems to ignore effects of this legislation which may, and we 
believe will, result in a decrease in revenue rather than the contem- 
plated increase. 

As a result of the increased tax burden imposed on related corpora- 
tions, dividends will be drastically reduced, and will result in a con- 
siderable loss of revenue from individual taxpayers, many of whom 
are in the higher brackets. 

Corporations confronted with the necessity of retaining earnings 
for good business reasons, such as expanding inventories, higher con- 

struction costs, and the maintenance of adequate reserves, may reduce 

dividends considerably in excess of the additional tax they will be 
compelled to pay as a result of section 123. There will be, in addi- 
tion, a considerable loss of revenue, because of the fact that many 
smal] businesses and many other businesses will be prevented from 
opening new establishments. 

A reappraisal of this situation might lead to the conclusion that 


> 


section 123 immediately, and especially over a period, will result in 


lower revenue and close up avenues of additional revenue. 
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We have concentrated our attention on section 123 because we 
believe this to be a most inequitable provision and one that should be 
eliminated in its entirety. 

Even if the Treasury Department’s estimate of $55 million were 
to be realized by enacting section 123, we believe that the detrimental 
effects of section 123 on our economy and on the American way of 
permitting small business to grow far outweigh this insignificant 
amount of revenue. 

The Cuarrman. Are there any questions, gentlemen? 

Senator Burter. Mr. Chairman, I do not have any questions, but 
I might say that I have had more protests from Nebraska on this 
particular provision than any other one ‘phase of the House bill. 

One illustration is the publisher of a daily newspaper. He has 
been publishing it for over 50 vears, and sometime back about 40 
years ago he divided his business. One corporation publishes the 
paper and another corporation handles the supplies, or something of 
that sort. It is two different businesses. 

That was done not to avoid any tax payments, it was done for 
some particular reason at the time; and it has been in operation for 
40 years with those two corporations. 

Now, under the law he must run it under the one set-up, and the 
gentleman who wrote me the letter said that it is going to affect 
their business very disastrously. 

Mr. Herrmann. It undoubtedly will. 

The Cuarrman. I have had a good many letters about it, but it 
worried me because it does not seem to me to carry out complete 
equity even on the Treasury’s theory. I have been worried about 
this other situation. Ip vour small towns, you have many concerns 
that were establishec by, say, corporation A. It may be, say, a 
ladies’ ready-to-wear dressmaking establishment in New York. 
Corporation A opens up a business in a little town—that town does 
not have one—in which we presume corporation A retains at least 
95 percent of the stock of that separate corporation. But they sell a 
portion of it to a capable young man and his wife, who become the 
managers of the concern, and they go into business. 

Now, that would be a related corporation, would it not, if they 
opened up in a half-dozen towns? 

Mr. Herrmann. According to the section, it would. 

The CHarrRMAN. Ace ording to this section? 

Mr. Herrmann. Yes, sit 

The CHarrMan. I do not know whether they would be stopping 
that kind of business or not. 

Mr. Herrmann. I think you will find, Senators, that a great many 
firms that have resident profit-sharing plans 

The Cuarrman. That is what I mean. 

Mr. HeErrMaAnn. For managers of the local business will be in a 
position where there just will be no profits to distribute based on past 
performance, and I think it will seriously affect a great many local 
people who are so-called resident managers and resident owners and 
who have a certain percentage of the profits at stake. 

Now, they may not necessarily own any part of the stock, with the 
result that ‘it might even be a wholly owned subsidiary. But as a 
result of the tax structure, the wholly owned subsidiary might be able 
to make a normal amount of profit based on the profit made by every 
other individual merchant in the community, and there just would not 
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be any profits to distribute. And a great many chain stores are con- 
ducted on that basis. 

Senator BurLer. Have you heard of any movement among firms 
that would be affected by this proviso to dispose of fixed percent of 
their stock? 

Mr. Herrmann. I obviously, Senator Butler, have been in contact 
with a number of people who would be affected. A great many people 
are worried about it; a great many people are talking of disposing of 
6 percent or more of their stock to so-called charitable foundations or 
to their employees or to any unrelated owners or stockholders that 
might enable them to comply with the law and still retain their former 
status. 

I did not want to include anything about that in my brief, because I 
think that any law that creates evasion, any law that makes evasion 
too easy, is not sound, to begin with, and it puts a premium on the 
matter of an individual or a corporation that is going to do something 
for evasion and a penalty on those people that are going to conduct 
their business legitimately and not find loopholes. 

I think that this particular law, honestly speaking, this particular 
section, if enacted will create all kinds of schemes for evasion based on 
what I have heard; and, very frankly, it is the kind of thing that 
creates a terrific incentive for that type of evasion and that type of 
reorganization. 

The CuarrMan. We thank you, sir, very much for your appearance. 

Mr. Herrmann. Thank you, sir. 

(The membership list of the National Association of Shoe Chain 
Stores, submitted by Mr. Herrmann, is as follows:) 


MemBersuip List, NATIONAL ASSOCIATION OF SHOE CHAIN STORES 


A. 8. Beck Shoe Corp., New York, N. Y. Kitty Kelly Shoe Corp., New York 
The Berland Shoe Stores, Inc., St. Louis, . 

Mo. Krohngold Shoe Co., Cleveland, Ohio. 
Block’s Shoe Stores, Seattle, Wash. Lee’s Shoe Stores, Inc., St. Louis, Mo. 
Books Shoe Stores, Pittsburgh, Pa. Maling Bros., Inc., Chicago, Ill. 
Brasley-Cole Shoe Co., Ltd., Los Melville Shoe Corp., New York, N. Y. 

Angeles, Calif. Miles Shoes, Inc., New York, N. Y. 
Butler’s, Inc., Atlanta, Ga. Miller-Jones Co., Columbus, Ohio. 
The Dan Cohen Co., Cincinnati, Ohio. Niles, Inc., Chicago, Ill. 
Cutter-Karcher Shoe Co., St. Louis, Morse Shoe Stores, Boston, Mass. 

Mo. Morton’s Shoe Stores, New Bedford, 
Dial Shoe Co., Ine., ae, Pa. Mass. 

Edison Bros. Stores, Inc., St. Louis, Mo. National Shoe Co., Ltd., Los Angeles, 
Endicott-Johnson Corp., E ndicot ae a SA Calif. 

Entroth Shoe Co., Toledo, Ohio. National Shoes Inc., New York, N. Y. 
Epko Shoes, Inc., Toledo, Ohio. The Nobil Shoe Co., Akron, Ohio. 
Eppenberger Shoe Co., St. Louis, Mo. The Louis Ostrov Shoe Co., Akron, 
The Fashion Bootery, Inc., Seattle, Ohio. 

Wash. Roe Bros. Stores 
Fashion Thimble Shoe Co., St. Louis, Calif. 

Mo. Sears, Roebuck & Co., Chicago, IIl. 
Robert Feilich Shoe Co., Inc., St. Louis, Shoe Corp. of America, Columbus, Ohio. 

, ’ ° ? rn ‘; ‘ ‘ ; 

Mo. The D. M. Siff Shoe Co., Akron, Ohio. 
The Felsway Shoe Corp., New York, I. Simon ( Us, New York, N. Y, 

N. Y. ’ 5. & J. [mati 00 oo > 
SO SRR oa re .¢ mpencer Shoe Corp., Boston, Mass. 
[ae s Stores Co., Los Angeles, Stanley Shoe Stores, St. Louis, Mo. 

: : . Tradehome Shoe Stores, Inc., St. Paul 
General Retail Corp., Nashville, Tenn, Minn , ' 
Karl’s Shoe Stores, Ltd., Los Angeles, Thrift Shoe Stores, Wilkes-Barre, Pa. 

Calif. Triangle Shoe Co., Inc., Wilkes-Barre, 
Keystone Shoe Stores, Pittsburgh, Pa. Pa. 

G. R. Kinney Co., Ine., New York, Unele Sam’s Shoes, Inc., Paterson, N. J. 
sme Wilkerson Shoe Co., St. Louis, Mo. 


Ine., Beverly Hills, 
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The CHarrmMaNn. There is one other witness, I believe, who has not 
been heard. Is he present? 

Mr. Gitpertr. My name is Gilbert, sir. 

The CuHarrMAN. Yes, come around, Mr. Gilbert. We shall hear 
you before we go into executive session. 

Mr. Gitsert. You mentioned the executive session. If it is not 
convenient, I can be heard later. 

The CHAarRMAN. Your statement is not lengthy, is it? 

Mr.-Griipert. No, sir. 

The CHarrRMAN. Very well. 


STATEMENT OF ROBERT A. GILBERT, COMMITTEE OF INVESTORS 
OF AMERICA, INC. 


Mr. Gitsert. I do not have a brief. The wire I got did not specify 
one. I brought, if the attendant will distribute these, a picture of 
what I want to talk about, in summary of the principal point. 

The Cuarrman. Will you identify yourself, Mr. Gilbert? 

Mr. Gi.Bert. Yes, sir. 

My name is Robert A. Gilbert. I appear at these hearings as an 
individual investor and as secretary to the Committee of Investors of 
America. I happen to be on the staff of the Investment Trust. The 
opinions expressed here today, however, are mostly my own and not 
necessarily those of the trust. 

In the limited time at my disposal, I would like to call attention to 
some strained conditions in the 1952 tax policy. 

Under any conditions we should, of course, be interested and un- 
doubtedly are in a fiscal policy which encourages basic economic 
strength rather than the decay of the foundations of our productive 
system. 

This is particularly so now when the economy, already struggling 
under a high tax load, must assume added burdens. It seems to me 
that the tax policy being followed and the incidence of certain specific 
levies proposed for the new fiscal year bear too heavily on the basic 
industry of the country. Our tax policy has been more favorable, to 
put it in perhaps a too spectacular phrase, to the production of 
champagne father than freight cars. Yet there is no doubt, however, 
that strength in freight cars is far more important both to the present 
military situation and also to the continued growth of the standard 
of living here. 

To give you a picture of the strained condition of the part of the 
economy about to be saddled with added burdens, let me submit in 
evidence a chart of the capital market. The market reflects, of course, 
many things, including the rate of operation of industry, its prospects 
and the possibilities of being able to finance basic industry, and so on. 

It is, in other words, a good index of the condition of industry. 

(The chart referred to is as follows:) 
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Peril to the Capital Market 


A view of the diminishing proportionate place 
of the capital market in our country 





The capital markets in this country are in much greater peril of extinction than 
is generally realized. This chart shows that at the end of the war industrial stocks 
were only 48 percent of a usual ratio to the rest of the economy, and that by 1950 
the ratio had advanced to only 52 percent. ‘This rate of gain on the average of 
only 1 percent per annum is a snail’s pace which will require fully 48 vears to 
bring the market to normal and thus insure it against the influences which will 
destroy it. Obviously the pace is too slow to avert such a disaster. In 1951 the 
tendency has been for the deteriorating disparity to increase. 

The conditions of the utility and railroad capital markets are worse—appallingly 
so—because the ratios have actually declined instead of showing even a small 
advance. Utilities have declined proportionately from a postwar figure of 43 
percent io about 30 percent, a precipitous drop. After the war the railroads were 
about 28 percent of probable normal, and in 1950 they were 27 percent. 

There can be no capitalism without a capital market. Marx and Lenin are 
capturing us in economic Trojan horses. 

Mr. Giisert. If you will look at the chart, it shows that from 1910 
to 1950, the period covered, a greater part of the time, in fact up to 
about 1941 or 1942, there was a tendency—not in exact correla- 
tion—but there was a tendency for national income and industrial 
stocks somewhat to go together. 

Now, as I have written on the bottom of this statement 

Senator Tarr. Is that the capital value of industrial stocks? 

Mr. Gitsert. That is their prices, sir; in Dow Jones industrial 
average. 

Senator Minirkin. What was the answer to that question? 

Mr. Gitpert. That is the price of industrial stocks. 
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Senator Tarr. Not the income? 

Mr. GinBert. No, sir. There are many other ways of measuring 
market, and they all seem to indicate the same trend. But this 
seems to be one way of bringing out the facts. 

I have written a statement there that may seem a bit sweeping, 
and yet if you look at the market proportionately, as | have headed 
this, it shows a diminishing proportionate place of the capital market 
in the country. 

Now, as I said at the bottom of the statement, the capital markets 
in this country are in much greater peril of extinction than is generally 
realized. This chart shows that at the end of the war industrial stocks 
were only 48 percent of a usual ratio to the rest of the economy, and 
that by 1950 the ratio had advanced to only 52 percent. This rate of 
gain on the average of one 1 percent per annum—and I have not 
written it down there, but that 1 percent was all accomplished last 
year. Other years they were more or less flat. And that makes a 
rate of return to normal in the capital market of 48 years. And 
against that rate, you have to consider the alternative of the capital 
market. 

Now, obviously the pace is too slow to avert something approaching 
disaster, and in 1951 the tendency has been for the deteriorating dis- 
parity to increase, because the national income has been going up and 
the market has been rather hesitant for the last few days. I do not 
know that it is doing today. 

The conditions of the utility and railroad and capital markets are 
worse, appalingly so because the ratios have declined, actually, instead 
of showing even a small advance. Utilities have declined proportion- 
ately from a postwar figure of 43 percent to about 30 percent in 1950, 
and that is a precipitous drop in terms of percentage. After the war 
the railroads were about 28 percent of probable normal, and in 1950 
they were 27 percent. 

I think that one could summarize the situation by saying that if 
there is no capital market, there is no capitalism. In other words, 
Marx and Lenin are capturing us in economic Trojan horses. 

This is an amazing situation if these figures mean anything, and 
I do not think that they are 100 percent wrong by any means. 

Senator Miiirkin. You are comparing national income against 
capital value of stocks, are you not? 

Mr. Gitpert. Yes, sir. 

Senator Miiurkin. What is the national capital? 

Mr. Gitsert. I beg your pardon. 

Senator Mriurkrn. What is the national capital? 

Mr. Giiserr. Of all stocks? 

Senator Mriitixin. No. The whole capital, the whole national 
capital. 

Senator Tarr. The value of all property. 

Mr. Gripert. Of all property in the country? 

Senator MriLurkin. Yes. 

Mr. Giupert. I have never seen such a figure. It has been esti- 
mated now and again. I think one figure I saw once published a year 
or sO ago was somewhere around $400 billion. But this particular 
chart is just an index of industrial stocks and their relations to 
national income. I have other charts here which 
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Senator Miuurkin. I was thinking it might be interesting to have 
your industrial stocks compared, capitalwise, with your full national 
capital, whereas here you compare your industrial capital as valued 
by the stock market against the national income. ° I am not prepared, 
of course, to say that it is not a fair basis of-comparison, but there 
would be a closer basis of comparison if you had it compared to the 
full national capital. 

Mr. Giteert. You mean, it would be more comparable, sir? 

Well, it would be, except that those figures are difficult to obtain. 
The thing that interests me about this chart is that there is a correla- 
tion. They are two parts of our economy, not exactly the same parts. 
There was a correlation, but in recent years we have a disparity 
instead. There are many ways of measuring what the market is. 
You can take the yields on securities; you can take the price at which 
they sell in comparison to their current earnings. You can take the 
amount of capital invested in industry in every year, and even with 
our present large plant expansion, the amount of capital invested per 
capita each year in this country is still now below the previous long- 
term trend. 

Senator Tarr. Your point is that the taxes on corporations and on 
individuals combined are such as to deprive people of any substantial 
return from industrial stocks; is that it? Is that the general conclusion 
that you are trying to put forth? 

Mr. Grupert. Yes. 

Senator Tarr. I think that is generally admitted. I agree that it 
is so. J 

Mr. Giirert. Yes; I think the question is also partly, perhaps, if I 
may say so, the rate at which the deterioration in the capital market is 
occurring. And this drop in utilities since the war compared to 
other parts of the economy indicates that that is a rather serious 
situation. 

So far as the railroads are concerned, the editor of Railway Age 
which is a well-known publication, recently stated that he believed 
that socialization of the railroads in this country was very, very near. 
That was something you might expect if you have a stock on the 
capital market selling at 28 percent of its normal value, and after 
4 years of national prosperity, instead of going up, it went down. 

Senator Mitiixin. What is your own theory of the cause? 

Mr. Gitrert. Sir, I think that the capital is being confiscated 
quite a number of ways. High taxes are among them, high labor costs. 
The market has taken those factors into account more than the country 
generally and reflects them in the prices of these securities. But I 
have some specific examples I was going to give in the course of events 
and a few other things that I would like to mention, if it will not take 
up too much time. 

The CuarrMan. Very well. 

Mr. Girrert. Many of the taxes you are about to adopt will in- 
crease the disparity. So it is hoped that some changes will be made 
to avoid the loss of further capital. 

I have covered part of what I was going to say in what I have just 
said. Of course, the markets are occasionally strong in terms of the 
prices quoted, but vou have to consider the relative price. The value 
of the dollar is one thing, and also the place of the market compared 
to what is going on in the rest of the economy. 
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These charts show that we are hovering closer to socialism than we 
realize, because we are automatically extinguishing our capital market. 

There have been some believers in some quarters that inflation 
could close the gap, but this is a dangerous fallacy, because it would 
destroy more capital than it could create. To the extent that we are 
now seeking the praiseworthy goal of a balanced budget, we are 
really helping to restore stocks to normal, but we should not balance 
the budget by taxes confiscatory of the very capital we are about to 
preserve. 

Then, too, taxation that bears too heavily on basic industry will 
result in hesitation in important parts of the economy, and there will 
in the course of events be the old temptation of restoring economic 
activity only temporarily by another dose of inflation. 

Neither inflation nor any other unsound policy can close the gap on 
the chart and thus restore basic economic strength. We are faced 
with the necessity of doing the right thing. 

With reference to the taxes proposed in 1952 and their relation to 
our basic economic strength, the regulation corporation tax of 
percent would bear too heavily upon segments of our economy Bethe 
under great strain. It will bear most burdensomely on the railroads 
and on the utilities and will retard many industrials. 

We have already seen the decided trend toward trouble in the rail- 
road and utility capital markets. These industries are the very vitals 
of our productive system and they are headed for socialism. 

You may ask, then, how could the funds needed this year be raised? 
The Government originally proposed $3 billion revenue from in- 
creased excises. Excises have much to recommend them this vear. 
From a list of a dozen items or so, it was expected to produce $3 
billion. It seems very likely that a thorough study of this field would 
vield enough items to raise almost twice as much. This is not neces- 
sarily to endorse the sales tax. 

If we could find enough of the so-called sumptuary excises, we 
could perhaps avoid a sales tax this year and also avoid raising the 
regular corporation tax to the extent proposed. One advantage of 
the sumptuary tax is that it is optional with the consumer. Thus 
thrift could be encouraged to some degree, whereas proposed taxes 
tend to penalize thrift. Thrift, of course, is one bulwark against 
inflation. 

| had a conference yesterday afternoon with Mr. Ecker-Racz, who 
| was informed by one of the departments of the Government is the 
expert in the Treasury Department who prepared the excise-tax 
increases. I was not going to make this part of my prepared testi- 
mony, but in the course of my conversation with him | developed so 
many points on this question that you might be interested in the 
supporting facts that were brought out. 

Would there be any objection to my mentioning that now? 

The CHarmmMan. Proceed. 

Mr. Gitpertr. Mr. Ecker-Racz said that vou had considered such 
other sources as soft drinks, candy, and furniture. He contested the 
chart by saving that the market does not necessarily have to fellow 
national income. He asked whether I really thought the country 
was getting weaker, and to the latter I re mae: “We have shown all 
the early symptoms of the disease of inflation, which has in its later 
stages been so disastrous in many foreign nations.” 
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I said, “The test of having a disease come is the lack of ability to 
revert completely to formerly recognized sound policies. We do not 
go back. Moral weaknesses follow, and then the disease extends its 
progress. 

“In 1952, we are about to penalize our basic economic strength 
again, and I think that that is a sign of moral weakness because we 
lack the courage to do otherwise.”’ 

Mr. Ecker-Racz said that the utilities had a good year in 1950. 
I explained to him that inflation had a double-edged effect on them 
and thus accounted for the great discounts of these facts from their 
normal price. 

Inflation creates a demand for electricity that is partly paid for in 
synthetic money; yet it forces utilities to expand their plants at 
inflated costs. To finance the expansion, they must sell stocks, 
which requires dividend expansion and loots the earnings for dividend 
stockholders who find themselves in the position, in effect, of paying 
for the inflation. 

For example, Pacific Gas & Electric stock was selling in 1940 for 
about 32. The other day it was selling at the same price, and in the 
interval their gross revenue has increased possibly four times. Their 
earnings in 1940 were about $2.50. Their earnings now are about 
$2.50. Their dividend in 1940 was $2, and their dividend now is $2. 

It is one of the largest utilities in the country. They have had to 
do constant financing. They sell 1,000,000 shares of stock quite 
frequently, and they have been constantly in the courts with rate 
cases because of their costs and taxes. 

Obviously in that case, Pacific Gas & Electric stockholders have 
paid for the advantage that the consumers in California have gotten. 

There are other examples. The New York Central in the month 
of February lost $10 million, and I think that begins to compare with 
the statement of the editor of Railway Age who said that socialism for 
the railroads would be an easy possibility with much further increase 
in the cost of taxes and with any moderate recession in business. 

I had a discussion with Mr. Ecker-Racz about additional excise 
taxes. He said that the sources could not be found, and he particularly 
disliked the idea of taxing luxury items of one class of goods without 
taxing all items. And he said it would not raise much revenue. 

Then I pointed out to him that last year there were probably half a 
million Cadillacs, Lincolns, high-priced Buicks and other large cars 
made to sell for around $3,000. And of that $1,500,000,000, 10 percent 
would be $150,000,000. I asked Mr. Ecker-Racz if it would not be at 
all possible to make a study which would find perhaps 10 or 20 of 
these additional items which would give you as much as $2 billion 
or more, and thus take the pressure off the necessity for increasing 
corporation taxes at this time. 

l appreciate the chance to appear here. 

The CuarrmMan. We thank you, sir, for your appearance. 

I believe that finishes the witnesses for today. The committee will 
go into executive session. 

(Whereupon, at 3:20 p. m., a recess was taken until 10 a. m., Mon- 
day, July 9, 1951, and the committee retired into executive session.) 
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MONDAY, JULY 9, 1951 


Unitep States SENATE, 
COMMITTEE ON FINANCE, 
Washington, D. C. 

The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Walter F. George (chairman) presiding. 

Present: Senators George, Connally, Byrd, Hoey, Frear, Millikin, 
Taft, and Williams. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The Cuairnman. The committee will come to order. 

Mr. Magill, we will start, please. Other members of the committee 
should be on hand, and will be in shortly. We regret it is necessary to 
start before we have full attendance. You may have a seat there, 
and just identify yourself for the record. 


Stam, 


STATEMENT OF ROSWELL MAGILL, CHAIRMAN, COMMITTEE ON 
FEDERAL TAX POLICY 


Mr. Maaiti. My name is Roswell Magill, and my home is West- 
port, Conn. My business address is New York City. 

The CHatrMan. You are chairman of the Committee on Federal 
Tax Policy. 

Mr. Mai. Yes, sir. 

The Cuainman. How long is it since you were with the Treasury, 
Mr. Magill? 

Mr. Maaiiu. I served as Under Secretary of the Treasury in 
1937 and 1938. 

The CHAIRMAN. 1937 and 1938? 

Mr. MaaIi.u. 1937 and 1938; yes, sir. 

| appreciate very much your courtesy in permitting me to come here 
this morning. 

I think anyone who appears here before your appears with humility 
and trepidation, because certainly you gentlemen have far greater 
responsibility and know a good deal more about the tax system than 
anyone else. 

All of us particularly appreciate your permitting us to come, as 
indicating your own deep interest in getting all the information you 
can about tax measures which will work fairly and adequately in such 
difficult times as we now confront. 

I am a member of the law firm of Cravath, Swaine & Moore, 15 
Broad Street, New York City. I appear here on invitation as chair- 
man of the Committee on Federal Tax Policy. That committee was 
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organized in 1944, to prepare and publish reports on Federal fiscal 
policy. It has published three such reports during the past 6 months: 
Financing Defense: Can Expenditures Be Reduced?; The Tax 
Program; Is an Excess Profits Tax the Solution? 

The revenue bill before you, H. R. 4473, fails on two main counts to 
solve the fiscal problems the country currently confronts. 

Unless proposed expenditures are cut much more deeply than 
seems likely, the bill will not produce enough money to cover the 
expected budget deficit for 1952. Worse still, it is implicit in Secre- 
tary Snider’s statement to your committee that he will have to ask 
for still another tax bill in 1952, since still greater expenditures are 
expected for 1953, and all our taxes, present and proposed, will by 
no me ans pay that bill. 

H. R. 4473 is designed to raise the money in the wrong ways. It 
will damage the economy and diminish individual and corporate incen- 
tives to work harder and produce more, at a time when we badly 
need all the production we can get. The bill will not retard inflation, 
as a properly drawn tax bill could do. On the other hand, H. R. 4473 
is likely to promote inflation, since the severe increases in individual 
and corporate rates will discourage new investment and additional 
production; and at the same time will cause higher prices to the con- 
sumer, since a good part of the increased corporate taxes will have 
to be passed on. To the extent that corporations are unable to 
finance their expanded production programs out of retained earn- 
ings, they will have to resort to borrowing and to selling their hold- 
ings of Government securities. Both of these are inflationary. 

The ends and aims of the Treasury and the Ways and Means Com- 
mittee are, no doubt, about the same as ours. (1) We all agree that 
the Federal budget must be balanced in these times of extraordinarily 
high national production and individual incomes. If we can’t pay 
as we go now, when can we ever hope to pay as we go? Again, we 
all keen that borrowing to pay current governmental expenses inevita- 
bly brings about inflation and thus severe increases in prices, in the 
cost of defense, and in the cost of living. We know it does, for we 
have just seen it happen; and all of us who must live on more or less 
fixed incomes are feeling a pinch that becomes more severe day after 
day. (2) We all agree that we must have maximum production, for 
we are trying to take care of a $50 billion a year military program 
on top of a civilian pte to that is running at a very high figure. 
Here again there is grave danger of continuing increases in the cost 
of living, if civilian production should fall off, while money in hand 
for spending is available in greater volume. 

Now how can a fiscal program achieve these two major aims that 
we agree on? If the Treasury is not to borrow money to pay the 
current costs of Government, there are only two ways to meet an 
excess of anticipated expenditures over receipts: to reduce the expendi- 
tures or to increase taxes. The President’s January budget forecast 
$16.5 billion more of expenditures than estimated receipts. No one 
in the administration has ever told Congress how $16.5 billion addi- 
tional taxes could be raised, on top of taxes already nearly at the peak 
of World War II. The reasons why no $16.5 billion program was 
ever presented may be either that the first drafts of that program 
showed that it was too drastic to be possible of adoption; or that the 
Secretary of the Treasury realized, even in January, that his experts 
had greatly overestimated expenditures and underestimated receipts. 
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The Treasury’s latest estimates are that expenditures will be some 
$3 billion less than estimated in January ($68.4 billion); and that 
revenue wil) be some $3.5 billion more ($58.5 billion). The gap 
between expenditures and receipts is thus $10 billicm: and Secretary 
Snyder has recommended a tax program to produce that much addi- 
tional revemie. H. R. 4473, however, falls far short of bridging the 
gap between receipts and expenditures in 1952. 

In any event, the better of the only two possible ways to balance, 
without more borrowing, a budget of the enormous size the President 
proposed is certainly to reduce expenditures to the essentials, par- 
ticularly civilian expenditures. Only a few years ago, after World 
War LI, fiscal experts thought they were being generous enough in 
forecasting budgets of $18 billion or $20 billion. True enough, the 
dollar has lost much of its value since then, and we are engaged in a 
half war and preparing to avert a full-scale war; but even so, a $70 
billion Federal budget is at least $10 billion beyond the essentials, as 
Senator Byrd and other fiscal students have shown in detail. The 
present Congress has exhibited a real interest in economy; important 
cuts in unnecessary expenditures have been made; and we all hope 
for more. 

Senator Winurams. Mr. Magill, has your committee broken down 
and made any recommendations as to where such cuts should be made? 

Mr. Maaitu. We have; yes, sir. One of these reports that I have 
here is on that subject, and I would like, if I m: iv, Mr. Chairman, to 
put both of these documents in the record for such use as you may 
wish to make of them. 

The CuarrmMan. Yes, sir; you may do so, Mr. Magill. 

Mr. Maainu. Thank you, sir. 

(The documents referred to follow:) 


FINANCING DEFENSE: THE TAX PROGRAM 


(By the Committee on Federal Tax Policy: Roswell Magill, Chairman, Cravath, 
Swaine & Moore; Walter A. Cooper, Peat, Marwick, Mitchell & Co.; Fred R. 
Fairchild, Knox professor emeritus of economics, Yale University; Rowland R. 
Hughes, comptroller, National City Bank of New York; Thomas N. Tarleau, 
Willkie, Owen, Farr, Gallagher & Walton.) 


Studies upon which this report is based were made possible by funds granted 
by the Maurice and Laura Falk Foundation of Pittsburgh. However, the foun- 
dation is not the author, publisher, or proprietor of the report and is not to be 
understood, by virtue of its grant, as approving any statement or view expressed 
herein, 

ABOUT THE COMMITTEE ON FEDERAL Tax Po.icy 


The Committee on Postwar Tax Policy was organized in 1944. Its reports, 
entitled “‘A Tax Program for a Solvent America,” were published in September 
1945 and ‘in February 1947. 

By July 1950, nearly 5 years had elapsed since the close of the war, without 
any substantial overhaul of the Nation’s tax structure. This led to a decision 
on the part of the committee to prepare a new report, outlining ee pol- 
icies and suggesting revenue proposals which would be appropriate to the current 
needs of the Feceral Government. The first part of this report, under the title 
“Financing Defense: Is an Excess Profits Tax the Solution?” was issued in De- 
cember 1950. The second part, entitled ‘Financing Defense: Can Expenditures 
Be Reduced,” was published in March 1951. This monograph is he third and 
final installment of the report. 

Although the name of the committee has now been changed to Committee on 
Federal Pax Policy, its membership remains unchanged since 1947. As in the 
case of the earlier reports, Alfred Parker is secretary of the committee. This 
publication represents the cooperative effort and responsibility of each member of 
the committee and its secretary. 
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SUMMARY 


1. For the third time in a generation the Nation has been forced to assume the 
burden of a huge military program. The dangers of deficit financing were im- 
pressively demonstrated during and after the First and Second World Wars. 
This time the cost of the defense program should be paid for currently by tax 
levies. 

However, paying-as-we-go does not mean taxing ourselves to pay for unneeded 
and dispensable Government services and activities. The first step should be to 
reduce all Federal spending for nonmilitary services to the minimum of essential 
operation, and to scrutinize carefully even the plans and proposals for military 
spending. 

2. Government expenditures today are so tremendous that it is no longer 
possible to single out any group of citizens or of corporations and expect it to 
bear all the costs. The burden must be distributed over the broadest possible 
base. At the same time, we must avoid levying additional taxes in ways that 
will unnecessarily intensify the adverse effects that taxation has on incentives to 
produce. 

3. The great bulk of the Federal revenue comes from three sources: (a) the 
individual income tax, (b) the corporation income tax, and (c) the consumption 
excises or sales taxes. 

(a’ The only two practicable procedures for increasing the revenue from the 
individual income tax are (1) to increase the rates, and (2) to lower the exemp- 
tions. We believe that exemptions should not be lowered. Additional revenue 
should be obtained by a rate increase of general application. There is no longer 
any large amount of revenue to be obtained by tax rate increases applied only 
to the middle and upper income brackets. 

(b) The problem with the corporation income tax is one of reconciling two 
goals: (1) to get increased revenue, and (2) to avoid impairment of the capacity 
and incentive to achieve maximum production. Corporation tax liabilities are 
already more than 50 percent of estimated corporate income. Increases would 
be likely to strike the smaller and less well-established corporations with greater 
force than the larger companies. We do not favor an increase in the corporate 
income tax rate (unless the excess profits tax is repealed), except as a last resort. 

(c) We believe that excises should normally provide at least 25 percent of the 
national revenue. Their special advantages are: (1) their revenue yield is stable; 
(2) they help equalize the reduced supply of civilian goods and the undiminished 
volume of personal income which will prevail during the period of the heavy 
defense program; (3) they reach a broad base of personal income which is not 
subject to the income tax. By broadening the base of the whole Federal tax 
system through a greater reliance on excises, we can avoid the imposition of 
severely penelizing rates at any one point in the tax structure. 

The present system of selective Federal excises is illogical, inequitable, and dis- 
criminatory. It should be replaced by a uniform excise tax across the board, and, 
- — judgment, the weight of the evidence favors a tax at the manufacturers’ 
evel. 

4. In presenting some alternative methods of providing whatever additional 
revenue is required to balance the budget, we find that at the budget levels now 
proposed there is only a narrow restriction of choice. 

(a) If the budget for 1952 is reduced by $10 billion, so that the revenue require- 
ment will be $61.6 billion, a uniform manufacturers’ excise at a rate of 7.5 percent 
(part of which will serve to replace all existing excise revenues other than liquor 
and tobacco) together with existing income taxes, will yield the necessary total. 
An increase of 3 percentage points in the individual income tax would reduce the 
needed excise rate to 5 percent. 

(6) If only $5 billion is cut from the budget, and the total revenue requirement 
will be $66.6 billion, it is clear that the necessary taxes will weigh heavily on all 
the people. An increase in the individual income tax by 3 percentage pointes will 
not alone provide enough money. The Treasury would still need a manufac- 
turers’ excise tax at a 10 percent rate. If the individual income tax is increased 
by 3 percentage points, and the corporate normal and surtax rate is raised to 
50 percent, a uniform excise must still be levied at the rate of 8% percent. 

(c) Finally, if no budget cuts are made for 1952, and the total revenue require- 
ment is $71.6 billion, the choices are severely limited. A 3 percentage point 
increase in the individual income tax, an increase in the corporate normal and 
surtax rate to 53 percent (6 percent above the present rate, in addition to the 
excess profits tax), would still leave a revenue gap of $7.5 billion. A manufac- 
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turers’ excise tax at 12 percent would be needed to close this gap and replace the 
revenue from present excises. 

A less palatable alternative would be: a 4 percentage point increase in the 
individual income tax; a reduction of the individual exemptions from $600 to $500; 
an increase in the corporate normal and surtax rate to 55 percent; and a manu- 
facturers’ excise of 8 percent. 

5. Even if the expenditures for 1952 are reduced by $10 billion, we should pro- 
ceed without clelay to set up the machinery for a broadly based Federal tax system. 
We cannot afford the fatal delay that might result from an overly optimistic view 
of current surpluses. 

The rates of tax with which we are dealing here are drastically heavier than any 
that have ever been proposed in this country. Yet these burdens are preferable 
to deficit financing and inflation. The first basic requirement is that the Federal 
Government show that its expenditures are being managed with the same compe- 
tence and prudence that we require of ourselves in our everyday affairs. 


FINANCING DEFENSE: THE Tax PROGRAM 
I. INTRODUCTION 
EXPENDITURES MUST BE REDUCED 


For the third time in a generation, the Nation has been forced to assume the 
burden of a huge military program. The evils and dangers of borrowing a sub- 
stantial part of the cost were so impressively demonstrated during and after the 
First and Second World Wars as to require the conclusion that this time we must 
pay as we go. Paying as we go, however, does not require us to tax ourselves to 
pay for unneeded and dispensable Government services and activities. The first 
step, therefore, is to reduce all Federal spending for civilian or nonmilitary services 
to the minimum of essential operation, and to scrutinize carefully even the plans 
and proposals for military spending. Every dollar of unnecessary spending is so 
much excess baggage and, in the long-distance race upon which we have entered 
for the preservation of a free world, it will be the utmost folly to carry anything 
that will handicap us. 

The budget ‘or the fiscal year 1952 called for total expenditures of $71.6 billion. 
This total was immediately attacked as excessive by Members of Congress and 
many private zroups. These attacks developed evidence from the budget itself 
to show numerous examples of unnecessary, even wasteful, spending. In our own 
report entitled ‘Financing Defense,”’ issued March 5, 1951, we showed that the 
budget total could be cut at least $10 billion. Specifically, we made the following 
recommendations with respect to nonmilitary or civilian expenditures: 

(a) Prompt withdrawal of the Federal Government from the lending field. 

(6) A deep cut in the public works program and a suspension of all projects 
not contributing directly to some essential defense purpose. 

(c) Drastic curtailment of Federal aid, grants, and subsidy and special 
services programs. 

In recognition of the fact that much of this spending stems from a mass of pre- 
viously enacted statutory authorizations, we recommended that the Congress, by 
an appropriate act or resolution, should suspend the operation of every law now in 
force requiring expenditures or appropriations, and start with a clean slate. In 
preparing this legislation the aid and counsel of the Budget Bureau should be 
utilized. At the same time, our recommendation provided, the Budget Bureau 
should be required to prepare a new budget for a total expenditure $10 billion less 
than the original total of $71.6 billion. 

The current condition of the Federal finances is likely to obscure the necessity 
of the kind of drastie action that should be taken, with respect both to expenditure 
reduction and to tax revision. For some months receipts have exceeded expendi- 
tures, and the Secretary of the Treasury has recently announced (April 2, 1951) 
that for the fiseal year ending June 30, 1951, a surplus of some $3 billion is now 
anticipated, as against a deficit of $2.7 billion, forecast a few months earlier in the 
budget message. This reversal has been produced by a combination of a lower 
rate of actual spending and higher tax receipts than were projected in the budget 
estimates. 

This situation is obviously only temporary. The lower rate of spending merely 
reflects the lag between the issuance of Government orders for military goods and 
the delivery of these goods. Secretary of the Treasury Snyder said, in the state- 
ment referred to, that much of the conversion and production cost was being met 
for the present out of the financial resources of business, which has made un- 
necessary prospective Government financing. 





524 REVENUE ACT OF 1951 


TAXES MUST BE INCREASED 


But the bills are piling up, and all of them will presently be due and payable. 
The flood of orders and contracts, which has been running at from $3 billion to 
$5 billion a month, will lead to a parallel flood of payments as the deliveries are 
made. We dare not let this temporary budget surplus create the inference that 
the spending need not be cut wherever possible, or that preparation need not yet be 
made for a substantial increase in taxation. Unfortunately, Mr. Snyder’s state- 
ment contributed to a sense of false security, for he indicated that action on tax 
increases beyond the $10 billion first requested could be postponed, even while he 
was warning that the spending was certain to increase greatly, not only in the 
fiscal year 1952, but also in the fiscal year 1953. 


THE ALTERNATIVE TO PAY-AS-YOU-GO IS INFLATION 


The cost of the defense program should be paid for currently by tax levies. The 
alternative to paying as we go is deficit financing. In view of the present size 
of the debt and the great difficulties that would be encountered in making a 
marked increase in the interest rate pattern that has been established for this 
debt, any new borrowing on a large scale would probably involve a further inflation 
of bank credit. Additional expansion of bank credit on the basis of Government 
loans would lead to a further inflation of prices, resulting in a heavier, more 
ineouitably distributed burden than taxation. It would cause, moreover, a lasting 
depreciation of the currency and a permanent impairment of values expressed 
in terms of the dollar. 

This means, for example, that, as measured in purchasing power for food, 
shelter, and other necessities, there would be another cut in the United States 
savings bonds when they come due, in pensions now in force or to be paid as 
retirement is reached, and in insurance policies. 

Inflationary policies during the past 10 years have caused a loss of nearly 43 
percent of the value of the dollar. The further erosion of value that would occur 
if a repetition of such financing methods were permitted would be disastrous here, 
as severe inflation and its resulting currency depreciation have always been 
everywhere. 

There is still time to avert deficit financing. If unnecessary expenditures were 
sliminated, the load of taxation that must be imposed would thereby be diminished. 
Appropriate tax measures, promptly introduced, would produce adequate rev- 
enue by the time the large bills for the military program have to be paid. The 
purpose of this report is to indicate the steps that should be taken to provide 
whatever additional revenue may be required to balance the budget and keep 
us On & pay-as-we-go basis. 


4 BROAD TAX BASE IS REQUIRED 


nd varied forms of taxation, the fact is that all taxes ars 

ther way of saying this is that all taxes come eventually 

ut kinds of taxes are mer ly different ways of deter- 

1, an much various citizens are to pay. Some taxes 

the value of property; others on the amount of income received; 
the quantity of certain articles consumed, such as cigarettes, gasoline, 


osmetics. Still others are levied on the net income or the gross receipts 


Whatever their form or the manner of their imposition, it is still 
| taxes fall ultimately on the income of the people. 


lires particular emphasis at a time when the Government’s 


as it now is. When the Federal budget was so small 
erate proportion of our total income, and there were 


ble to grant broad exemptions and reliefs, with a 
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government upon limited groups or income classes. 
The tremendous costs of government can be paid 
no single group can bear all the costs. Just as men from 
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net income, that is capable of producing all of the revenue that will be required 
without the levy of tax rates that would be seriously damaging to the economy. 
We must give up the notion that somewhere there is a tax that will be paid only 
by others and that will produce enough revenue to pay all of the bills. There is 
no such tax. Everybody must pay a share of war costs, whatever his income may 
be. This time it is not a question of some working in the sun while others sit in 
the shade. 

Second, we must avoid, to whatever degree possible, the levy of additional taxes 
in a manner or to an extent that will intensify the adverse effect that taxation has 
on the incentives to produce. It is never wise to increase taxation to the point 
at which too many people work only part time and with halfhearted energy or 
stop working altogether. 


THE FORMS OF FEDERAL TAXATION 


Although the Federal Government has considerable latitude in the exercise of 
its taxing powers, the great bulk of its revenue is derived from three major taxes. 
These are (1) the individual income tax; (2) the corporation income tax; and (3) 
the consumption excises or sales taxes. The tax receipts from all sources in 1950, 
and as estimated for 1951 and 1952, will indicate the relative importance of these 
major sourees. ‘The data are given in table I. 

TABLE I.—Federal budget receipts, fiscal years 1950-52 
[Millions] 


Original budget estimates 
: 952 revisec 
Source actual - l evised 


estl 
1951 1952 


Individual income tax ; i $21, 599 $26, 025 
Corporation income and excess profits taxes : 13, 560 20, 000 
Excise taxes &, 240 8, 222 


Other taxes '! and miscellaneous receipts | 3, 345 3 448 3, 504 


Total receipts ._...--- : ; 39, 2 16, 847 
Less refunds - sa aa 


Net budget receipts ‘ i 37, O45 , 512 


! Includes estate and gift tax, net employment tax, and the customs. 


Source: The Budget of the United States Government for the Fiscal Yea 
ury Estimates of Apr. 2, 1951. 


This table shows that the sources of Federal revenue other than the three 
major taxes provide only a small part of the total. For the fiscal year 1952 
they are estimated to vield only 6.5 percent of budget receipts Minor additions 
to the revenue might be secured by changes in these lesser taxes, but the chief 
reliance for the large revenue requirements must be upon the three major Federal 
taxes. 

Unless proposed expenditures are cut much more drastically than now seems 
likely, each of our major taxes will have to be increased materially. The real 
choices lie in (1) the relative amounts to be secured from each, and (2) in the 
form of excise tax to be emploved. Shall Congress seek to derive most of the 
additional revenue from the individual income tax; or shall it distribute the new 
load over both the individual income tax and the excises? Shall the cor- 
porate income tax be increased to the point where the Government takes more 
corporate profits than the corporation and its shareholders may retain for them- 
selves? Shall the excise tax increases take the form of very heavy special levies 
on the sales of commodities in common use: Cigarettes, gasoline, automobiles 
for example; or of a tax levied at a lower rate on nearly all sales? 

These are the hard questions Congress must answer in the Revenu 


Il. Tue I[npivipvaL Income Tax 


INTRODUCTION 


First among the great Federal taxes in point of yield is that imposed on the 
incomes of individuals, estates, and trusts. We have already examined the 
principal features of this tax in two previous reports.! The law imposing it has 


! Committee on Postwar Tax Policy, A Tax Program for a Solvent Ame i, 1945, and Supplement, 1947 
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been in operation since 1913, and over this period the law has been the subject 
of sufficiently serious concern on the part of the Congress, the Treasury, and the 
taxpayers to have produced significant improvements and corrections of evident 
defects. Notable among these improvements in recent years have been the 
current payment of tax as income is received; the withholding of tax on wages 
and salaries, a necessary step as the tax base was broadened through the reduc- 
tion of personal exemptions and dependency credits; and the division of income 
between husband and wife. 

The permission to split income between husband and wife, which was granted 
by the Revenue Act of 1948, has been attacked as a boon to taxpayers in the 
middle and upper brackets, and efforts are being made to have Congress recon- 
sider its action. In our opinion a reversion to the system as it existed prior to the 
1948 amendment would be very unfortunate. It will be recalled that under the 
old law citizens in community-property States were enabled to split their income 
with their spouses, whereas citizens in common-law States were not. During 
the period immediately preceding the 1948 amendment, many of the State legis- 
latures in common-law States had either changed their property laws to accord 
with the community concept or were embarked on such a course. In other 
words, States were being forced to attempt to secure, through individual State 
action, the uniformity which was more efficiently provided by the Revenue Act 
of 1948. In addition, the 1948 amendment removed the inequity between tax- 
payers having earned and unearned incomes. Taxpayers with unearned incomes, 
by inaking gifts of capital, could split income between the spouses. Under the 
decision in Lucas v. Earl? a husband was not permitted by contract to split his 
earned income with his wife. The 1948 act, therefore, granted equitable relief 
for earned income. The result has been salutary and should not be disturbed. 


LIMITED OPPORTUNITY FOR INCREASE FROM MIDDLE AND UPPER BRACKETS 


The nature and source of the additional revenue potential in the tax on indi- 
vidual incomes are not fully understood. Some believe, for example, that a large 
amount of revenue can be obtained by substantial tax rate increases on the 
middle and upper income brackets. 

This view is erroneous. The amount of taxable income in the middle and 
higher brackets, from which additional revenue could be squeezed, is shown in 
table II, on the basis of Treasury estimates of the distribution of incomes in 
taxable returns. 

This table is arranged to show the distribution of total taxable income (surtax 
net income) by taxable income brackets. For example, each taxable income of 
$4,000 would have $2,000 in the first bracket, 0 to $2,000, and $2,000 in the next 
bracket, $2,000 to $4,000; a taxable income of $10,000 is distributed through the 
first five brackets, with $2,000 in each. The figures in column (2) show for each 
income bracket that portion of the aggregate income of all taxpayers that falls 
within that bracket. The normal and surtax column (4) shows the amount of 
tax estimated to be paid, at the respective tax bracket rates, on the aggregate of 
the incomes in each bracket. Column (5) shows the amount of income remain- 
ing in each bracket after the taxes at existing rates. The final column (6) shows 
the amount of additional tax that could be secured at any point by complete 
confiscation of all taxable income above that point remaining after present taxes. 

The sum of the remaining income after present tax, for example, in the income 
tax brackets from $50,000 up, is $215.1 million. That is the limit to additional 
revenue which could be secured by a tax rate of 100 percent applicable at $50,000 
and above. If the 100 percent rate were to begin at the $26,000 surtax net 
income level, the total additional revenue would be limited to $766.6 million. If 
everything were taken in tax from the $10,000 surtax net income level to the top, 
the limit would be $3.5 billion. If the 100 percent rate were applied from the 
level of $6,000 of surtax net income the limit would be some $6.5 billion 

These additions to the revenue would represent the final state of the income 
tax. All incentive to get income beyond the point at which 100 percent of it 
is taken in taxes is bound to disappear. A sheep can be sheared every year but 
it can be skinned only once. 

Table II abundantly demonstrates that the additional taxes must come from 
persons of moderate or small income for that is where the bulk of the income is 
after present taxes. The upper middle and upper brackets no longer have the 
Income to nay. 


3281 U. 8. 111 (1930), 


PRARAAA | 


' 
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TABLE II.—FEstimated distribution of taxable income, tar yield, and additional yield 
derivable from confiscation of all taxable income above each bracket levei, Revenue Act 
of 1950, calendar year 1951 





Additional 


y 
| | 
| | | revenue de- 
} 


rivable from 
| confiscation 


Surtax net | of all taxable 


Normal and 
income after | 


surtax 
(millions) 


Surtax net 
income 
(millions) 


Rate sched inegune over 

ule (percent peer ag ne 

ui levels indi- 
cated by 


} | lower limit 


tax 


} 
Surtax net income bracket 
| 
| (millions) 
i 


| of bracket 
| (millions) 
| | 

| (2) 


Under $2,000 | $62, 
$2,000 to $4,000... _- 10, 
$4,000 to $6,000 

$6,000 to $8,000 

$8,000 to $10,000 

$10,000 to $12,000 

$12,000 to $14,000.- 

$14,000 to $16,000... 

$16,000 to $18,000 

$18,000 to $20,000 

$20,000 to $22,000 ; 
$22,000 to $26,000. ___- 
$26,000 to $32,000 

$32,000 to $38,000 

$38,000 to $44,000 

$44,000 to $50,000 

$50,000 to $60,000. _.._ 
$60,000 to $70,000_.__- 
$70,000 to $80,000. ......._- 
$80,000 to $90,000_.___. 
$90,000 to $100,000 ie 
$100,000 to $150,000__._- 
$150,000 to $200,000 

Over $200,000_- 


(4) 


$12, 539 
2, 303. 7 
Lh, a2 

S00. 
605. ‘ 
4183 
415. 
355 
304 


25S, 


, 779. § 
, 273.8 
966. ! 
755. 
609. 6 
488. 
396. 6 
617. 
633. 
425. 
302. 
242 
266. 
181. 
129. 
95 
80. 5 
200. 
96. 
295. 


222. 
364. 5 
392 
276. § 
209 
174 
200 
141 
104. 5 
79. ¢ 
69. 7 
178 
86H. 6 
268. 4 


wCOmuawowew 
rps > 


ton 


10.5 
"9 


26 


no 


= 


90, 010. 21, 963.0 


oe 


a it 68, 047 


Source: Columns 2 and 4, Statement of Secretary Snyder Before the Committee on Ways and Means of 
the House of Representatives, Feb. 5, 1951, Table 13. Columns 5 and 6 derived respectively by subtraction 
and cumulation. 


RAISING THE RATES 


The only two practicable procedures for increasing the revenue from the indi- 
vidual income tax are (1) to increase the rates and (2) to lower the exemptions. 

The Treasury has recommended an addition of 4 percentage points to each 
bracket rate in the present scale. The present scale starts at 20 percent on the 
first $2,000 and rises to 91 percent on taxable income above $200,000. Under 
the Treasury recommendation, the first rate would be 24 percent, and the top 
rate would be 95 percent. 

While it might appear that the method of tax increase proposed by Secretary 
of the Treasury Snyder is no more than an advance of the basic or truly pro- 
portional part of the tax-rate scale, it intensifies the impact of the tax on the 
upper income brackets, as the following table shows. 

‘he final column of this table shows the progressive inroad on remaining in- 
come that is made by a 4 percentage point increase throughout the rate scale. 


TABLE III.—Relationship between additional tax under Treasury proposal and income 
after present tax 


} Additional 
tax from 4 
percentage- 


Additional 
| tax as percent 


| | | 
Tax : yres- C afte 
Tax at pres Income after of income 


ent rates tax 


$2,000__. 
$5,000. __. ; 
$10,000______- 
$25,000... 
$50,000___.. 
$100,000. 
$200,000 


$400 

1, 100 
2, 640 
10, 150 
26, 820 
67, 320 
156, 820 


$1, 600 
3, 900 
7, 360 
14, 850 

23, 180 

32, 680 


43, 180 





point 
Increase 


after present 
tax law 
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REDUCING THE EXEMPTIONS 


The second way of securing a larger return from the individual income tax is 
to reduce the exemptions. These were raised by the act of 1948 to $600 from the 
World War II level of $500. A double exemption was authorized for taxpayers 
and spouses over age 65 and for the blind, whether taxpayer or spouse, regardless 
of age. 

A reduction of the exemption to $500 would bring several millions into the fold 
of income-tax payers, and add several billions to taxable income. The only 
official estimate available as a clue to these additions is that presented by the 
Senate Finance Committee in its report on the 1948 tax bill. At that time the 
data related to the decline in number of taxpayers and loss of revenue from the 
proposed increase from $500 to $600. At the personal income level of $208 billion 
then assumed, it was estimated that some 7,000,000 persons would be relieved 
of tax and that the revenue loss would be about $2 billion. A reversal of the 
process would probably add some 7,000,000 to 8,000,000 new taxpayers, and at 
present income levels might be expected to increase the revenue by some $2.5 
billion. This revenue gain is to be compared with the $3.6 billion that would 
be realized from the 4 percentage point increase recommended by the Treasury. 

A reduction of the exemption, in our judgment, is one of the less desirable 
methods of getting more revenue. In view of the price change that has occurred 
since World War II, the present exemption of $600 has a smaller purchasing 
power than $500 had in 1945. We recognize that the amount of personal exemp- 
tion or dependency credit allowed is never determined solely, or even primarily, 
by reference to prices and cost of living. Nevertheless, the price inflation of 
recent vears is a factor to be considered in this connection. 

A further reason for keeping the exemptions at the present level is that through 
the uniform excise tax discussed later there would be some Federal tax contribu- 
tion from everybody. In view of this prospect it is the more desirable to avoid a 


furth 


further increase of income tax through the method of a lowered exemption 
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adopted in 1913, an income tax was imposed directly on corporate incomes 
was on individual incomes. 


, aS it 
Individuals receiving corporate dividends were sub- 
jected to surtax thereon, but not to the normal tax. 
was that the corporation had already paid the normal tax on behalf of the 
shareholders. 


In other words, the theory 


During the twenties, the corporate normal tax rate was somewhat higher than 
the individual (10 to 13.5 percent as compared with 2 to 8 percent); and the dis- 
parity increased in the thirties. The full exemption of dividends from normal tax 
persisted, however; and recognition was thus given in part, though not in full, to 
the proposition that the tax on the corporation amounted to a tax on the 
shareholders. 

In 1936, as a part of the undistributed profits tax legislation, the credit to 
individuals on account of corporate dividends received was entirely eliminated. 
The credit has not since been restored, though the undistributed profits tax has 
been repealed ; and there has been continuous agitation for the restoration of the 
credit. Thus the corporate tax has, in effect, been returned to its status as an 
excise tax levied for the privilege of doing business in the corporate form. 


INCIDENCE 


Determining the effect of the tax on corporation incomes presents a problem 
that is far from simple. A tax on the pure profits of business corporations would, 
of course, be borne only by those corporations that made profits. It 
affect the corporations that just broke even or suffered losses. As 
effect, such a tax cannot be shifted. 

But this is only the immediate effect. Other changes take place after the tax is 
enacted and its effects are taken into account by businessmen. The first effect 
of the tax is to reduce the general level of profits after tax to which investment 
and business have become accustomed; in other words, to reduce the opportunity 
to make industrial profits. But it is the chance of profit that invites investment 
of capital and induces businessmen to undertake the task of planning and guiding 
industrial enterprise and assuming its risks. A tax on profits reduces this incen- 
tive. It tends to diminish industrial investment and industrial enterprise. The 
supply of products is accordingly reduced, and their prices tend to rise. 
thus brought about a new equilibrium, in which the tax has been shifted 
at least, to the consumers of the products of industry. This 
promptly, 

This is the general principle. Its operation in the case of the United States 
corporation income tax is somewhat modified by the fact that taxable incom 
as legally defined, is not precisely the same as pure profits. 

How promptly or completely the given corporation can pass its tax burden on 
to the consumers depends in part upon competitive conditions and in part upon 
the strength of the demand for the particular corporation’s | 

If a given tax system should remain in force for a considerable time, without 
serious changes in rates or other features, there would tend to be established an 
equilibrium in which the greater part of the tax would be reflected in prices and 
so passed on by the taxed corporations to the consumers. However, in a dynamic 
economy, in which there are frequent and substantial changes bot! 


could not 


to its imme diate 


There is 
in part 
can result very 


roduct. 


1 in the tax 
and in general business conditions, there will be a lag in the approach to equi- 


librium, and some considerable part of the tax will remain as a burden on the 
taxpayving corporations. 

If the corporation tax is, in large degree, transmitted as a cost to consumers, 
this tax becomes an indirect excise or sales tax, in effect not unlike a heavy manu- 
facturers’ sales tax. But viewed as such a tax, it is subject to serious disadvan- 
tages. It is not likely to be passed on uniformly by all corporations. Much will 
depend on the competitive situation in different industries. 

Moreover, since the degree of ability to pass the tax on is not uniform throughout 
the economy, the plight of the little corporation is obvious in those cases in which 
the tax cannot be passed to the consumer. In such cases, increases in the corporate 
tax reduce its retained earnings or its dividend distributions. Thus the tax 
increases bear hardest upon those corporations that most need earnings after 
taxes in order to finance needed development and expansion. 

We have recommended in our previous report * that the tax on corporations be 
properly integrated with the individual tax structure. This recommendation, we 
believe, should be followed at the earliest opportune moment when conditions 
permit. 


—_—_—_——____—___ 


3 Committee on Postwar Tax Policy, A Tax Program for a Solvent America—1#7 Supplement, 
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AVAILABLE MARGIN FOR ADDITIONAL REVENUE 


The principal problem before the Congress and the Nation, in approaching the 
issue of a greater revenue from the corporation income tax, is that of reconciling 
the two goals or objectives mentioned earlier, namely, how to get increased revenue 
and at the same time avoid, in the greatest degree possible, impairment of the 
capacity and incentive to achieve the maximum production at the lowest cost. 

(1) The record of net income, 1946-50.—The first step in seeking an answer to 
the question of whether tax revenue can be collected from corporations without 
impairing productive capacity and growth is to see what the margin is from which 
additional taxes can be paid. This can be shown only in the over-all; particular 
individual companies will usually not conform to the general pattern. 

The following tables gives the record of net income and its disposition for all 
private corporations through the years 1946-50. 


TaBLeE IV.—Corporate profits before and after taxes, all private companies 


{Billions} 


Disposition of profits 
Corpora- | Tax | Profits after taxes 
Calendar year tion liability 2 after 
profits =a taxes 
| | Dividends | Retained 





1946 
1947 
1948 
1949__. 
1950 ?__ 


” 
Pmt oH 
ODUDDP 


~ . 





| 


Bo | 


Percent 


1 Includes Federal and State income and excess profits taxes. 
? Estimated. ‘ 


Source: The Council of Economic Advisers, The Annual Economic Review, January 1951. 


(2) Actual disposition of corporate profits—The dollar increase in total profits 
does not, of itself, provide a satisfactory or adequate criterion of the proportion 
that can and should be taken in taxes. In table IV above, profits after taxes 
as levied ranged from $13.9 billion in 1946 to $21.9 billion in 1950. Superficially 
it might appear that a considerable additional slice could safely have been taken 
out of this remainder of profit after tax. 

From the standpoint of net revenue advantage, a policy that would compel 
serious retrenchment of dividend payments would become partially self-defeating, 
for individual income tax receipts would decline if there were a substantial decrease 
of dividends received by individuals. 

If the additional tax were paid out of the retained earnings rather than out of 
the funds to be distributed as dividends, many corporations would encounter the 
problem of maintaining production. By and large, corporations do not withhold 
earned profits from their stockholders except to further the purposes of the 
corporate business by reinvesting the retained earnings. This reinvestment is 
for three major purposes: (1) to replace worn-out or obsolete equipment; (2) to 
expand capacity by purchasing additional facilities; and (3) to increase inventories. 
The rising prices of recent years have increased costs of replacement and of 
expansion of facilities and inventories. 

The record of the sources and uses of corporate funds in the years 1946-50 
appears in the following table. 

Table V shows that, while cash and Government securities increased over the 
period some $5.8 billion, the increase was more than offset by the increase of 
$6.1 billion in Federal income tax liability, which obviously had first call on the 
increased funds available. 

More important, plant and equipment outlays totaling $77.2 billion were only 
35.1 billion less than the sum of retained profits, depletion and depreciation allow- 
ances ($82.3 billion). Looking at the picture another way, the aggregate outlays 
of $102.4 billion for plant, equipment, and additional inventories were only $5.6 
billion less than the aggregate of $108 billion derived from retained profits, 
depletion, depreciation, and new mortgage and stock capital. During the same 
period, taxes took approximately 41 percent of corporate profits (see table IV 
23 percent was returned to owners as dividends, and 36 percent was reinvested 
in productive and operating assets of corporate business. 
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TABLE V.—Sources and uses of corporate funds,' calendar years 1946-50 


[Billions] 


| 


Sources and uses of funds |} 1946 | 1947 | 1948 1959 19502 | 1946-50 


Uses: 
Plant and equipment outlays_-—-_-.----| 
Inventories (change in book value). 
Change in customer receivables 
Cash and U.8. Government securities _| 
Other current assets | 


NN nn ec iuddmnn 


Sources: 
Internal: 
Retained profits and depletion 
allowances y ; oe 
Depreciation allowances. - 


Total internal sources.. 


External: 

Change in trade debt_-__.-- 

Change in Federal income tax | 
liability _- a | 

Other current liabilities___- 

Change in bank loans_- 

Change in mortgages 

Net new issues__...-.__- 


Total external sources__ 
Total sources_.......--- 


Discrepancy (sources less uses) sl 


1 Excludes banks and insurance companies. 

2? Estimates based on incomplete data: by Council of Economic Advisers. Total sources and uses are 
derived from unrounded figures while the components have been rounded to the nearest $500 million. 

3 Less than $50 million. 


Source: Department of Commerce estimates based on Securities and Exchange Commission and other 
financial data (except as noted). 


(3) Consequences of additional heavy tares.—What does this record show as to 
the safe possibilities of rearranging the three-way division of corporation profits 
among taxes, dividends, and reinvestment? 

First, it shows that in the years 1946-50, if corporations were to develop 
through the reinvestment of their retained earnings after taxes, not much more 
could safely have been taken in taxes. 

Second, the 1950 revenue acts have increased the total Federal tax liability to 
about 50 percent of estimated corporate income. State taxes add to the total 
burden. Compared with the 41 percent combined load in 1946-50, this represents 
an increase of about 10 percent of profits. Yet during that period the net dis- 
tribution (if it is defined as dividends paid out less new capital paid in) was only 
about 6 percent of profits. If dividends are required to be curtailed at the same 
time that taxes on their receipt are increased, it will be even more difficult to 
obtain new capital. 

No categorical answer can be given to the question’ What is the safe limit of 
additional corporation taxation? That rates in excess of 50 percent are in the 
danger zone is generally admitted. In recommending the 55 percent rate of 
normal and surtax, Secretary Snyder said before the Ways and Means Committee 
on February 5: 

“T am aware that a corporate rate of 55 percent would raise serious equity and 
incentive considerations in a normal and stable peacetime economy. However, 
corporation tax rates requested during the present emergency cannot be judged 
by normal standards.” 

The foregoing tables and discussion show that corporations as a whole today 
have the money to pay an additional impost. On the other hand, corporate taxes 
are already heavy. Increases would be likely to strike the smaller and less well- 
established corporations with greater force than the larger companies. As we have 
said above, a point will come, as the tax is increased, at which the effort to shift it 
will reduce the volume of consumption. Absorption of the tax will cut to the 
danger point the retained earnings corporations require to replace inventories and 
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machinery at currently increased prices, to meet the heavy demands both of a 
garrison state and its civilian economy, or the dividends required to sustain the 
flow of new equity capital. 

For these reasons, we do not recommend that additional revenue be obtained 
from an increase in the corporate income tax, unless the excess profits tax is 
repealed, and unless revenue needs are extreme. In our judgment, the increases 
in revenue currently needed can more safely be obtained from the individual 
income tax and from a general excise tax. 


TREASURY RECOMMENDATIONS OF FEBRUARY 1951 


The Treasury recommendation to the Ways and Means Committee in February 
1951, is to increase the normal tax rate by an additional 8 percentage points, 
thereby raising the total rate on all corporate income above $25,000 to 55 percent. 
The total taxes of corporations in 1951, assuming adoption of the rates recom- 
mended by the Treasury, would be as follows: 


TABLE VI.—HEHstimated corporate tar liability under proposed Treasury rates, 
calendar year 1951 


Millions 
Estimated corporation net income, 1951 $40, 760. 0 


Normal tax at 33 percent 13, 450. 8 

Surtax at 22 percent on $35,837 surtax net income ! , 884. | 

Total income tax -- alent 21, 334. 9 

Excess-profits-tax liability — - aco 2, 918. 0 

Total income- and profits-tax liability 24, 252. 9 

rporat et incon I 25,000 are not subject to surtax. The Treasury estimated 

me in 195 2) Corporations having net income above $25,000 have an 

f $ i Che Treasury estimted that 118,800 corporations would receive 

this exem] , Which would exclude $2,970 million from surtax. The total not subject to surtax would 
be $4,92 illion, leaving $35,837 million taxable at the surtax rate of 22 percent. 

An important issue is presented by the results shown in table VI. There it is 
found that the income tax alone, at the new rates proposed by the Treasury, 
would take, in the aggregate, $21,335 million in taxes, leaving $19,425 million for 
the two corporate purposes of dividends and reinvestment. The recommended 
taxes would thus take $955 million more than half of the total. 

The situation is worse if the combination of the income-tax increase and the 
excess-profits tax is considered. The total of these taxes in 1951 (see table VI) 
would be $24,253 million, which would leave only $16,507 million for division 
between dividends and plow-back, unless the additional taxes are passed on to 
consumers. The average of profits after taxes for the 5 years 1946-50 was 
$18.5 billion. The deficiency for 1951, under the Treasury’s latest program, 
would be almost $2 billion below this. 

The prospect involves grave consequences for the whole economy, and these 
consequences should be most seriously considered before accepting the Treasury 
recommendation. This prospect is not improved by taking the optimistic view 
that total profits may actualivy be more in 1951 than the amount estimated by 
the Treasury. The arithmetic of the combination of excess-profits tax and the 
proposed income-tax rates would continue to exact substantially more than half 
of the larger total of profits. 


TREASURY RATES PLUS EXCESS-PROFITS TAX EXCESSIVE 


[It follows that this combination of excess-profits tax and the latest Treasury 
proposals has gone so far that we confront one or the other of two unhappy 
alternatives: (1) There is likely to be impairment of the capacity of business to 
maintain the production level needed to supply the military requirements, to 
provide civilian goods on a reasonable scale, and to finance itself; or (2) con- 
sumers will be forced in effect to pay a heavy additional excise, as part of the 
prices of the goods they buy. 

The matter can be summed up by saying that either the excess-profits tax 
should be repealed or the proposed increase of the income-tax rates should not 
be made. The former step would diminish corporate-tax liability by about 
$2,918 million in 1951, and the latter would mean less revenue of $3,261 million 
from the income tax in that vear. We have alrea:'y expressed the judgment that 
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no excess-profits tax should be imposed. We reaffirm this judgment here, which 
is supported by the many reasons set forth in our earlier study and in virtually 
all of the testimony submitted by business groups before congressional committees 
last autumn. 

EXEMPT CORPORATIONS 


Over the years generous Congresses have gradually enlarged the scope of the 
statutory provisions exempting stated varieties of corporations from paying any 
Federal taxes at all, until a very large number of corporations are now exempted. 
The legislative philosophy has been, no doubt, that to benefit corporation A, 
which is doing useful work in the community, by a tax exemption, is merely to 
award a badge of merit to A, an award which in no way harms B, C, or D, cor- 
porations that remain taxable. 

When tax rates are low, such a philosophy, however dubious it may be, can 
be accepted by the community, particularly since it is obvious that some exempt 
organizations perform public service of a high order and in most cases have little, 
if any, taxable income. Now that tax rates must be very high, however, it is 
painfully evident that if $1,000 must be raised by taxes, and if A is exempted 
from @ tax that B, C, and D must pay, then B, C, and D will each have to pay 
more dollars than if A also were liable. Hence, whether corporate tax rates are 
increased or not, the statutory exemption provisions should be carefully reex- 
amined and restricted in scope, so that only those corporations performing essen- 
tial community tasks, not for profit, are freed from the tax that the rest of us 
must pay. It is intolerable in these times that the taxes of individuals and 
corporations generally should be increased by the exemption of other corporations 
engaged in like business activities. 

Accordingly we strongly recommend a painstaking and indeed drastic revision 
of section 101, the exempt corporation provisions. The Treasury should take the 
lead in the revision, for in its day-by-day administration of the law, its officers 
and employees are more familiar than anyone else with the loopholes and inequities 
of the present provisions. Substantial additional revenue could be obtained. 
More important, the taxpaying citizens of the community would receive the 
renewed assurance that all of us are contributing equally and fairly to its 
maintenance. 

COOPERATIVES 


Certain types of cooperatives enjoy exemption from the corporate tax, though 
they may do millions of dollars of business in direct competition with taxpaying 
corporations. The exemption should be repealed; but the root of the evil is not 
so much the exemption as the unduly favorable and discriminatory definition of 
income which the Treasury has long applied without any direct statutory sanctio1 
Cooperatives are owned by their members for the purpose of economic gain just 
as ordinary commercial corporations are owned by their stockholders for the same 
purpose. The incomes of the two types of corporations should be similarly 
computed. While the basis of distribution employed by cooperatives differs from 
that used by corporations, the essential economic characteristic of both forms of 
enterprise is that both make profits and the distribution made in each case is 
out of profit. Whether the distribution is in cash or in the form of new certificates 
of interest, the paying corporation, cooperative or not, first had to earn the profit 
before it can pay it out. So long as corporations and stockholders are separately 
taxed, the cooperative should be taxed on its full profits. 

Legislation is probably required to bring about equal taxation of cooperatives 
and their competitors, for the unduly favorable Treasury rulings are of long 
standing. We strongly recommend such legislation. 


IV. Tue Excises 
INTRODUCTION 


The third major Federal tax, in point of revenue produced, is the large group of 
sales or excise taxes. For a century and a quarter, except for a few years during 
and after the Civil War, nine-tenths or more of the financial support of the Federal 
Government came from consumption taxes; namely, the customs and the excises. 
These taxes need overhauling—more than either of the income taxes. Neither 
in their development norin the consideration of their proper place in the Federal 
revenues, have the excises had the attention that has been devoted to the income 
taxes. 


86141 D1 pt 
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BASIC CHARACTERISTICS 


Some basic fiscal facts in relation to excises are important to us today—of much 
greater importance than they could have been when the Federal budget was 
measured in millions rather than billions. Among these basic facts are the fol- 
lowing: 

(1) Stability of yield—Excise revenues are much more stable than income-tax 
revenues. That is, they recede less during periods of business decline, and they 
advance more slowly in boom periods. By comparison, income taxes are highly 
volatile, falling off rapidly in depressed periods and rising extravagantly in boom 
periods. The extraordinary yield of the income taxes during periods of boom and 
inflation encourages lavishness in public spending. Less dependence on income 
taxes and a greater dependence on excise taxes introduces a more sober attitude 
toward the scale on which it is proper to establish Government spending programs. 

(2) Related to the spending of income.—Nearly all taxes are, in the last analysis, 
paid out of income. Income taxes are levied on income as it is received or pro- 
duced. Excise or consumption taxes are collected as income is spent. 

The objective of a dynamic, prosperous economy is the maintenance of a high 
level of both production and consumption. Unless both of these aspects of 
economic life flourish, the economy will decay. The maximum contribution to 
the attainment of this fundamental goal will be made when the costs of Govern- 
ment, as expressed in the taxes levied, are reasonably distributed over both the 
receipt and the spending of income. Excises should be called upon to bear their 
share of the total tax load. 

(3) Equalizing consumers’ goods and purchasing power.—The enlarged defense 
spending program requires that greater emphasis be placed on taxes collected as 
income is spent. There will be a smaller supply of goods for civilian use, because 
of the large withdrawals of product for military use. Those who are employed 
in producing the military goods will be paid for thei: services. The consequence 
is that there will be an undiminished—possibly even increased—volume of personal 
income, with less than the customary supply of goods to be bought. An increase 
of income taxes will diminish personal income, but if this tax alone were relied 
upon, the rates would be so severe at all levels of income as to thwart the incentives 
to get income. Greater use of the excise or consumption taxes will contribute to 
the equalization of purchasing power and available goods without that deterrent. 

The objective of this equalization is to check rising prices of consumer goods. 
If there is an extensive array of excise taxes, the consumer will pay more for each 
item, because of the tax, but the Treasury will receive the increase as a revenue. 
Without such consumption taxes, the competition of purchasing power for the 
reduced supply of goods will still compel consumers to pay more for each item, but 
the Treasury will not gain thereby to the same extent, and there will remain the 
need for larger tax revenues from other sources. 

Price control] can never be an adequate protection of consumers against the evils 
of the upward pressure of prices that is produced by an unbanance between pur- 
chasing power and consumer goods. Experience during World War II, and even 
thus far in the present defense program, demonstrates that, for political and other 
reasons, such controls are not likely to be strict and comprehensive. Moreover, 
black markets always develop, into which scarce goods are diverted in defiance of 
the controls and in successful evasion of official prices. Finally, price controls, 
even if they be effectively enforced, bring in their train collateral effects, such as 
shortages of essential goods and distortion of production, which are apt to be worse 
than the high prices that were to be corrected. 

Siphoning off purchasing power through taxation will reduce this pressure. For 
this siphoning operation, the income tax is not an effective instrument. Liberal 
use of excise taxes is required. 

4) Broad base.—The statutory definition of taxable income is such that only a 
minor portion of the total of personal income is subject to income tax. The limited 
scope of the present income tax in relation to total income can be illustrated from 
data supplied by the Secretary of the Treasury in his testimony before the Ways 
and Means Committee on February 5, 1951. The Treasury has predicted that the 
Department of Commerce would show total personal income of $245 billion in the 
calendar year 1951. Mr. Snyder estimated that in 1951 adjusted gross income 4 

‘The term “adjusted gross income,” as defined in sectioh 22 (n) of the Internal Revenue Code means: 
the gross income minus—(1) trade and business deductions; (2) expenses of travel and lodging in connection 
with employment; (3) reimbursed expenses in connection with employment; (4) deductions attributable 
to rents and royalties: (5) certain deductions of life tenants and beneficiaries of property; and (6) losses from 
sales or exchange of property 
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of individuals would be $170,975 million, and that the taxable income of individuals 
would be $90,010 million. Granting that there are substantial differences of 
definition between the Commerce Department concept and the income-tax concept 
of personal income, it is clear that there will be a large amount of individual income 
available for consumption spending that is not touched by the present kind of 
income tax, regardless of the rates of tax that may be imposed. 

It follows that some part of the defense tax burden should be placed on the 
spending of income. By thus broadening the base of the whole Federal tax 
system, it will be possible to get the necessary revenue without the imposition of 
severely penalizing rates of tax on either the receipt or the spending of income. 


EXCISES SHOULD BEAR A GREATER SHARE OF THE TAX LOAD 


In 1950 the Federal Government obtained approximately 42 percent of its 
revenue from the individual income tax, 28 percent from the corporation income 
tax, 20 percent from excises, and 10 percent from all other sources together. 
(Table I, page 10—calculated after allocation of refunds.) In the 1952 budget, 
only 14 percent of the total estimated revenue of $58.5 billion is from the excises. 

We believe that this is too little reliance on the excises. Their special advantages 
are not being fully utilized. We believe that the excises should normally con- 
tribute at least 25 percent of the national revenue, as we suggested in a previous 
report of this committee issued in 1947. 


WEAKNESS OF THE EXISTING FEDERAL EXCISE SYSTEM 


If Congress accepts the premise that the contribution of the excises should be 
materially increased, the next question is the way to do it; whether (1) by expand- 
ing the present svstem of selective excises, by raising rates and adding to the list 
of taxed commodities and services; or (2) by levying a general excise tax upon 
the sale of nearly all commodities. 

The present Federal excises cannot be defended as a system of any kind. Their 
development has not been carefully planned, and the selection of commodities to 
be taxed cannot be explained on any consistently rational basis. Excise taxes 
are not applied solely to so-called luxuries; indeed there is no generally acceptable 
definition of a luxury. (Are gasoline and cosmetics luxuries?) The commodities 
taxed were not selected, as some have said, with a view to curbing the use of 
essential materials. (Consider cigarettes.) 

In short, there is no logical plan for the list of commodities taxed. Effective 
political pressure or the lack of it has often been a deciding factor, and often 
decisions are made on certain items or groups of items without any adequate 
comparable treatment on anv standard basis of related or competing items. 
The rates are extremely variable; the discriminations among consumers and among 
producers have been flagrant. For example, lipstick is taxable, but nvlon 
stockings are not. Fur coats are taxable, whether the material be the finest 
mink or silver fox, or merely rabbit, but woolen coats are not taxed, however fine 
the quality or high the price. Refrigerators and stoves are taxed, but washing 
machines and vacuum cleaners are exempt. 

There has been some advocacy of high selective excise taxes to prevent the use 
in civilian production of materials needed for the military effort. This is not the 
right way to deal with that problem. We already have an agency with authority 
to allocate materials to military production. This agency will presumably 
exercise its authority in a way that will give ample protection to all anticipated 
military requirements. 

Extension of the present selective system, by adding more and more kinds of 
goods to the taxable list, would, if carried to the limit, eventually cover all com- 
modities. Such a piecemeal method of extension would be likely to result, 
however, in a variety of rates which would retain many of the discriminations now 
present. Our recent experience has demonstrated that it is the discriminations 
in the selection of goods to be taxed and in the rates imposed that has caused much 
of the complaint from both producers and consumers. A more sensible solution 
and one more likely to gain general support, would be to sweep away the present 
illogical, inequitable system and replace it with a uniform tax across the board. 


TREATMENT OF LIQUORS AND TOBACCO 


Alcoholic beverages and tobacco should continue to be taxed separately in 
accord with long historical precedent. These commodities have always been 
singled out for special and relatively heavy, taxation. One reason has been the 
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demonstrated insistence of demand, which has made it possible for them to carry 
increased tax exactions without a significant decline in consumption. Another 
has been a belief, still held in some quarters, that the high prices caused by heavy 
taxes in some degree restrict use. 

The taxation of alcoholic beverages and tobacco occurs at State and even local 
levels, as well as at the Federal level. In the case of alcoholic beverages, even the 
present taxes provide a substantial incentive to illicit manufacture, and any 
further material increase would offer still greater inducement. We do not recom- 
mend increases above the present rates, which are still at the highest levels 
attained during World War IT. 








A BROAD, 






UNIFORM EXCISE SYSTEM 













(1) Scope.—From the standpoint of strict logic, a broad excise system should 
apply to all consumer products. When account is taken of the fact that the 
revenue need will also require some increase of the individual income tax, a good 
case can be made for excluding foods and food products, as well as clothing, from 
the uniform excise tax. Rent, being a service rather than a commodity, would 
not be included. The result of these exclusions would be that the amount of 
excise tax to be paid by any one small-income recipient would not include tax on 
these essentials of food, clothing, and shelter. Such essentials are a larger pro- 
portion of total expenses for him than for those with larger incomes and would 
relieve him from what might reasonably be considered an undue burden. 

(2) The question of regression—Many persons have expressed opposition to a 
broad, flat-rate consumption tax on the ground that such taxation is regressive. 

By this is meant that a given amount of tax constitutes a larger proportion of a 
small than of alarge income. Strictly speaking, this is not the scientific definition 
of a regressive tax—which is a tax whose rate decreases as the base increases. 
Strictly, the general excise or sales tax is not regressive, but proportional; since the 
amount of the tax is always proportional to the base—the necessary result of the 
uniform rate. 

Waiving the technical point of definition, however, it should be observed that the 
criticism of regression, as popularly understood, applies with equal force to the 
entire system of market prices. The price of a given suit of clothes, automobile, 
or television set is a larger proportion of a small than of a large income. The 
implications of the regressivity argument are that there is something especially 
harsh or severe about a tax that is proportionate to market price that does not 
exist with respect to the price itself. 

We have always had a market price system that is ‘“‘regressive”’ in the sense that 
that term has been popularly applied to the sales tax. Under it all of us have lived, 
worked, and spent our income, and our standard of living is the highest in the 
world. There is no evidence that our price system has hampered national growth 
and propsperity. There is no evidence that a general excise tax would produce 
results different from what we have always known under the price svstem. 

(3) Some advantages.—A broad uniform excise tax would contribuie to that 
universal distribution of a portion of the increased cost of government which 
should be an important feature of any tax program now adopted. It should be 
understood that it would be a consumption tax, and that the purpose would be 
to permit merchandisers to retrieve the tax eventually from the final consumer. 

The advantages of getting a reasonable portion of the Federal revenues over 
the long pull from a uniform rate applicable to all consumer spending, instead 
of from a limited list of arbitrarily selected consumption goods, are also great. 
There is no sound reason for making those who spend for certain goods, for what- 
ever reason, pay a part of the long-run cost of government, while those who buy 
other goods pay nothing through their spending. With a broadly based general 
excise, the rate that would be required to supply from this tax a reasonable and 
proper share of the normal peacetime cost of the Government would be moderate, 
yet it would be productive of a substantial revenue because of the immense base 
of consumer spending in our highly productive, dynamic economy. 
































RETAIL SALES TAX OR MANUFACTURERS’ EXCISE 









One important problem remains to be considered. The point of levy of the 
general excise tax would be either at the retail sale or at the stage of final manu- 
facture. Each of these methods has been favored by some groups and opposed 
by others. A summary statement of the advantages and disadvantages of each 
method is in order. 

a) The case for the retail sales tax.—In support of the tax levy at the time of 
retail sale the following points have been made: 








op 
co! 
meg 
be 


m¢ 
ba: 
the 


an 
thi 


aft 
77 


ch: 
ine 


sid 
no 
sté 
or 

T& 


be 
as 
Re 
ve 
co 


po 


si\ 
re 
st 
Wi 
nc 


th 


ST 
ge 
fre 
fic 


pr 
In 
of 


of 
of 
in 
oY 


P} 


ey 
at 


REVENUE ACT OF 1951 537 


(1) A tax collected from the purchaser when the sale is made will be out in the 
open, the consumer will be aware of the amount of the tax, and hence will be 
conscious of it as a burden on him. A tax collected originally from the final 
manufacturer and passed along to the consumer as an element of price may not 
be disclosed to him as a tax. 

(2) There will be no possibility of pyramiding: that is, of adding something 
more than the amount of the tax because it wil! have been included in the cost 
base on which middleman mark-ups are computed. 
the case of a tax at the point of final manufacture. 

(3) In many States the people are already familiar with the retail sales tax, 
and there would be greater popular understanding of a Federal tax of this sort 
than there would be of a new and different tax such as a manufacturers’ excise. 

(4) If the tax were imposed at the retail level it would be easier to get rid of 
after the emergency is over than would be the case with the manufacturers’ excise. 
The latter is more likely to become a permanent feature of Federal taxation. 

(5) The retail sales tax can be distinguished and billed separately in the amount 
charged the purchaser. This might make it less likely to be used as ground for 
increased wage demands on the basis of advancing cost of living. 

(b) The case for the manufacturers’ excise-—The manufacturers’ excise tax con- 
sidered here is one imposed at the final stage of manufacture. There would be 
no tax on materials passing from one producer to another during the intermediate 
stages of fabrication or assembly. For example, a manufacturer of piston rings 
or crankshafts would deliver these articles to an automobile manufacturer without 
tax. 

On the other hand, the sale of piston rings to a local garage for repair jobs would 
be taxable. Control of the tax levy could be accomplished by the same procedure 
as is now used for the manufacturers’ excises, For example, the Bureau of Internal 
Revenue issues a certificate to anyone who can show that he uses taxable motor 
vehicle parts in a further process of manufacture. This certificate prevents 
collection of the tax on sales to the fabricator or assembler. 

In support of the levy of the tax at the point of final manufacture, the following 
points have been made: 

(1) A Federal manufacturers’ excise would be vastly more simple and inexpen- 
sive to administer than a Federal retail sales tax. There are at least 3,000,000 
retail outlets in the United States, ranging all the way from large department 
stores to little hole-in-the-wall operators. The number of final manutacturers 


There is this possibility in 


with whom the Bureau of Internal Revenue would have to deal would probably 
not exceed 200,000. The expense and the manpower involved ir 
a& manutacturers’ excise tax would be very much less than would 


) administering 
be required for 


the retail sales tax. 

(2) The fact that upward of 30 States now make use of the retail sales tax is a 
strong reason for avoiding this form of the tax at the Federal level. In the aggre- 
gate, these States now obtain upward of 40 percent of their total State revenue 
from the tax on retail sales. They could suffer serious loss from invasion of this 
field by the Federal Government. 

(3) The Federal manufacturers’ excise would not be a new tax, Included in the 
present Federal excises are some twenty-odd classes of commodities that are taxed 
in the basis of the final manufacturers’ price. In the fiscal vear 1950 this group 
of excises produced a Federal revenue of $1,827 million. 

(4) While the procedure of collecting the tax from the final manufacturer and 
of transmitting it down through the distributive channels to the consumer does 
offer a possibility of pyramiding, consideration ot the character of the merchandis- 
ing system in this country encourages the belief that there would be no serious 
or extensive addition to the tax by percentage mark-ups. 

If a system of price control is in effect, even the sporadic initial attempts at 
pyramiding would be more or less checked. 

(5) Tax would not be hidden. A single rate of tax, applicable to everything 
except foods and food products, would be widely known, even if it were levied 
at the stage of final manufacture. Its existence and its rate would not be con- 
cealed. That few persons know the rates of excise tax now levied on the various 
classes of goods is subject to tax is attributable to the varying rates of such taxes. 

(6) The position that a Federal retail sales tax would be more likely to be 
removed when the emergency had passed than would a manufacturers’ excise, 
if well taken, is not an objection but a further impressive reason for using the 
latter type of excise tax. In the earlier reports of this committee we urged that 
there should always be a substantial Federal revenue from the excises. We 
reassert this position and recommendation here. 
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CONCLUSION 


Taking into account the pros and cons that have been here summarized, and 
in particular the direct Federal-State conflict, the greater ease and lower cost of 
administration, and the familiarity with the nature and operation of the manu- 
facturers’ excise that has been gained from years of experience with it, the balance 
of the argument lies, in our opinion, heavily on the side of the manufacturers’ 
excise rather than the retail sales tax. 


V.. Résumé or Tax Porentia 


All the possible combinations of tax methods, tax rates, and budget totals are too 
numerous to be cataloged here. We do not know how much expenditures will be 
cut, nor how much additional revenue we have to raise. For illustrative purposes 
in order to demonstrate the feasibility of keeping the Federal budget in balance 
and thereby avoiding further debt increase, we suggest below some alternative 
combinations. 

In the tables below, the yield of existing rates is shown first. These are based 
on the latest Treasury estimates and are shown net of refunds. The corporation 
tax figures include both the excess-profits tax and the normal and surtax. On the 
assumption that the proposed general excise would replace all other excises now 
levied with the exception of liquor and tobacco taxes, we show the latter separately. 
Current excise-tax receipts are estimated at $8.4 billion by the Treasury Depart- 
ment, liquor and tobacco taxes accounting for $4 billion of this amount. The esti- 
mated yield from the general excise therefore includes $4.4 billion of replacement 
revenue in each instance. 

The second part of each table lists some alternative tax changes or increases to 
meet the revenue goal projected in the table. 


(a) Assuming a budget reduction of $10 billion 


The first set of alternatives (table VII) is premised on the assumption that the 
expenditures for 1952 can be reduced by $10 billion, as we have recommended 
earlier. This would leave an over-all revenue requirement of $61.6 billion for 
1952. 


TasBLe VII.—Alternative methods of providing revenue of $61.6 billion 
[Billions] 


1. EXISTING RATES ! 


(a) Individual income tax at existing rates_._._.._...___-_- oe 

(b) Liquor and tobacco e 

(c) Estate, gift, customs, net employment taxes and miscellaneous 
receipts .......- 

(d) Corporation taxes at exis sting rates __ 

(e) Uniform manufacturers’ excise (to replace prese nt excises) 


Subtotal 


INCREASED LEVIES 
Alternative 1: 
(a) Uniform manufacturers’ excise at 7% percent (less $4.4 bil- 
lion to replace present excises) _-...........-.------- 3.0 
Alternative 2: 
(a) 3 percentage point increase in individual income tax 2. 
(6) Uniform manufacturers’ excise at 5 percent (less $4.4 bil- 
lion to replace present excises) _---.....-...---------- .5 


- 
‘ 


Alternative 3: 
(a) Increase in corporate normal and surtax rate to 50 percent .3 
(6) Uniform manufacturers’ excise at 6 percent (less $4.4 bil- 
lion to replace present excises) _- ~~ _ ~~ ~~~ -- 15 
—— 61.3 


1 Source: Budget of the U. S. Government for the fiscal year 1952, and Treasury Department estimates 
of Feb. 5, 1951, and Apr. 2, 1951, (net of refunds). 
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In calculating the yield of a uniform flat rate manufacturers’ excise tax, we 
have assumed that the taxable base would exclude food and food products, medi- 
cines, and wearing apparel. Government purchases, sales to other manufac- 
turers, and net exports of manufactured goods have also been excluded. How- 
ever, the base includes the value of presently taxed services, since we assume that 
these would continue to be taxed, though at a uniform rate. 

The first alternative shows that some $7.4 billion would be required from a 
uniform excise tax if the rates of income tax, both individual and corporate, 
were held at their present levels. This would involve an increase of some $3 
billion above the $4.4 billion of current excise tax receipts other than the liquor 
and tobacco taxes. 

The second alternative shows the effect of a 3 percentage point increase in the 
individual income tax with a corresponding reduction of the amount that it would 
be necessary to get from excise taxes. This would be little more than is now 
raised from excises other than liquor and tobacco. 

The fiat rate of manufacturers’ excise tax on commodities and taxable services 
required to produce the revenue shown in the first alternative would be about 
7.5 percent. In the second alternative this rate would be about 5 percent. In 
the third alternative it would be about 6 percent. 


(b) Assuming a budget cut of $5 billion 


We proceed next to the assumption that only $5 billion is to be cut out of the 
1952 budget. This would leave a total revenue requirement of $66.6 billion. In 
table VIII two alternative methods of providing this revenue are illustrated. 


TaBLe VIII.—Alternative methods of providing revenue of $66.6 billion 
[Billions] 
1. EXISTING RATES! 


(a) Individual income tax at existing rates 
(b) Liquor and tobacco eee eee ee ; ; 
(c) Estate, gift, customs, net employment taxes, and miscellaneous 
Deen oo at 
(d) Corporation taxes at existing rates- 


(e) Uniform manufacturers’ excise (to replace present excises) 


Subtotal 


2. INCREASED RATES 
Alternative 1: 
(a) 3 percentage point increase in individual income tax 
(6) Uniform manufacturers’ excise at 10 percent less $4.4 
billion to replace present excises) __- -- : 
$66. 6 
Alternative 2: 
(a) 3 percentage point increases in individual income tax 
(b) Increase in corporate normal and surtax rate to 50 percent 
(c) Uniform manufacturers’ excise at 8% percent less $4.4 
billion to replace present excises) ___-_--_- of: etna 
16. 2 


! Source: Budget of the U. S. Government for the fiscal year 1952, and Treasury Department estimates 
of Feb. 5, 1951 andgApr. 2, 1951, (net of refunds). , 


The individual income tax is shown at a 3 percentage point increase above the 
existing rates. The combined normal and surtax rates of the corporation income 
tax are shown at existing rates in the first alternative and at 50 percent in the 
second. (This is in addition to the excess profits tax.) It would be necessary to 
impose a 10 percent uniform excise rate under the first alternative and an 8.5 
percent rate under the second. 

In the light of our earlier discussion of the serious consequences for the economy 
that would follow from an increase of the total corporation tax load, it should be 
clear that the alternatives for raising $66.6 billion in revenue represents an onerous 
burden on all the people. But our choices are already severely limited, once we 
assume that $66.6 billion is the minimum revenue requirement. 
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(c) Assuming no budget cuts for 1952 





Finally, we show alternative methods of providing a total revenue of $71.6 
billion, on the assumption that there is to be no reduction of expenditures for 1952 
below the budget estimate. These alternatives are given in table IX. 


TaB_e IX.—Alternative methods of providing revenue of $71.6 billion 
[Billions] 


I. EXISTING RATES! 


(a) Individual income tax at existing rates____________________- 2 
(5) Tiger One TON eee ee ee eck cane 4.0 
(c) Estate, gift, customs, net employ ment taxes and miscellaneous 
II ie oe recincs eos Se ee a een 3.8 
(d) Corporation taxes at existing rates__.......___.______--- 21. 1 
(e) Uniform manufacturers’ excise (to replace present excises) 4.4 


Subtotal 


Il. INCREASED RATES 





Alternative 1: 


(a) 3 percentage point increase in individual income tax___- 2.7 
(b) Increase in corporate normal and surtax rate to 53 percent 2.4 


(c) Uniform manufacturers’ excise at 12 percent (less $4.4 
billion to replace present excises) - 


— 






Alternative 2 
(a) 4 percentage point increase in individual income tax and 
reduction of exemptions from $600 to $500_-_-__-~-_- is 
(b) Increase in corporate normal and surtax rate to 55 perce ent 3. 6 
(c) Uniform manufacturers’ excise at 8 percent (less $4.4 
billion to replace present excises) 


wo 


4 





.6 
' Source: Budget of the U. S. Government for the fiscal year 1952, and Treasury Department estimates 
of Feb. 5, 1951 and Apr, 2, 1951 (net of refunds). 








The choice that is presented in these alternatives is that between a 3 percentage 
point increase in the individual income tax with a corresponding rise in the excise 
tax yield, on one hand; and on the other, a 4 percentage point increase proposed 
by Secretary of the Treasury Snyder, plus a lowering of the exemption from $600 
to $500 and a smaller excise tax yield. In the second case, the corporation nor- 
mal and surtax rate is shown at 55 percent. 

In the preceding tables VII, VIII, and IX, the first alternative provides, in 
each case, for a larger relative contribution from the excises than does the second. 
However, it is only in the final summary, table IX, that the proportion of all 
excises, including the liquor and tobacco taxes, approaches 25 percent of total 
revenues. We are impelled, therefore, to give first choice to the first alternative 
shown in this series of illustrative summaries of how and where the revenues 
required to balance the budget at successive assumed expenditure levels from 
$61.6 billion to $71.6 billion can be obtained. In our judgment, this degree of 
relative emphasis upon the excises will involve less injury to the economy and less 
hardship on all taxpayers, than any other combination of tax methods. 

The most important lesson to be learned from table IX is the restriction of 
choice which we face when attempting to raise $71.6 billion in revenue. An 
increase in individual raves to peak wartime levels and in the corporate rate to a 
level beyond safe limits still requires an increase of $7.4 billion in excises (above 
the present yield) in order to balance the budget. Drastically heavier rates on 
individuals and corporations at levels which will certainly be seriously damaging 
to the economy (Alternative 2), cannot avoid the necessity of a 40-percent in- 
increase in the present excise yield. 


TAX CHANGES NEEDED 





NOW 





In this series of choices among different tax methods and tax rates for the pur- 
pose of covering various budget totals, we should warn against an excess of opti- 
mism that may lead to a fatal delay. A present combination of expenditure 
much below original estimates and revenue from present taxes in excess of original 
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estimates has temporarily lessened the urgency of immediate action on substan- 
tial tax increases. In view of the large volume of appropriations and contract 
authorizations already voted and the additional amounts that are in the process 
of legislative consideration, there can be no assurance that the original budget 
estimate of $71.6 billion for the fiscal year 1952 is a dependable one. Even if the 
Congress should eliminate $10 billion from the original expenditure estimates, 
there is always the possibility that new demands for military funds may offset 
part or all of the reduction. The requirements for the fiscal year 1953 will 
probably be even higher than those now projected for 1952. 

We do not propose that there now be collected as much revenue as will be 
needed to cover the expenditures of the fiscal year 1953. But we do recommend 
that there be laid, now, the broad and secure foundations of a tax system that will 
be capable of producing in that year and for the duration of a garrison state 
economy, whatever amount of revenue will be required. If we wait until the peak 
of the defense spending has been reached, it will then be too late to make the 
necessary tax adjustments. The new taxes will require time for their full and 
smooth operation. We must proceed without delay to set up the machinery of a 
broadly based Federal tax system. 


CONCLUSION 


The rates of tax that we are dealing with here are much higher than any that 
have ever been imposed in this country. We are also dealing with budgets much 
higher than any ever before proposed except under conditions of all-out war. For 
the first time in our war or near-war experience, we are giving serious considera- 
tion to paying in full out of current income. The tax alternatives presented 
above show unmistakably the added burdens that must be borne by everybody 
as expenditures are increased. 

To meet defense requirements, the Government already taxes until it hurts. 
Taxes may well go bigher and stay higher. But the Federal Government cannot 
fairly ask citizens to pay very heavy additional taxes and to reduce their standards 
of living while it goes on spending as usual on nonessentials. Congress should 
subject the expenditure side of the Federal budget to the fundamental test: Must 
this expenditure be made, must this activity be performed by Government in a 
free economy? We are fighting abroad to preserve liberty and a free economy. 
We must not lose that battle at home. 

High as these rates are, and heavy as their burden will be, they are endurable 
They express, in money and income terms, the burden of deprivation and shortages 
caused by the enlarged Government diversion of product and manpower. This 
real burden cannot be evaded or postponed. Failure to match the diversion of 
goods and services by an equivalent diversion of purchasing power will force the 
Government into debt financing. Such financing will inevitably be inflationary. 
Hence the alternative to paying as we go now out of current income will be the 
infliction of the heavier burden of inflation. 

Hard years lie ahead, in which we shall need all the genius of our economy, all 
the initiative and full effectiveness of our free enterprise system, working at capac- 
ity. We shall still be able to maintain a good living standard relative to other 
countries, but there will be less good things to enjoy. Our citizens must tighten 
their belts. 

We can succeed in our high endeavor. We can build a strong defense force. 
We can give it the essential backing it needs in unmatched industrial production 
and economic strength. We need only use what we have actively, prudently, 
and intelligently. The first basic requirement is that our Government show that 
it has established firm control of our fiscal affairs; that the Federal Government 
and its espenditures are being managed with the same competence that we re- 
quire of ourselves in our own everyday affairs. 


FINANCING DEFENSE: CAN EXPENDITURES BE REDUCED? 


(By the Committee on Federal Tax Poliev: Fred R. Fairchild, Knox Professor of 
Economics, Yale University; Rowland R. Hughes, Comptroller, National 
City Bank of New York; Walter A. Cooper, Peat, Marwick, Mitchell & Co. 
Thomas N. Tarleau, Wilkie, Owen, Farr, Gallagher and Walton; Roswell 
Magill, Chairman, Cravath, Swaine and Moore) 


Studies upon which this report is based were made possible by funds granted 
by the Maurice and Laura Falk Foundation of Pittsburgh. However, the foun- 
dation is not the author, publisher, or proprietor of the report and is not to be 
understood, by virtue of its grant, as approving any statement or view expressed 
herein. 
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ABOUT THE COMMITTEE ON FEepreRAL Tax Ponicy 


The Committee on Postwar Tax Policy was organized in 1944 as a result 
of several meetings held in the spring of that year. Its reports, entitled ‘“‘“A Tax 
Program for a Solvent America,’’ were published in September 1945 and in 
February 1947. 

By July 1950, nearly 5 years had elapsed since the close of the war, with- 
out any substantial overhaul of the Nation’s tax structure. This led to a deci- 
sion on the part of the committee, following suggestions made to it, to prepare 
a new report, outlining tax policies and suggesting revenue proposals which 
would be appropriate to the current needs of the Federal Government. The 
first part of this report, under the title ‘Financing Defense: Is an Excess Profits 
Tax the Solution?’’, was issued in December 1950. This monograph is the second 
installment of the report. 

Although the name of the committee has now been changed to ‘‘Committee 
on Federal Tax Policy,” its membership remains unchanged since 1947. As in 
the case of the earlier reports, Alfred Parker is secretary of the committee. This 
publication represents the cooperative effort and responsibility of each member 
of the committee and its secretary. 


SUMMARY 


1. America must arm for defense for the third time in 35 years. We can expect 
an extended period, possibly 10 years or more, of tensions abroad and huge 
budget demands at home. We start from very nearly the highest plateau of 
national debt, budget expenditure, and burden of taxation in our history. The 
fiscal devices with which we went through past wars will not meet our needs 
today. In choosing measures for today’s defense effort we should keep in mind 
two basic requirements: (1) Maintain national production at a level higher than 
ever before; and (2) preserve the American free economy. 

2. The immediate fiscal problem is the gap between expenditures and revenues 
of $16.5 billion in the 1952 budget. This gap can be bridged in only three ways: 
(1) Reduce expenditures; (2) increase taxes; (3) borrow. To borrow means 
deficit financing and more inflation. We believe with the President, that the 
only policy to choose is a pay-as-you-go policy. At the same time, excessively 
heavy or badly devised taxation may be dangerous; it could blunt our ability 
to produce, which is America’s greatest weapon. To avoid inflation and its 
attendant evils we shall have to take both steps (1) reduce expenses, and (2) raise 
taxes. This study deals with the first requirement, reducing the expenditure 
side of the budget. A later study will deal with ways of increasing taxation. 

3. To find the areas in the budget where reductions can be made, we have 
rearranged all civil expenditures (other than military and interest on the debt) 
into four categories: (a) Loans; (6) publie works, commodity inventories and 
equipment; (c) aids and special services, both domestic and international; (d) cur- 
rent operating expenses. These major areas total $24.8 billion and represent the 
reducible areas in the budget. 

4. With respect to nonmilitary or civilian expenditures, we have recommended: 

(a) Prompt withdrawal of the Federal Government from the lending field. 

(b) A deep cut in the public works program and a suspension of all projects 
not contributing directly to some essential defense purpose. 

(c) Drastic curtailment of Federal aid, grants, subsidy, and special services 
programs. 

(d) Discontinuance of commodity purchases under price-support programs 
and liquidation of the accumulated inventories of the Commodity Credit 
Corporation. 

(e) Liquidation or sale of mortgages and loans held by the Government 
as far as there is a market for them. 

(f) Elimination of waste and inefficiency in all operations of the Govern- 
ment. 

We have indicated possible goals for each group with a total of $8% billion. 

5. Our analysis has been far from exhaustive. For example, no attempt was 
made to determine how much could be saved from the $7 billion for international 
aid, nor have we attempted to estimate what savings could be accomplished by 
eliminating waste and extravagance in the military budget. Giving recognition 
to these two factors and to our necessarily limited survey of civil expenditures, we 
come to the conservative conclusion that a total reduction of at least $10 billion is 
possible, while still leaving intact all the government that our free Nation requires. 
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6. The drastic demands of the present situation require drastic action. As a 
practical program we suggest: (1) That Congress start with a clean slate by 
suspending for 3 years the operation of every provision requiring expenditures or 
appropriations (with the exception of direct military expenditures, international 
aid, and interest on the debt); (2) that Congress obtain from the Budget Bureau 
new proposals on this clean-slate basis for a total expenditure budget of $10 billion 
less than the present proposal; (3) the Congress would then proceed with the 
consideration of these revised proposals, with the goal of approving a final total of 
expenditures $10 billion below the present Budget; (4) this clean-slate policy will 
enable the Congress to obtain better continuing future control over expenditures. 
The practice of appropriating tremendous amounts, which are carried forward to 
be spent in subsequent years, has weakened this control. 

7. To increase our present peak tax bill of $55.1 billion enough to cover expendi- 
tures of $71.6 billion is to strain our economy and heavily burden our whole people. 
To borrow the money to meet such a budget is to fan the flames of inflation. On 
the other hand, even if budget expenditures are cut substantially, very generous 
provision will still be made not only for all defense requirements, but for essential 
and reasonable nondefense activities. We can then tax ourselves enough to meet 
the total bill on a pay-as-we-go basis. 


FINANCING DEFENSE: CAN EXPENDITURES BE ReEepDUCcED? 


America must arm for defense for the third time in 35 vears. When World 
Wars I and II began, we were on the sidelines, though we were not wholly dis- 
interested spectators. Today we are in the forefront and must expect to remain 
so. America is the principal target of the forces of aggression, even though it is 
not the direct target of today’s shooting. 

We are embarking on a great, perhaps our greatest, crusade: to maintain our 
place as a nation still dedicated to liberty and free enterprise. We must look 
forward to an extended period, possibly 10 years or more, of tensions abroad and 
of huge budget demands at home. Enormous expenditures will be required both 
to preserve a free world, and to prevent or discourage World War III. A world 
war would be immeasurably more costly and destructive to all of us, whether 
victor or vanquished, then any preparedness program. 


THE PROBLEMS WE FACE 


The program starts from very nearly the highest plateau of national debt, 
budget expenditure, and burden of taxation in our history. Our present fiscal 
situation is quite different from what it was when we embarked upon previous 
war efforts. We faced World War I with a national debt of about a billion dollars 
and annual tax collections onlv a little over a billion. It was comparatively easy 
to increase tax rates, add some new excises, issue bonds, and finance the war. 

By the time we entered World War II, the fiscal situation had deteriorated 
markedly. We had a public debt of $43 billion and tax collections had increased 
to $5 billion a year. We used the same fiscal devices that had served us before. 
We did not pay the full costs of World War II with current taxes. The Treasury 
relied on very heavy borrowing, and the result was severe inflation. 

Today our fiscal system has had much of its elasticity stretched out. We no 
longer have the unused margin of safety we have had in our tremendous national 
resources and the unprecedented productive power of our industry. The rough 
and ready measures that served us before will not suffice today. The threat to 
national production and the free economy from confiscatory taxation and/or ruin- 
ous inflation is far more pressing. Merely copying, with minor amendments, 
the fiscal devices of past wars will not meet our needs today. 

Whatever measures are adopted should meet two basic requirements: (1) Main- 
tain national production at a level higher than ever before, and (2) preserve the 
American free economy. To lose our free economy to inimical forces developed 
within our borders will be as bad as to lose it to forces from without. 

The ability of America to produce is its greatest weapon. Our industrial genius 
and the technological and producing skill of our people are as vital as our plant 
facilities. They must not be blunted by unsound fiscal or tax policies. 


THE CHOICES 


The immediate fiscal problem is presented by the 1952 budget. There is little 
prospect of a large deficit for 1951. We therefore have time to make wise plans to 
meet the spending increase in 1952. The 1952 budget shows a gap between 
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expenditures and revenues of $16.5 billion. There are oniy three ways to bridge = 
this budgetary gap: the 
(1) Reduce expenditures E 
(2) Increase taxes are 
(3) Borrow a 
To borrow means deficit financing. The evils of deficit financing, the inflation bil 
it engenders, and the weakening of the economy and productive ability that we 
results have been amply demonstrated within our time. We have seen the ar 
destructive effects of extreme inflation in foreign countries. More important, =e 
we are now suffering from some of the effects of 20 years of deficit financing— - 
deliberate during the depression years, enforced during the war years—and the sir 
end is not yet in sight. Fe 
Inflation destroys material values, distorts the burdens that must be borne 
during a war, and leads to a financial and moral disintegration. The financing to 
methods used during World Wars I and II were violently inflationary. Since 37 
1939 the dollar has lost over 40 percent of its purchasing power. A very important Or 
question for every person in this country is—What will be the purchasing power do’ 
of our dollar in 1960? pre 
The answer to this question lies in the manner in which the public finances are of 
managed over the next decade. If the whole cost of the military program, and 40 
all other costs of the Federal Government, are paid for out of current income, dey 
further progressive decline of the value of the dollar can be prevented. On the 
other hand, if the people and their leaders lack the courage and firmness to attain the 
& pay-as-we-go basis, the alternative is deficit financing. 
A PAY-AS-WE-GO POLICY pe! 
for 
We wholeheartedly support the President’s decision for a pay-as-we-go policy. be 
Even at this new level of spending, we rule out borrowing. As the President’s pre 
Economic Message states: “This cost cannot be put off into the future. It must | 
be paid by the people now, one way or another, and it should be paid through ; 
taxation, in the manner consciously determined by the Congress and not by the Th 
uncontrolled and inequitable incidence of inflation.’’ aic 
At the same time, excessively heavy or badly devised taxation of industry, the 1 
people, or both, may be dangerous. That, too, can destroy the incentives to work ; 
and to produce, with equally damaging effects on our economy and, more impor- 
tant, on our production an 
The effect of the new levies proposed would be far more severe because they 1m 
would be added to those we already bear. We start with the heaviest peacetime 
tax burden ever carried. It is substantially equal in consumer purchasing power an 
to the wartime tax burden borne by taxpayers in 1945, the previous peak vear. sul 
Thus, in a period of partial mobilization and preparation for defense, we as a cal 
Nation are being asked to shoulder a much heavier tax load than during the peak - 
effort of an all-out war, and we will have to do it for a much longer period. 77 
An indication of what this means may be gleaned from the President’s recent de: 
suggestions to close but $10 billion of the $164 billion gap under the expenditures 
propost d, 
These are: 
1) A 4-percentage-point increase in all individual income tax brackets, 
to the highest point ever reached; 
(2) An 8-percentage-point increase in the basic corporate tax rates to 
55 percent, the highest ever reached; 
(3) An 85-percent top corporate rate including the excess-profits tax, prac- 
tically equal to the World War IT net rate of 85% percent; - 
(4) Substantial increases in excise tax rates, to the highest levels ever Mi 
reached. Int 
To close the balance of the $16% billion gap would mean much more—lower fe 
exemptions, still higher rates, and still more and heavier excises. Obviously, any Tr 
such program would be severely damaging to our economy. Na 
The time for Federal Government spending as usual is past. Drastic cuts in the ae 
expenditure budget are necessary. Undoubtedly we shall have to take both steps Ed 
to avoid inflation and its attendant evils: (1) reduce expenses, and (2) raise taxes. Soc 
How much we have to raise in taxes will depend upon how much expenditures a 
can be reduced. Int 
Therefore, this study deals with the expenditure side of the budget. A later Re 
study will deal with ways of increasing taxation. Ad 





THE FEDERAL EXPENDITURES 


President Truman said on December 16 in his message to the Nation that he 
had “instructed the Director of the Budget to reduce the nonmilitary expenditures 
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in the new Federal budget to the minimum required to give effective support to 
the defense effort.” 

We can all accept that standard. But to believe that $71.6 billion is the 
irreducible minimum according to that standard is wholly unrealistic. 

Analysis of the civil portion of the budget shows that it can be reduced by $10 
billion without any injury whatever to national defense. In the succeeding pages 
we show in broad outline how it can be done. We describe some of the general 
areas and types of nondefense expenditure that offer opportunities for this sub- 
stantial reduction. At the end of this study we recommend procedures to bring 
and to keep budgetary expenditures at a tolerable level in these times of severe 
strain on the economy. 

Federal expenditure increase since 1915 

Federal expenditures have risen in the 37 years since 1915 from $730 million 
to the total in the 1952 budget of $71.6 billion, a total nearly 100 times that of 
37 years ago. This enormous increase is only partially accounted for by inflation. 
On the basis of a standard value dollar (i. e., adjusted to allow for changes in the 
dollar’s purchasing power according to the BLS wholesale index), the total of 
projected expenditures for 1952 is over four times the depression spending period 
of pre-World War II level. It is 15 times the post-World War I figure and over 
40 times the pre-World War I. These comparisons are after adjusting for the 
depreciation in the value of the dollar over the years. 

These facts alone indicate the the present budget is ripe for reduction. It is not 
the budget of an athlete training for tough contests ahead. 

Large sections of the later years’ expenditures are for such outgrowths of war as 
pensions costs and veterans’ benefits, or are required by new defense preparations 
for new wars. The vital question, however, is not how much of the expansion can 
be traced to war causes, but what expenditures are actually required under the 
pressure of today’s events. 

What areas or what items offer possibilities of reduction? 

The summary of proposed expenditures as presented in the budget is in table I. 
There is no detail whatever in the budget for defense and little for international 
aid. These two together make up two-thirds of the total. 

1. Military services 

Military expenditures are particularly difficult to review from the outside; 
and at the present time, in the absence of detailed informat 
impossible. 

The objective must to be require that such expenditures be made as efficiently 
and with as little waste as is possible. Huge defense programs tend to generate 
substantial wasteful and unproductive expenditures. Although we do not advo- 
cate setting up such limitations and restrictions on military spending authorities 
as may seriously hamper the defense effort, administrative officers, military 
well as civil, must exercise great care lest in prodigal spending to preserve and 
defend our civilization, we lose what we are fighting for. 


ion, & real review Is 


as 


TaBLe I.—Federal budget er pe nditures by major func tions, fiscal years 1951 


{In millions] 


Function 


icy) ‘ 

Military services $12, 3 $20, 994 $ 2 
International security and foreign relations 4, 80) 1, T2¢ 
Finance, commerce, and industry 227 s 
Labor 2K 2 
Transportation and communication 1, 752 
Natural resources 1, 554 2,117 2 
Agriculture and agricultural resources 2, 754 st 
Housing and community development 21 2 
Education and general research l ~ 
Social security, welfare and health 2,2 
Veterans’ services and benefits 6, 42 
General government 1, 108 252 
Interest s 729 SUT 
Reserve for contingencies 
Adjustment for daily Treasury statement 

Ra saanke, ; ; », 156 } 7 ‘4 


1 Excess of receipts over expenditure 
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2. International Security 


International aid is in a somewhat different category from military services. 
It is listed as $7 billion, almost $3 billion more than is estimated for 1951. Accord- 
ing to the Budget, it includes both military and economic assistance, but no 
separation is given. The President says ‘‘more than one-half . . . will be for 
procurement of military equipment to be shipped from this country to our allies.” 
If there are substantial nonmilitary items in this total, a reduction should be pos- 
sible when complete information is presented to Congress. 


Civi EXPENDITURES 


In our discussion of the nonmilitary or civilian expenditures, we use a different 
grouping of the Government’s operations than is customarily employed. It has 
the merit of focusing attention upon the character of these operations in a way that 
promotes a better judgment as to the wisdom and propriety of Government 
participation in the lines of activity described. 

So rearranged, the major budget expenditures (other than military and.interest) 
are: 

Billion 
1. Loans (table IIT) ___-__-- Shae eta $2. 1 
2. Public works, commodity inventories and equipment (table IV)____-_-_- 3. 7 
3. Aids and special services for programs of State and local governments 
and others (table V): 
(a) Domestic__ 9. 6 
(6b) International _ _- Oe aie cote ae J aes we : 7.0 
4. Other current operating expenses (excluding interest on the debt) 
(table VIT)_- 2. 4 


| 


Table II shows the budget in this form for fiscal years 1949-52, including an 
over-all figure for military services. Since the details of the military program 
for 1952 are not yet available, subsequent tables will refer only to nonmilitary 
items. 


Tasie IIl.—Federal Budget expenditures showing areas of reducible Government 
spending for 1952, fiscal years 1949-1952 


{In millions] 


1949 actual 1950 actual | 1951 estimate | 1952 estimate 


Total $40, 057 | $40, 156 $47, 210 | 


$71, 594 


Reducible areas: 
Gross disbursements for loans, table IIT. __- 2, 065 2, 071 2, 577 | 
Expenditures for civil public works, com- | 

modity | 
Table IV ecbesiede : 2,994 | 3, 016 | 


Expenditures for aids, and special services | 
for programs of States, local governments 
and others (civil) other than Interna- | 
national, Table V . . i é 10, 074 10, 702 10, 574 

Other current operating expenses, table 

. os abseil 1, 836 

International aid (no details in budget) 5, 554 


1, 896 
4,: 


; 2,076 | 2, 446 
9 4, 218 7, 0O8 
Total reducible areas, including inter- | | 
national aid é 22, 523 22, 077 21, 189 | 24, 885 
Military services (no details in budget) _.._-..-- 11,914 12, 303 20, 994 41, 421 


Other items 
Interest payments ended ; i 5, 444 5, 817 , 5, 897 
Noncost payments !___- i baal 578 563 57% 623 
Receipts a/c loans -- ..-- a —673 —936 
Total . le : 5, 349 5, 444 
Reserve for contingencies cack ® endite 
Adjustment to Daily Treasury Statement basis. +272 +330 


' Noncost payments are mainly for the railroad retirement trust fund, for which reimbursement through 
special payroll taxes is included in revenues. 


The principal items in each of the above expenditure groups are considered 
below. We briefly review the types of expenditures, the Major items in each 
class, and suggest possible savings. 
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I. Loans ($2,077 million) 


Table III shows disbursements by the Federal Government under its various 
lending programs on a gross basis, for that is the amount that must be reviewed in 
looking for possible reductions. The proposed level of Government lending of 
$1,796 million in 1952 for domestic-civil purposes is actually $711 million more 
than in 1949, an increase of 66 percent, though it is $360 million below the 1951 
estimate. 


TaBe III.—Gross disbursements for loans by function, fiscal years 1949-52 


{In millions] 





* 1949 1950 | 1951 1952 
ne . 952 
Function actual | actual estimate estimate 


$2, 065 | $2, 07 $2, 577 $2, 077 


Housing and community development !_____--- 479 | - 698 
Agriculture and agricultural resources ?____.____| 423 32 | j 406 
Finance, commerce, and industry--..----....--} 183 

Natural resources. -_.-...--- ee ae. a 

Transportation and communication. -- 


Total domestic-civil 1, 085 | 


International security and foreign relations 3 _- 980 | 333 420 


1 The purchase of insured and guaranteed mortgages by the Federal National Mortgage Association is 
ree with housing and community development loans. 

? The agricultural loan totals do not include the activities of the Commodity Credit Corporation (see table 
IV), or of agencies of the Farm Credit Administration, which are not reflected in budget expenditures 

3 Loans of the Economic Cooperation Administration are combined with other ECA expenditures in the 
category on aids and special services, International loans are chiefly those of the Export-Import Bank 


We entirely agree with the conclusions of the Hoover Commission, that ‘‘direct 
lending should be absolutely avoided except for emergencies.’’ The loan class of 
Federal spending is a prime example of a kind of activity in which the Federal 
Government should not be engaged at all. The Government has nothing of its 
own to lend. It can make loans only after having first taken the funds to be lent 
from the people in taxes, or having borrowed these funds from the banks or other 
private institutions or individuals. Where borrowers and lenders can agree on 
the interest rate, maturity, repayment, and underlying protection, loans can and 
will be made privately. Where there is no such agreement, Government in effect 
forces private citizens to submit to unacceptable terms by taxing away their 
funds and lending them on conditions not approved by private business judgment. 

There is always a possibility of departures from good business standards or of 
improper favoritism and influence. Loan programs that are conducted without 
regard to such standards are peculiarly susceptible to the latter abuses. The 
recent disclosures about the management of the Reconstruction Finance Corpora- 
tion are shocking, but not necessarily unique in the annals of Government lending. 

Drastic reduction or elimination of Federal government loaning activities, im- 
date at all times, becomes imperative during the period of our defense effort. 

he various types of loan programs relate to either (a) ‘‘Producer’’ loans designed 
to aid the borrower to manufacture or produce something usually either in com- 
petition with existing facilities or which existing plants could be converted to 
produce or (6) ‘“‘Consumer”’ loans to individuals of some group to buy goods which 
otherwise they would not be able to buy. ‘‘Producer’’ loans as usually employed 
menace the supply of men and materials that must be used in defense production. 
‘“‘Consumer”’ loans put more dollars in their hands to compete for a rapidly lessen- 
ing quantity of goods available to consumers, and increase the pressure on prices 
of such goods. 

In regard to housing activities, for example, the administration, seemingly 
aware of these dangers to the defense effort, took some steps soon after the start 
of the Korean War to slow down the lending program. Housing restrictions im- 
posed by executive order are expected to cut last year’s level of over 1,000,000 
housing starts down to about 850,000. There is a reduction estimated for 1952 
loans below 1951, but the total is still about $700 million, or 50 percent more 
than 1949. There is also a net reduction of over $500 million of the mortgages 
held by Federal National Mortgage Association. The modest start included in 
the 1952 proposals is not enough. 
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RECOMMENDED SAVINGS 


An end should be put to Government lending as promptly as possible. This 
would mean the discontinuance of all new loans, and restriction of the existing 
loan agencies to servicing and collecting outstanding loans. For this purpose a 
considerable consolidation of agencies could be made, with substantial savings in 
administrative costs. 

The net effect upon the budget of eliminating entirely for 1952 new Federal 
lending would be a saving of $2 billion. This would require repeal of some exist- 
ing laws. It may not be possible to accomplish the full reduction in 1952 because 
of noncancellable commitments, but with determination it should be possible to 
cut out 75 percent. Therefore, we include an estimate of at least $14 billion as 
possible saving. 


~ 


IT. Public works, commodity inventories, etc. ($3,751 million) 


The sudden need largely to increase essential military assets, chiefly new mili- 
tary equipment, atomic energy plants, and strategic materials stockpiles, raises 
two important questions: 

(1) Can the nationa! economy tolerate an additional $%4 billion civil 
program! of nonmilitary construction projects, plus an accumulation of 
vast commodity surpluses hoarded in caves and warehouses? 

(2) Must defense production compete with this nonessential civil program 
for scarce manpower and materials? 

4 comparison of the public works planned for 1952 with those of recent years 
(table LV) shows an increase of over 60 percent above the level of 1949, even after 
taking out atomic energy, defense housing, and proposed dispersai of Government 
facilities. (These total together almost $1 billion.) Details of the last two should 
be examined thoroughly for possible reductions. There are some small reductions 
from 1951 in some categories of public works, but every one is up over 1949 
some substantially. 

No citizen has the materials to enable him to analyze each of these groups of 
expenditures in table [V in detail. We shall restrict ourselves to the more obvious 
excesses in a few of them. 


TABLE IV. Federal ex pt nditures for civil public works, commodity tnventory, and 
equipment, fiscal years 1949-52 


[In millions] 














1949 actual 1950 actual 195l estimate 1952 estimate 
Total ‘ $2, 994 $3, 016 $1, 744 $3, 751 
Public works 
Proposed defense housing and community 
facilitic 100 
Atomic Energy Commission 312 240 rr 720 
Proposed dispersal of Government facilities 6 164 
Veterans’ Administration hospitals and 
domiciliary facilities 142 160 213 155 
Tennessee Valley Authority 47 51 244 206 
Other public buildings 9 14 64 18 
Department of Agriculture 18 104 66 40) 
Department of Commerce 20) 55 i 74 
Flood control 74 413 440 BSS 
River and harbor works E 74 27 124 157 
Other Army civil functions 5 5 s 16 
Bureau of Reclamation 212 272 314 231 
Other Department of Interior RH OR 159 133 
International information and education, 
radio stations 6 a3 
Other Department of State and other agen- 
cies 9 21 45 62 
Total public works—sites and direct con- 
struction 1, 307 1,5 2, 130 2 493 
Major commodity inventories—net change 1, 511 l —748 342 
Major equipment ? S4 iNS 
Other physical plant acquisition and improve- 
ment 77 186 278 27 
Some of the Federal expenditures for public works are in loans and grants to State and local governments 
ind are luded in the totals of t sIlland V. Including st tems would make a total of public works 
is follows (in millions): 1949, $1,693; 1950, $2,053; 1951, $2,857; 1952, $3,353 
1952 includes $220 million for defense production equipment and $211 million for merchant ships 
1952 includes $310 million for Atomic Energy Commission and $129 million for miscellaneous agencies 


set by net receipts of $112 million from disposal of public housing. 


| i 


$3,751 million less $720 million Atomic Energy Commission), less $144 million (proposed dispersal o 
Government facilities), less $100 million (defense housing) equals $2,767 million. See table LV 


co 
of 


Ww 


¥ 
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PUBLIC WORKS 
1. “Pork barrel” 

In the field of flood control, river and harbor works and Army civil functions, 
congressional critics of ‘“‘pork barrel’’ legislation have demonstrated large areas 
of nonessential and wasteful expenditures in the construction of new public 
works. 

The House Appropriations Committee has been particularly critical of the 
“profligacy”’ exhibited by the Army engineers in their planning of public works 
projects. The cost estimate for almost every project has increased substantially 
from year to year, far beyond the rise in construction costs. 

The “ineredible extravagance” of the public works program was cited last 
year by Governor Leslie A. Miller, Chairman of the Natural Resources Com- 
mittee for the Hoover Commission. He pointed out that the total bill for proj- 
ects now under construction or planned for the future is more than $52 billion, 
and that on the basis of past performance in estimating costs, the entire job 
“probably would cost more than double that figure.’’ His criticism, like that 
of the Hoover Commission itself, was directed principally at the wasteful com- 
petition between the Army engineers and the Interior Department’s Reclamation 
3ureau, Which he labeled ‘‘The Battle That Squanders Billions.’ In carrying 
out that “extravagant and wholly senseless competition,” for example, the Engi- 
neers and Reclamation Bureau have spent millions of dollars planning huge dams 
on the same stream within a few miles of each other. They have developed con- 
flicting billion-dollar plans for the development of the Missouri Basin. They 
have engaged in a 7-year struggle for authority to run the Central Valley project 
in California. 

The two agencies usually attempt to justify their expenditures, especially in 
wartime, by pointing to the public power provided as an incident to their con- 
struction activities. Governor Miller points out, however, that if all the plans 
of the two agencies were carried out, the Government would be in a position 
to provide more than three times the amount of hydroelectric power, both public 
and private, that exists in the United States today—an extravagant program 
for which there is no foreseeable need. Moreover, many witnesses before the 
various Appropriations Committees have shown that proposed publie power lines 
frequently duplicate existing lines and that many dams will provide public power 
to people already adequately served by existing private plants 

The complete lack of logie in the construction of the ‘‘multiple purpose” river 
projects has frequently been pointed out. These multiple purposes usually include 
flood control, power, irrigation, and navigation. Efficient flood control requires 
an empty reservoir when the rainy season starts, while power requires a full 
reservoir at all times. Irrigation likewise requires a reservoir that can be drawn 
down during the growing crop season and replenished at other times. 

Notwithstanding the inconsistency of combining all of these objectives, the 
Government continues to spend huge sums on the so-called multiple projects. 
For the fiscal-year 1952 the Corps of Engineers has planned an expenditure of 
$200 million on multiple purpose projects which include power 

The practice of reducing the program of publie works in periods of high military 
costs led the Government to limit its Army civil functions expenditures during 
one of the World War II years to $32 million and to an $80 million average for 
the 3 vears 1943-45. Corresponding expenditures for 1952 are slated to be 
more than $540 million. Reduction at least to the World War II level is as 
necessary as it is prudent, 


2. Tennessee Valley Authority 


The invasion by the Federal Government of the power field has led to the 
adoption of a policy of constructing steam plants to supplement the generating 
capacity of hydroelectric plants. This policy stems from the contradictions 
inherent in the multiple-purpose dam projects. The TVA item of $266 million 
includes $172 million for steam plant construction. To thus add to Federal 
expenditures for subsidized Government competition with private taxpaying 
business is wrong, especially in view of present defense needs. Here certainly is 
an opportunity for effecting a saving. 

3. Veterans’ hospitals 

Another area of public works expenditures that needs reduction is the program 
of veterans’ hospital construction, scheduled to cost $155 million during fiseal 
1952. Although medical care for veterans, now costing close to $1 billion a year, 
was originally intended only for veterans with disabilities incurred in the service, 


86141—51—pt. 215 
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only about 15 percent of the admissions in fiscal year 1949 were for service- 
connected disabilities. The Budget reports the status on June 15, 1950, as 
25,312 veterans awaiting hospitalization, of whom only 28 had service-connected 
disabilities. 

Under the law, veterans with injuries or diseases that have no connection with 
their military service may be admitted, after signing a “‘povertv’’ oath, only 
“if a bed is available in an existing facilitv.’’ Despite this limitation in the law, 
the hospital construction program of recent vears has been intended almost solely 
to provide new facilities for the ever-increasing number of non-service-connected 
Cases. 

In addition, the short supply of doctors and trained hospital personnel ap- 
parently will make the new construction unusable after completion unless existing 
facilities are closed. The program is in large part the result of legislation pre- 
viously passed by Congress. It will require suspension or repeal of this legislation 
to effect real saving. 

CONCLUSION 


Even if the first three items on table IV are excluded—and some reductions are 
likely to be found there upon close review—a 50 percent reduction in all other 
public works should be possible and would save about three-quarter billion dollars. 
Our citizens, individually, will be required to curtail purchases of durable goods 
not essential to defense activities. Government can do no less. 


COMMODITY INVENTORIES OF FARM PRICE-SUPPORT PROGRAMS 


The Government should heed the advice of a group of State farm bureau 
leaders of the American Farm Bureau Federation, who, at their 1950 annual 
conference in Dallas, suggested that agriculture shelve Government-aid programs 
now in order to provide additional funds for defense. They want agriculture to 
take the lead in urging reduction of government nondefense spending by support- 
ing the suspension of price support operations on farm products for the duration 
of the emergency. 

The original purpose of the farm program was to raise farm prices and farm 
income from depressed levels. Today that translates into sustaining farm prices 
at high levels. Since inflation is the greatest internal threat faced by the Nation 
today, the current defense effort demands a suspension of this program. The 
reasons that caused its creation no longer exist. It has long outlived its useful- 
ness, and has become a real menace. 

As of December 31, 1950, the Commodity Credit Corporation had over $2.9 
billion of the taxpayers’ money invested in farm commodities, including nearly 
$2 billion in inventories and over $964 million in loans. Estimates for 1952 
indicate a $98 million excess of repayments and collections over expenditures. 
It is estimated, however, that this ‘“‘excess”’ is after about $1.2 billion is paid out for 
additions to commodity inventories and $1.6 billion in commodity loans, some 
direct and some by lending agencies with commodity credit guaranties. There 
are savings possible here but they can be more readily measured in connection with 
commodity inventories discussed in a later section. The estimate of possible 
saving is part of the item of ‘‘Sale of mortgages, loans and commodities.” 

The budget item on table IV is made up of the above $98 million credit and of a 
$440 million expenditure for defense production materials. Astudy of this item 
may show that it is not all essential and that savings are possible here also. 


III. Aids and special services to State and local governments and others ($16,611 
millton) 


This group (table V) includes domestic items of $9,603 million, and international 
aid of $7,008 million 
} 


International aid is $3 billion more than is estimated for 1951, but full details 
for 1952 are not presented yet. “here may be considerable amounts that are not 


for military supplies and aid. We make no estimate of savings at this time, but 
believe that when the details are presented, a dispassionate study should be made 


to eliminate anv amounts unessential to today’s main effort. 


items include a variety of programs, but they all have one thing in 
They are grants or gifts, either in money or in services, from the Fed- 
to State and local governments or to particular groups or indi- 


group (items 1 to 4), the expenditures are shown according to the kind of 
tT 


to property of State and local governments, or of individuals or 
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organizations, such as Federal programs assisting farmers in soil conservation. 
Some are for research and development carried on either by the Federal Govern- 
ment directly or by Federal grants to States. And some, either as grants-in-aid 
or direct Federal expenditures, are aimed at improving the health and education 
of citizens or at developing productive skills. 

The expenditures in the second group (items 5 to 10) are shown according to the 
beneficiaries. They are classified in the budget as current expense and are pri- 
marily to benefit particular economic groups or individuals. They consist of 
transfer payments to individuals, grants to States for the benefit of individuals or 
economic groups, subsidies for various economic groups, payments for goods 
procured for aid programs, and expenses of performing special services. Also 
included are expenditures for operation and maintenance of those physical plants 
which provide aids or services to particular groups. 

Substantial benefits also accrue to various economic groups and private indi- 
viduals from Federal expenditures for loans, for physical assets, and for other 
developmental purposes such as education, and scientific research and develop- 
ment 


TaBLeE V.—Federal aids and special services to State and local governments and others 
fiscal years 1949-52 


[In millions] 
1949 actual 1950 acti 


rotal $15, 628 $15 


. Physical plant 
(a) State and local 
(6) Private 
. Education, training and health 
Research and development 
Engineering and natural resource surveys 
Agriculture 
Business 
Labor 2 
Home owners and tenants 
. Veterans 5, 549 
. General aids 1, 091 


3 
4 
5. 
6. 
7 
s 


_ 
= 
Soe 


Total domestic 10. O74 
11. International (not yet itemized 5, 554 


The largest single item in 1952 is $218,000,000 for the Atomic Energy Comn 
2 1 198 52 includes $159,000,000 for seeuiniete ation of unemployment compensation and employment s« 


The area of Federal grants and subsidies, which constitutes a good part of the 
amount in table V, is another example of an activity in which the Federal Govern- 
ment should not be engaged. The underlving reason is the same as that given 
for opposition to Federal lending. The Government has nothing of its own to 
give away. All that it gives or grants to States, cities, or individuals it must first 
obtain from the citizens in taxes or loans. An insidious consequence is the degree 
to which the grant system has resulted in an extension of Federal control over, 
and interference with, the management by the States of their own affairs. This 
is a logical outgrowth of the fiseal dependency that the grant system creates and 
promotes. 

Also as with loans, whatever opinions may be held regarding justification for 
some grants and subsidies, the necessity for retrenchment becomes imperative 
under today’s defense demands on our revenues. 

According to table V, the total of domestic Federal grants and subsidies, 
together with special services included therein, will be $9,603 million in 1952. 
The Government must collect an additional $9.6 billion in taxes in order to dis- 
pense that amount in grants to the States, cities, and private groups 

A sudden, complete elimination of every item in this table would hardly be 
possible. These programs, originated under conditions of economic stress and 
continued into an era of great prosperity, have become embedded in the financial 
structure of States and cities, and in the long-range plans of individuals. But 
there should be steady, insistent advance in that direction as each program per- 
mits. It is true that transfer to the States of certain services now supported, in 
whole or in part, by Federal grants would not immediately reduce the over-all 
tax load if the States were to increase their own tax revenues in amounts equal 
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to the lapsed Federal grants. But if the States were to assume full responsibility 
for these services and the full cost were brought closer home, it is possible that 
some of the schemes which they now carry on a fund-matching basis would not 
be retained. ’ 


Physical plant, non-Federal (item 1) 

Grants for State and local government plants are set at $687 million, including 
$100 million labeled for civil defense. The balance is planned mostly to spur State 
and local governments in their civil construction programs, principally roads, hos- 
pitals, and civil airports. It is significant that these are precisely the types of 
construction programs which it is generally felt should be reduced on the Federal 
level. Similar considerations appear to be applicable to the civil construction 
programs of the State and local governments. 

The Budget also contemplates the expenditure of $482 million for the con- 
struction and improvement of private physical assets. Almost three-fourths 
($335 million) is for soil conservation and other agricultural purposes, the bal- 
ance mostly for hospitals ($95 million) and merchant marine promotion ($37 
million). This is certainly a field for reduction in any amounts not truly a direct 
need for the defense effort. 


Education, training, and health (item 2) 

About half of this $1,064 million item is for veterans’ programs for tuition, 
supplies and equipment. (Commented on under item 9, Veterans.) The largest 
other item is $290 million for the program of proposed Federal aid to education, 
repeating the recommendation made in previous budgets and found unacceptable 
by the Congress. The basic arguments for its rejection app!y even more strongly 
this year. 


Agriculture (item 5) 

The major part of Federal aid activities in agriculture, which total $546 million 
in direct Federal programs and $126 million in grants-in-aid, is an off-shoot of 
the multi-billion-dollar farm price-support program. Nearly half of the direct 
aids covers the estimate for 1952 anticipated losses and net operating expenses 
of the Commodity Credit Corporation. There is also included $115 million for 
the wheat agreement and $70 million for Sugar Act expenses. The bulk of the 
grants consists of the distribution of surplus farm commodities to State welfare 
agencies. 

A substantial portion of the item could be eliminated as part of the program 
for discontinuing price-support purchases previously discussed in this report. 


Business (item 6) 

Direct Federal aids to business and special services intended to benefit business 
have been reduced somewhat from 1951 but will still cost an estimated $412 
million in fiseal 1952. About half is for ship and air navigation aids. The item 
for ‘‘postal subsidy”’ is listed in the budget as $70 million, but only because the 
hudget contemplated an increase of $361 million in postal rates—an increase 
which has not yet been voted. 

The administration, the Hoover Commission, congressional leaders, and fiscal 
experts have all agreed that more business services can be made self-sustaining 
by charging their cost to the users rather than to the taxpayers. 





Veterans (item 9 

Next to international aids, this is the most costly of the Federal-aid programs, 
totaling an estimated $4,263 million for fiscal 1952. It is made up of $2,223 
million in compensation and pensions, $1,087 million for readjustment benefits, 
$641 million for hospital and medical care, and $313 million of miscellaneous 
items. There is also $498 million for veterans’ tuition, etc., in item 2, making 
the combined total for veterans, $4,761 million. 

So far as pensions are concerned, there is no desire among either legislators or 
taxpayers to interfere with the funds provided by a grateful Government to those 
veterans who were incapacitated or to the dependents of those who were killed in 
military service. But it is estimated that of the 3 million individuals and families 
receiving these payments, nearly 25 percent involve cases of disability ineurred 
outside military service. Many others seem to be paid where there is no present 
disability at all. To correct instances where disability payments go to veterans 
who proved themselves capable of holding important and even strenuous jobs, the 
late Defense Secretary James Forrestal recommended to Congress that recipients 
of such payments undergo new medical examinations to qualify for the benefits 
they receive from the Government. 
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The abuses and excesses of the veterans readjustment program have been brought 
to the attention of Congress by the Budget Bureau, the Veterans’ Administration, 
educational groups, and others, and some steps have been taken to limit expendi- 
tures for recreational courses, fly-by-night schools, fraudulent training courses, 
exorbitant tuition rates, and excessive subsistence payments. But the initial 
report of the special Teague committee indicates that many of the abuses have not 
been completely remedied. Congressional studies raise serious questions as to 
the other aspects of the ‘‘readjustment’’ program which 6 years after the end of the 
war and in a period of high employment, will still provide veterans with more 
than $1 billion a year, in addition to the $500 million spent for education and 
training. 

Under today’s conditions every expenditure must be justified—even those 
labeled ‘‘Veterans’’ cannot be passed as “‘sacred’’ without examination. The 
President in his budget message makes the interesting comment that ‘Before many 
years, nearly all the population may be veterans or the dependents of veterans,” 
and he draws the conclusion that “Therefore, in legislation directed particularly 
to the problems of servicemen and their dependents, we should provide only for 
those special and unique needs which arise directly from military service.’’ Bene- 
fits that meet that test of the President can be taken care of to the full extent now 
provided in the laws. This will still leave large areas of possible saving in cor- 
recting and adjusting the more flagrant excess benefits for other veterans and de- 
pendents. Senator Byrd and others also point out the possibility of savings 
through better operation of the agencies. It appears to us that between $500 
million and $1 billion could be saved without touching the service-connected cases. 
Some revision of the laws may be required. 

General aids (item 10) 
The major item in this category of general aids is the $1,300 million estimated 
as the 1952 level of grants-in-aid for the public-assistance program. With the 
_ passage of H. R. 6000, liberalizing and expanding the old-age and survivors in- 
surance program of social security, it was anticipated that substantial reductions 
would be made in Federal public assistance expenditures for 1951 and subsequent 
years. The start of the new military preparedness effort is an opportune time to 
reconsider the purposes of the assistance program, to relieve the Federal taxpayer 
of the huge burden implicit in the program, and to restore it to its proper realm of 
local responsibility. 


FEDERAL AID TO STATE AND LOCAL GOVERNMENTS 


Scattered throughout many of the budget categories previously discussed are 
various forms of Federal aid to State and local governments. These aid programs 
are brought together in table VI and show a total of $3,177 million. This is not 
an addition to the totals in the other tables, but a convenient summary of items 
from them. 


TaBL_e VI.—Grouping of Federal expenditures for aid to State and local governments, 


fiscal years 1949-52 


{In millions] 


1949 actual 1950 actual 51 estimate | 1952 estimate 


“> 


Total § cme ae ; ac: $1, 803 $2, 269 $2,771 | $3, 177 


Federal loans ‘ : 15 230 138 
Expenditures for other developmental pur- 
poses ! os ‘ ‘ : ; 701 $10 
Current expenses for aids and special serv- 
ices 2 : ; 7 : 1, 690 
Other current operating expenses wud ‘ 41 


Some of the principal items in this grouping are included in table V. 
lhe items in this grouping are included in table V. 


1 

9 
Aid programs for State and local governments on a contributory basis 

The full impact of the Federal nondefense aid program is evefi greater than is 
indicated in the tables, since in almost all cases the Federal contribution must be 


matched by dollars of the States and localities. There is a double threat in this 
spending program, since it generates pressure for increased spending at State and 
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local levels. The total of this intrusion by the Federal Government into areas of 
public activity that are the responsibility of the State and local governments has 
risen in the past 6 years from $900 million to the 1952 total of $3 billion. 


CONCLUSION 


In this tremendous field of Federal aids, grants, subsidies, and special services, 
there is no room either for blind and wholesale spending or for blind and wholesale 
reductions. Part of the aid programs could be construed as related to defense 
needs (e. g., primary roads useful for essential military purposes, grants necessary 
for the maintenance of an adequate merchant marine, veterans’ benefits that help 
the morale of servicemen who know they or their dependents will be cared for if 
military service brings injury or death). Part of other aids must undoubtedly 
be kept at or near present spending levels (e. g., benefits for veterans disabled in 
service, such as pensions and insurance, based on a contractual relationship be- 
tween the Government and the individuals, and some navigational aids that assure 
safety in air and water travel). 

There remains a large area of Government spending in the category of special 
aids and services that is neither essential nor related to the defense effort, and 
which certainly cannot be justified under present conditions. In domestie pro- 
grams other than veterans, we estimate a possible saving of 59 percent through 
cutting out nonessential items. This would be about $2's billion. With the pos- 
sible savings on veterans’ programs of $% billion minimum, there should be a 
total of $3 billion to be saved in this area. 


IV’. Operating expenditures—Other current expenses ($8,343 million) 


These expenditures are chiefly for interest, repair, maintenance, and operation 
of physical assets, economic regulation, law enforcement, and general operating 
expenses. Expenditures for economic regulation include expansion due to the 
defense program. 


TaBLe VII.—Other current operating expenses (civil) fiscal years 1949-52 


{In millions] 


1949 actual 1950 actual 1951 estimate! 1952 estimate 


rotal $7, 280 $7,713 $7, 7% $8, 343 
Repair, maintenance, and operation of 
physical plant 388 Zi 311 335 
Regulation and control 292 342 408 672 
General operation and administration 1, 155 1, 27 1, 357 1, 440 
Interest 5, 444 5 i a 5, 897 


Che regulation control grouping for fiscal 1952 includes $464 million for economic regulation and $208 
million for other law enforcement 


Excluding interest, of $5.9 billion for 1952, there remains only $2.4 billion in 
nondefense current operations expense in this particular budget area. This figure, 
however, is only a part of the total in which savings can be made through greater 
efficiency and the elimination of waste and mismanagement. The same type of 
expenses are included in the total costs of all the Federal activities discussed thus 
far, and in military and foreign aid programs. This enlarges the field for this type 
of savings far bevond the $2.4 billion in table VIT. 

Dr. Robert L. Johnson, chairman of the Citizens Committee for the Hoover 
teport, stated recently that ‘‘at no time since the Hoover report was completed 
has there been a greater need for its enactment. Now, more than ever, the 
Nation’s economy needs the four or more billions of dollars that can be saved 
annually by the report’s implementation. The Nation’s safety demands that 

have an efficient, muscular government, stripped of traditional encumbrances 

freed from all the excess baggage it has collected in a century and a half of 
1 expansion.”’ 

There is no need to labor the evils of inefficient government—high cost, unnec- 
essarilv high taxes, red tape, costly delays, low employee morale, and duplication 
of activities. The double danger of such inefficiency during the all-out military 
preparedness program is that the wasted billions constitute a financial drain on an 

ady strained economy, while at the same time siphoning off scarce manpower 


hazar 


ould more profitably be employed in essential productio: 
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Reductions in Government overhead 


Substantial reductions in Government overhead, principally in the nondefense 
area, appear to be possible in three ways. 

1. The elimination of existing instances of waste and inefficiency in 
Government activities; 

2. A reduction of personnel and administrative expenses as the activities 
of nondefense programs are cut; and 

3. A realization by administrative supervisors, at all levels, of the vital 
part that the streamlining of Government can play in the defense effort. 

Reductions in nondefense programs, in addition to the direct savings made, 
should result in substantial economies in personnel and administrative costs. 
Some of this is practically automatic, but a large part of the whole savings possible 
will depend upon the determination and effectiveness of administrative supervi- 
sion and direction. Supervisors are notoriously reluctant to trim their staffs 
below the level they have achieved. This reluctance is encouraged by the de- 
moralizing and wasteful practice of basing salaries on the number of persons 
directed or supervised. Even when there is an urgent demand for employees in 
the expansion of necessary defense activities, and no lack of opportunity for other 
work, there is often persistence in trying to hold on to the old familiar job all 
down the line. Moreover, any padding of Federal payrolls at this time under the 
guise of defense needs is really a form of manpower hoarding that cannot be too 
strongly condemned. What better way of inducing a cynical attitude toward 
the whole defense effort: “‘Everybody must sacrifice but the Government”? On 
the other hand efficient administration can show notable results because the 
opportunities for savings are so numerous and so readily discoverable. 

Official documents have cited hundreds of “horrible examples’ that typify the 
waste and inefficiency prevalent in Government operation, such as: 

1. Taking into account annual leave, sick leave, ‘‘coffee time,’ and Government 
holidays, the civilian employees of the Federal Government work an average of 
250 hours less each year than the 1,900 hours which is considered a very liberal 
standard in private industry. On this basis, they work 31 days, or over 6 weeks, 
less per year than employees in private business. Reducing Government annual 
leave to 20 days (4 weeks) a year and sick leave to 12 days a year would save an 
estimated $100 million annually. (Congressional Record, Senator Paul Douglas.) 

2. The Federal Government owned 3.6 typewriters for every typist and stenog- 
rapher on the payroll. (Appropriations Committee hearings.) 

3. The Bureau of Standards spent $50,300 during a single year for the main- 
tenance of 40.3 acres of lawn and landscaped areas and 10 acres of uncultivated 
wooded area, an average of approximately $1,000 per acre. (House Appropria- 
tions Committee report.) 

4. The overlapping of personnel and activities involved in conservation and 
related services to farmers was pointed out. Elimination would mean economy 
to both the Government and the citizen and save expense of at least $44 million. 
For example, one Missouri farmer received from five different agencies varying 
advice on the application of fertilizer on his farm. (Hoover Commission.) 

5. The United States Coast Guard headquarters, in the Treasury Department, 
is staffed by eight admirals, a good example of government ‘“‘extravagance which 
prevails in obseure places.”’ (Overstaffing Subcommittee. 

6. The average workload of the Veterans’ Administration employees handling 
national service life insurance is about one-fourth of the workload of employees 
in private insurance companies. (Hoover Commission.) 

7. It has been estimated that for each Federal dollar spent in the name of 
conservation, the United States has had a return of about 10 cents in actual redue- 
tion of soil and fertility losses. (Dr. Milton S. Eisenhower. 

8. Veterans’ hospital service survey shows increasing emphasis on non-service- 
connected disabilities, inordinately long ‘“‘patient stay’’ (e. g., 14.3 days for 
appendectomy compared with 7.8 days in voluntary general hospital), poor 
planning of hospital services, and overlapping of veterans’ and other Federal 
hospitals. (Hoover Commission.) 

9. Bureau of Entomology and Plant Quarantine paid $27,000 rental over a 


2-week period for use of a plane which had been sold to the lessor by the Govern- 
ment for $6,600. (House Appropriations Committee 

10. In another instance one plane was rented for $70 an hour and at 1 \ 
75 percent as effective for $100 an hour. When the work subsided the $70 plane 
was released and the more expensive, less effective, retained House Appro- 


priations Committee.) 
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SUMMARY 


Some claim that effective reductions must be made in programs and others say 
the only way to cut nonessential expenditures is to cut personnel. The overriding 
demands of the defense effort require that both methods now be put into effect for 
the reduction of all reducible programs and operating expenses that do not contrib- 
ute to the security of the Nation. All Government departments can make savings 
of this type which would aggregate at least 25 percent of the total estimated by 
Dr. Johnson previously quoted. This would be a reduction of at least $1 billion. 


V. Sale of loans, mortgages, and commodities 


The budget includes as expenditures the net amounts paid out during the year 
by the Commodity Credit Corporation, Federal National Mortgage Association 
and the Reconstruction Finance Corporation. In other words, money expended 
each year in making loans or in acquiring commodities or mortgages under these 
programs becomes an expenditure of the Government and appears in the total of 
expenditure for that year. Correspondingly, when commodities are sold or loans 
are paid, the receipts are netted against the expenditures and there is a reduction 
of expense for that year by the amount received. 

Considerable liquidation of the loans and assets of these corporations is reflected 
in the 1952 budget. However, there will still remain a substantial total of such 
items as of June 30, 1952, which are not programed for sale. There are also, as out- 
lined in previous sections, programs in operation under the law which will result in 
the making of additional loans or the acquisition of additional property during 1952 
and in subsequent vears. 

The total amount of commodities and loans which the budget estimates will be 
held by the Government at the end of 1952 (and therefore are not included in the 
proposed sale programs prior to that date) are as follows: 


As of June 


Commodity Credit Corporation: 
Commodities__——-—_- ieee eT i hy ee __ $1, 660 
Loans__-_- cee st — ; le Ra a rt 350 
Federal National Mortgage Association Mortgages (includes Veterans’ 
Administration loans $701) -_ - — dee ; obtd 748 


teconstruction Finance Corporation __ -_ ~~ z 7 941 


, 699 
Less estimated liabilities of corporations: 
Commodity Credit Corporation “ 
Federal National Mortgage Association 
Reconstruction Finance Corporation - _. 


360 


Total , 339 


Here are $3,699 million of presumably salable assets. If they were sold, the 
liabilities of these corporations could be paid off out of the proceeds, and the 
balance, $34 billion, would be saved to the Treasury. If the loan programs were 
discontinued to the extent estimated in this report for operations in 1952 (items 
in table III), there would still be almost $3 billion available at the end of fiscal 
1952. 

It might well be unwise, or even impossible, to sell everything included in the 
above total. However, if the same policy were adopted as is proposed for the 
review of other nondefense areas in the budget, some further substantial realiza- 
tions and therefore reductions in the 1952 expenditure can be effected, and $2 
billion might be saved for the 1 year. 

This review should cover both the sale of commodities and loans on hand and 
the adoption of policies, supported by legislation where necessary, to reduce or 
eliminate further acquisition of such holdings. The latter step would affect not 
only 1952 but subsequent years’ budgets. 


Future COMMITMENTS AND UNEXPENDED APPROPRIATIONS 
This survey of Federal expenditures is necessarily limited to 1952. No reference 


has been made to the fiscal problems which relate to expenditures of future years 
Government programs are often of long term. Some future expenditures will 
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result from present commitments or appropriations, and some will be the natural 
result of policies or actions taken in prior years. 

The loan expenditures listed in table II], and the Public Works expenditures 
listed in table LV are for 1952 only. Actually, under the various loan programs in 
force, the estimated, cumulative authority for loans, guarantees, and insurance 
will total $61.4 billion on June 30, 1952. Of this amount, $48.8 billion will be 
actual commitments and $12.6 billion will be uncommitted but authorized. Of 
this total, only $5.5 billion is rquested in the 1952 budget; the balan 
under laws which have already been enacted. Similarly, for 
program, Governor Miller in a Hoover Commission report, has pointed out 
the total bill for projects now actually under construction or planned 
is more than $52 billion. He also points out that on the basis of 
in estimating costs, the ultimate cost is likely to be more than double 


s authori ed 


Works 


These facts support the me cessity for taking energet 
tures in these areas both in 1952 and in future vears, 

a 10-vear period of heavy expenditure for defense. 

Another facet of the inadequate control over expenditur 
budget system is revealed by the current figures. ‘Ther 
ence between the appropriations requested (both in total and i 
and the expenditures for the same vear. Of the $71.6 billior 
posed for 1952, almost half, or $34.5 billion, is out of appr 
vears. On the other hand the President asks for new ai 
$94.4 billion for 1952, of which it is planned to spend 
Under this procedure the total of unexpended appro 
1952 (including those carried over from prior to 1952 
$81.3 billion. The military item is $60 billion of this total. 

At the end of the 1952 fiscal vear then, a total greater thar 
will have been authorized by appropriations of 
unexpended. That, in other words, will be 
1953 appropriations. Unless the international te 
in the meantime, it will not be easy to keep the 195: 
now proposed for 1952. When we start the new fisca 
amount of unexpended appropriations, our budgetary practi 
ing expenditures beyond any effective control by the Congr 


SuMMARY OF REDUCIBLE AREAS 


The total of expense, including international 
which can be sul jected to examination and reduetic 
the substantial amount of $24.8 billion for 1952. Table 
held remarkably steady over the past 4 vears except 
aid in 1952. There is no reduction shown for 1952 t 
in military expenditure. 

Not every item in the nondefense area of expenditure 
ever, under present day conditions and necessities, the burt 
the citizen to demonstrate where reductions can be made. 
proof falls on the Government and its departments. Each 
for retention only after a thorough review of its purposes without 
to any previous approval of its programs or to leg i he s ; 

With respect to the nonmilitary or civilian expenditures, we have recom- 
mended a prompt withdrawal of the Federal Government from the lending field, 
and a limitation of its future operations of this sort to servicing and collecting 
outstanding loans. 

We have recommended a deep cut in the public works program and a suspen- 
sion of all projects not contributing directly to some essential defense purpose. 

We have also recommended drastic curtailment of Federal aid, grants, subsidy, 
and special services programs. Accomplishment of this goal involves making the 
States responsible for various services now supported, in part, by the Federal 
Government, and withdrawal of the Federal Government form such inflationary 
devices as farm price supports at levels which impose a double burden, first on 
the taxpayers and second on the pocketbooks of all consumers. 

In addition to reductions possible in the areas reviewed, possibilities of cuts in 
both the defense budget and the international aid total will appear, once the 
Government becomes imbued with the purpose to be wisely economical. If any 
individual items are found which have been called ‘‘defense’’ or ‘‘military’”’ that 
do not rightfully deserve that classification, they should net be considered sacred 
and untouchable because of the ‘“‘defense’’ name given them. 


islat 


1O>T yt 
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The precise amounts in the budget total that can be eliminated by applying 
standards of prudent judgment will have to be carefully worked out by the 
Congress, with the aid of the administration and the alert and continuous active 
support of the public. In the various areas that were reviewed we have indicated 
possible goals for each group as follows: 

Billions 
I. Loans (table ITT) _ _- $1% 
1 ‘ 
[. 


Civil public works, commodity acquisitions, and equipment (table IV 34 


I 
I] Aids and special services (table V) 
[V. Sale of loans and commodities 


V. Operating economies, eliminating waste, etc 


This summary rests upon an analysis which is obviously far short. of exhaustive. 
No nonofficial committee could possibly make the complete study of all the 
details of the Budget which would disclose every point at which nonessential 
expenditures could be cut. 

We have, for example, made no attempt to determine how much could be 
saved from the $7 billion devoted to international aid; Senator Byrd estimates 
$34 billion in this item alone. We have confined our examination to the civil 
functions of the Government, although it is certain that large savings could be 
accomplished by eliminating the waste and extravagance in the military budget. 
Even among the civil expenditures our survey has necessarily been limited. 

Giving recognition to the very many additional opportunities for saving, it is 
conservative to conclude that a reduction of at least $10 billion is possible, while 
still leaving intact all the Government that a free nation requires. 


The history of efforts to reduce expenditures is discouraging. The story of 


waste and extravacance in many G vernment operations an 1 the ec mtinual growth 
of the total spent for the various special pressure groups has been spread forth on 
the record. Often when a new budzet is presented at the beginning of the vear, 
there are emphatic and undoubtedly sincere protestations of determination to 
accomplish positive economies. Time after time when the final record is in, it 
turns out that the reductions are not as big as was hoped for. Time after time, 
other unbudg¢eted items of expenditure have offset some or even all of the savings 
laboriously accomplished. 

There are many practical obstacles to effecting reductions. The President says 
he is powerless because of some law passed by Congress. The Congress has very 
little staff of its own for investigation; it. says it is helpless because of nonecooper - 
tion on the part of the Executive in carrying out cuts effectively. foth cite 
pressure from the public against the specific cuts proposed. Opposition is often 
instigate various groups of one kind or another interested in and affected by 


the particular items, sometimes under the guidance and promotion of publicity 


SO 


MK 
emphasizes tl at te amwork is needed in cutting through the various obstacles. 
It is impossible for either the President 
job alone without the help of the others. 

Since the individual citizen feels he can do very little to reduce these billions of 


lars, he tends to become apathetic. He feels unprepared to pass on the reasons 


staffs or other paid emplovees of the Government departments. Experience 


the Congress, or the public to d »2 real 


for the various expenditures, listed in millions or billions of dollars. These sums 
are too large to understand clearly. The real facts concerning the need for them 
are beyond his information and knowledge Yet, a prerequisite for expenditure 
reduction is the realization on the part of people in all economic groups that 
unnecessary expense cannot be tolerated, even if it means giving up pet projects. 


HOW C WE EFFECT THE NEEDED REDUCTIONS? 


The drastic demands of the present situation require drastic action. Budget 
paring is essential. But no one believes that paring will do the whole job. A 
percentage cut across the board on all nondefense items, even if it could be made 
laree enouch, is an unsatisfactory bludgeoning process that hurts equally the use- 
ful items with the bad ones It penalizes anv executive department that has done 
good work in cutting waste and is operating efficiently just as severely as the 
inefficient and extravagant operation. 

The need is to start with a clean slate, so that only expenditures that can be 
proved necessary under today’s conditions will be authorized. With teamwork 
between the executive and legislative branches of the Government and the under- 
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standing and alert support of the public this can be done 
is ® genuine determination. Then ‘“‘red tape” entangleme1 

We suggest the following program—not an easy one, 
tion of all special interests. 


an 


1. A clean slate 


Congress, with the help of information from the Budg 
general accounting staff would, by law, suspend for 3 ) 
provision of the law now in foree requiring exp 
There should be no exceptions except for direct (not in 
or international aid. These two categories show 
could not be included in this first review. All law 
publie debt would be left undisturbed. Undoubtedh 
tion and expenditure laws that after examination even i 
needs would be retained in force; e. g., pensions to disab!] 
tainly be continued. Such exceptions should and could 
after examination and study, but to acco 


\ 


iplish the result 
an absolutely clean slate on nonmilitary expend 


itures 


) } } 
2. Revised budget recommendations 


The Congress would at the same time, with 
ask the Budget Bureau (which has recently been 


for the 1952 budget) to prepare a new budget prompt 


slate, with no commitments to any program or 
should be for a total expenditure of $10 billion less 
$71.6 billion. These budget reductions could w i 
for international aid for nonmilitary purposes 


3. Enactment 


The Congress would then proceed with the consider 
posals also on a clean slate basis and using all its ‘‘paring”’ 
would be to approve a final total of expenditures that 
the present proposed budget. The Congress should, to ma 
permit no additional expenditure not proposed in the Bud 
unless a corresponding amount is cut from other Budget Bury 

Better future control over er pe nditures 

Unspent appropriations under the budget will hay 
billion at June 30, 1952 For some vears the appropriati 
have been getting further apart. The appropriations 
Congress therefore have less and less relation to the ac 
If the clean slate policy is adopted, it will hay 
ing an opportunity to strengthen the appropriations 
over the total allowed for each vear’s expenditurs 

With a clean siate to start with, and real 


tt 
reached—a reduction in the proposed expend 


cpendit 


ture 


To increase our present 
tures of $71.6 billion is to 
people. To borrow the money to meet 
inflation. On the other hand, even if bu 
very generous provision will still be mad 
but for essential and reasonable nondefe1 
selves enough to meet the total bill. 

Hard vears lie ahead, in which we shall 1 al 
all the initiative and full effectiveness of our free 
capacity. We shall be able to maintain a good 
countries but there will be less good things to enjoy 
their belts. They can fairly require the Governme: 
in spending. 

We can succeed in our high endeavor. We can bui 
We can give it the essential backing it needs in unmat: 
and economic strength. We need only use what wi 
intelligently. The first basic requirement is th 
has established firm control of our fiscal affairs; th h 
its expenditures are being managed with the same comp 
of ourselves in our own everyday affairs. 
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The CHarrMan. You may continue, Mr. Magill. 

Mr. Maaiuu. It is evident, however, that Federal expenditures are 
going to run very high for an unknown number of years to come. 
Some day we may get back to moderate-sized cers. but for the 
present we must each of us pay a huge tax bill vear after year after 
vear. The first requisite, then, is as sound and eal organized a 
Federal tax structure as the wit of Congress can devise. There is no 
good way or pleasant way or even satisfactory way to raise $70 
billion or $60 billion or the $80 billion we may have to raise next vear. 
To divert such amounts in taxes from the productive economy is a 
severe strain on any country, even one so prosperous as ours. How- 
ever, some taxes certainly damage productive effort and the « conomy 
less than others, and those we must try to pick. 

Fortunately, events have given us a breathing space to devise 
how this vear—a tax structure that can produce oreater revenue 
yields without destroying our economy. We may not soon again 
have the yo tl to lay the ground work for taxes that face up to the 
realities of defense and inflation. 

The present Federal tax patchwork is not a sound or well-organized 
structure to raise the vast amounts of revenue the Treasury needs. 
pending bill makes the whole dreary mess worse by increasing 

rates that are already too high; and by emphasizing the defects of the 
present revenue laws, rather than by moving to cure the defects, or to 
supplement the old taxes with better new ones. 

There are three great Federal taxes, the individual income tax, the 
corporate income tax, and the collection of special sales taxes or excise 
taxes. The two greatest taxes that produce 85 percent of all the 
money are levied on incomes when they are received. Excise or sales 
taxes are levied on incomes when they are spent. Both kinds of taxes 
are paid out of income. 

The honest man has no alternative to paying an income tax on 
what he has already earned; but he can choose not to earn so much or 
more next year. A man has a real alternative to paying a sales tax; 
he can choose not to buy any particular article. He can save his 
money if he wants to. 

At the present time, we want men to work harder and to produce 
more. On the face of it, putting additional income taxes on individ- 
uals tends to defeat the ve ry result we want to achieve Such in- 
creased taxes certs = do not help accomplish our main obje clive. 

On the other hand, we already have some scarcities of goods and we 
expect to have more. "The ‘refore taxes that will somewhat reduce the 
demand for goods will assist our general program. Sales taxes serve 
that purpose; income taxes do not. Especially in times like these of 
heavy budgetary demands, we ought to be using excise or sales taxes 
much more than we are doing. 

What kind of sales taxes? Certainly not discriminatory sales taxes 
levied at very high rates on a few commodities—as in the House 
bill—but taxes generally applied to all sales except such essentials as 
food, clothing, medicines, and shelter. Such taxes, if generally applied 
will produce the money we need at much lower rates than the House 
bill applies to the list of specialties it taxes. General sales taxes 
operate fairly; most of the States employ them. They have the 
particular advantage of giving the taxpayer the choice of whether he 
will buy the article and pay the tax, or will save his money. 
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If the individual income tax has to be raised, it ought not be raised 
in the manner the House bill provides, but in the way the Secretary 
of the Treasury originally proposed: Namely, a few points increase 
in the basic rate. Nearly all the taxpaying capacity has been taxed 
out of the middle and upper brackets. To levy a flat percentage tax 
increase on present tax liability is to try to squeeze more juice out of 

lemon already squeezed dry; to tax a good many incomes more 
than 100 percent, as the Ways and Means Committee found out. 
The House bill levies the heaviest tolls on taxpavers already the 
hardest hit. Moreover those are the taxpayers whom we must 
count on to manage the enterprises that must produce the additional 
goods, to work the extra hours, and so on. What possible incentive 
hi ave the by to do so when the ‘Vv can kee p only 5 cents or 10 cents out 
of any additional dollar earned? 

Levying an increase of a flat percentage of the tax in the manner 
of the House bill increases harshly the already severe impact of 
highly progressive tax rates. This becomes evident when we look 
at the effect of the tax increases on incomes left after Re sent taxes. 
For taxable incomes below $5,000, the additional tax is about 3 or 
3! percent of income after present taxes. In sles case of a taxable 
income of $100,000, the additional tax is about 25 percent of the 
income remaining after present taxes. 

Your committee will recall that in 1948, when a flat percentage 
reduction in tax was proposed, it was condemned as unfair and was 
ultimately modified. Yet, these arguments are forgotten now when 
a flat percentage increase in tax Is propose l. 

One further point concerning the individual income tax seems to 
have been forgotten. Thirty-one States and the District of Columbia 
levy personal income taxes. Twelve of these States and the District 
of Columbia do not permit the deduction of Federal income taxes. 
The maximum rates in these States—excluding New Hampshire and 
Tennessee which tax only interest and dividend income—vary from 
2 to 5 percent in Maryland to 7 percent in New York and North 
Carolina. Thus the combined bracket rate on income over $80,000 
for single returns and over $160,000 for joint returns in the case of 
residents of these States is between 96.5 percent and 101.5 percent. 
In six States the combined proposed Federal and State rate is over 
100 percent. Only the fact that the Federal Government permits 
the deducting of State taxes prevents the taxpayer from having to 
pay a little more than he earns for the privilege of earning money. 

Senator Byrp. Is that after making allowance from the State tax 
of the Federal tax? 

Mr. Maaiuu. Yes, sir. The States that I have named are States 
that do not allow a-deduction for the Federal income tax. 

Senator Byrp. I mean a deduction of State tax from Federal tax, 
that is 

Mr. Maaiiu. Yes; that generally is allowed. 

Senator Byrp. Allowed in the Federal law. I just wondered 
whether these computations included the credit that the man who 
pays a State tax could get from his Federal tax as an expense. 

Mr. Maaiuu. Yes; the Federal tax is computed on the net income 
left after the deduction of the State tax. 

Senator Byrp. For instance, if you pay $5,000 to the State, and 
in your Federal tax that is based on 50 percent, of course, you save 
32,500. 
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Mr. Maciuy. That is right. 

As the Secretary of the Treasury has told you, the needed addi- 
tional revenue from individuals should not be obtained in the way 
the House bill proposes. An additional tax of 2 or 3 or 4 percentage 
points on all net income is the preferable way, if individual income 
taxes must be increased. 

Corporate taxes ought to be raised only as a last resort, but cer- 
tainly all profit-making enterprises should be made equally subject 
to them. Why should corporations that compete with ordinary tax- 
paying business ente rprises and make millions be exempt from ordinary 
corporate taxes? Surely calling them cooperatives does not entitle 
them to exemption on the profits they make and retain. Nor should 
the fact that they are owned by farmers or other worthy citizens free 
them from tax, any more than the ownership of a macaroni factory 
by a university should free the macaroni corporation from tax. The 
significant facts are that the cooperative is organized to make a profit 
and does so; and that, in these times, we cannot afford the luxury of 
exempting profit-making enterprises from the tax, however useful the 
work that they do. Our ordinary business companies perform useful, 
indeed indispensable, services; and are owned by worthy people, but 
we tax those corporations and their stockholders heavily. 

Senator Wituiams. Mr. Magill—— 

Mr. Maat. Yes, sit 

Senator Wituiams. During vour experience as Under Secretary of 
the Treasury was there any estimate made as to the amount of 
revenue that would be raised if we plugged these loopholes? 

Mr. Maeiiu. I am not sure that one was made in my day, Senator. 
Such estimates have been made more recently, and I think the varia- 
tion in the estimates turns simply on how big a plug you put in the 
loophole; that is, how many such organizations and how much of their 
income you subject to the tax. 

Senator Wituiiams. Has the organization that you represent made 
anv estimates? 

Mr. Maariu. Revenues of $250 million to $350 million would be 
produced by taxing cooperatives upon their incomes. 

Senator WiiuiaMs. That is just plugging one particular loophole, 
or all of them? 

Mr. Maaiuu. That is taxing cooperatives upon their incomes in the 
way that other anreeeern are taxed. 

Senator WiiuiAMs. That is, farm cooperatives, and so forth? 

Mr. Maainu. oa. sir. 

Senator WiuiiAMs. That is $250 million or $350 million? 

Mr. Maauu. Yes, sir. 

Senator WiiuiamMs. You have an estimate on the amount obtained 
by plugging other loopholes? 

Mr. Maaruu. I think so; I think I do, and if you will tell me what 
you have in mind, I will be glad to put it in. 

Senator WiuuiaMs. I was just wondering what recommendations 
you mention here educational and religious institutions. 

Mr. Maciru. Well, perhaps I should make that clear. What I had 
in mind in my statement is the case of the ownership by a university 
or a church cf business corporations, 

Senator Wiiuiams. I understand it that way. Do you have an 
estimate as to the amount of revenue lost on that? 
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Mr. Maaiuu. I don’t think we have an estimate on that, because 
so far as I am aware no one knows how widespread the ownership by 
universities of business corporations has become. 

Senator WiutuiaMs. I do not think there has been—I understand 
that, but IT have not seen any proposal to tax universities or religious 
institutions, excepting where they owned the business in the entirety 

Mr. Maaiuu. That is right. The university and the church, it 
seems to me, stands on a wholly different footing because it is not 
trying to make a profit. The macaroni factory is trving to make a 
profit, as other such organizations are, and it ought to be taxed like 
other busine ‘ss enterprises, I think. 

The Cuarrman. Your estimate, if you have the estimate, on coop- 
eratives there is on the total earnings? 

Mr. Maaiuy. That is right. 

The CuHarrMan. Profits? 

Mr. Maariu. That is right. 

The CuarrmMan. Without deductions for moneys disbursed. 

Mr. Maaitu. Yes, sir. 

The CHarrMAn. Or paid out. 

Senator WiiuiaAMs. That is on a retained earnings basis of the 
cooperatives. 

Mr. Maaruu. There are, of course, two estimates, sir, as you are 
aware: One would be based on taxing the entire income of the coop- 
erative. The other would be on the basis of taxing simply that part 
of the income which is retained and reinvested. 

Senator Wintiiams. You do not know which way your estimate is? 

Mr. Maceiuu. 1 think it is on the total income, sir. 

The CuarrmMan. It would indicate that it was on the total income 
and without the deduction. 

Mr. Maaiuu. That is right. 

Senator Wituiams. You do not have the breakdown as to the 
different 

Mr. Maaiuu. I think I can give you a breakdown, but I do not 
believe that it appears in this pamphlet. 

The Cuarrman. All right, Mr. Magill. 

Mr. Maaiuu. Thank you. 

The excess profits tax is a new and severe levy. It is fundamentally 
a bad tax, because of the impossibility of framing a general definition 
of excess profits that will apply fairly to hundreds and thousands of 
different businesses. We know that the tax will make the financing 
of new business difficult or impossible. We therefore endorse Secre- 
tary Snyder’s recommendation that the tax rate should not be 
increased until we have had more chance to see how the tax works. 
It would be better still to repeal the tax, and get the money elsewhere 

The Treasury is already taking nearly half, and in some cases more 
than half, of what corporations earn. We ought not move any closer 
to the socialistic goal of 100 percent ownership of enterprise by 
Government. Consequently, to increase the corporate rate so that 
the business and its owners can keep less than half of ak at it earns is 
bad policy. We must have active, vigorous business. We cannot 
expect to have it, if the Government is going to assert a claim to 
the lion’s share of all earnings. The prospective corporate investor 
has too little to gain by risking his hard-won savings. 
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In its Summary of the Budget of the United Kingdon, the staff 
of the Joint Committee on Internal Revenue Taxation pointed out 
that in the calendar year 1950, the receipts of all levels of government 
in Great Britain were about 38 percent of the national income as 
compared with about 29 percent in the United States. Even if we 
assume a higher level of national income for 1951, we find that the 
United States’ percentage becomes 32 percent, when we take into 
account the effect of the tax increases proposed in the House bil]. 
We are certainly treading hard on the heels of Great Britain in 
driving incentives to produce out of the economy. 

Senator Minurkryx. Are you taking account there. Mr. Magill, of 
the local taxes? 

Mr. Maat. Yes, sir. They are taken into account in both cases. 

Senator Minurkrn. In arriving at your figure of 32 percent? 

Mr. Maaitt. Yes, sir. 

In conclusion, first. budget expenditures must be cut to the real 
essentials. The test should be: Must this function or activity be 
performed by government in a free society? The $71.6 billion budget 
can be reduced by $10 billions. 

Senator Byrp. Mr. Magill, I believe you issued a statement 
showing in a detailed way how that reduction can be achieved. 

The Cuarrman. Yes. sir; that is in the record. 

Mr. Maaiuu. If ] may put this report in the record, it discusses 
that subject. 

Senator Byrp. Would you mind discussing some of the main 
features of this reduction? 

Mr. Magitt. Would you like me to do that now? 

Senator Byrp. Mr. Chairman, is that in order? 

The CuarrMan. Oh. yes, 

Mr. Maar. In this booklet, this summary which, I believe. js 
what you are asking for 

Senator Byrn. Yes, 

Mr. Magi (continuing). Is on pages 28 and 29, and the detail 
with respect to each of these suggested reductions appears on earlier 
pages, commencing at page 12. 

We suggested that there be an elimination from the budget of one 
and a half billion dollars on account of loans. 

In the second place, civil public works 

Senator Tarr. Do you mean loans to be made by the RFC and 
housing and that kind of thing? 

Mr. Maar. Yes. sir. 

That civil public works, commodity acquisitions and equipment 
might be reduced by three-quarters of ‘a billion; that aids and special 
services might be reduced by $3 billions. 

Senator Tarr. How is that? 

Mr. Maainu. Aids and special services, 

Senator Tarr. What do you mean by that? 

Senator Byrp. Does thai mean grants to the States? 

Mr. Maar. I will get my breakdown on that. 

The full heading is “Aids and special services to State and local 
governments and others.” That includes the item of international 
aids, the various types of subsidies to the States, subsidies to agri- 
culture, business, and so forth. 

Senator Byrp. What reduction do you have there? 
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Senator Tarr. I can see international aid, but how are you going 
to cut the other? The committee just had this question up of old-age 
assistance to the States, and they decided they could not cut it, and 
not only that, but had to increase it. 

Mr. Maaiiu. Of course, you run into that problem everywhere. 

Senator Byrp. I was one of those who did not think they needed 
increases. I was against it, and I am against it now. 

Senator Tarr. I do not know whether they should be increased, 
but it is an impossible proposal; it is an impossible economic thing to 
cut 2 million people out of the old-age assistance program or cut it in 
half. The States have not got the money, and the burden would be 
the same. 

Mr. Maaityi. That we did not recommend. The total figure in 
this aids and special services category is some $16,611,000,000, as we 
have it listed here. 

Senator Tarr. I do not know what that would br 

Senator Minturkin. What are the special services? 

Mr. Maaiiu. Well, the table that we have breaking that down 
on page 19 of this document. 

Senator Tarr. What is that document, Financin 

Mr. Maaityi. Can Expenditures Be Reduced? 

Senator Tarr. I got your preliminary 

Mr. Maar. I think each of you have it. 

Senator Tarr. What page is that on? 

Mr. Maaiiu. This is on page 19. 

Senator Byrp. We have a copy of that? Hasn’t the committee 
got a copy? I have it m my office, but not here. 

The CuairmMan. They were not passed around, sir, but we will put 
them in the record. 

Mr. Maartuu. I will put one in the record. 

(See contents. ) 

Senator Byrp. You may continue. 

Mr. Maaiuu. Total taxes, Federal and State, are approaching 
dangerously close to the capacity of our citizens and enterprises to 
pay, if we are to maintain our free enterprise economy. 

Senator Byrp. Will you finish your explanation of the reductions? 
That is a very important question. If we save enough, we might not 
have to have such a large tax bill. 

The CHArrMaN. Well, Senator, we do not save it in this committee. 
This is not the committee that has that direct responsibility. 

Senator Byrp. This was the committee that on Friday increased 
the aid to the aged, and so forth. We did it in that case. 

The CHarrMaAn. Oh, yes. There are a few things of that kind, but 
they do not amount to much. 

Senator WituiaMs. If we do not raise the money, we will not be 
able to spend it. [Laughter.] 

Senator Tarr. Senator Williams suggested if we do not raise the 
money it is going to be harder for them to spend it anyway. 
|Laughter.] 

Senator WiiuraMs. It has to come back here sooner or later. 

The Cuarrman. Allright. You may proceed with this breakdown. 

Senator Tarr. I do not see this particular information ingthis 
pamphlet I have. 


86141—51— 
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Mr. Maaitu. This is a different study. We brought out 

Senator Tarr. I see, Can Exnenditures Be Reduced? 

Mr. Maciiz. Unfortunately I do not have a dozen of them here. 

The CuarrmMan. Mr. Magill, you may proceed. 

Senator MiLuikin. What is our question before us, Mr. Chairman, 
at the present time? 

The CHAIRMAN. Senator Byrd asked for a breakdown of the possible 
savings in expenditures, and that is what he was going into. 

In the beginning of Mr. Magill’s statement he pointed out that this 
organization, the Committee on Federal Tax Policy had issued the 
following: Financing Defense: Can Expenditures Be Reduced? The 
Tax Program; Is an Excess Profits Tax a Solution; and those were 
simply studies that were made and published, as I understand. 

Mr. Maar. That is correct. The other possible areas for reduc- 
tion, as shown in our study, are: Sale of loans, mortgages, and com- 
modities, $2 billion; operating economies eliminating waste, and so 
forth, $1 billion: and savings in international aid and elimination of 
waste and extravagance in the military budget. All these add up to 
possible savings of $10 billion. 

Senator MiLLikin. How much do you believe the foreign defense 
and economic aid program could be reduced? 

Mr. Maaiuy. Well, I think that is one item in 

Senator Maiiikin. That is where the big money is. 

Mr. Maaitu (continuing). In this grouping; yes. 

Senator Mituikin. How much do you think could be saved? 

Mr. Maaiit. In that general group we thought that $3 billion 
could be squeezed out. 

Any of these expenditure cuts, as you gentlemen know, far better 
than I, are extremely hard to make, and it is a severe problem to put 
any of them through. 

Senator WintraMs. When you say $3 billion cut in foreign aid, you 
mean $3 billion cut in 1 year’s expenditures, not over the proposed 
2 years? 

Mr. Macitu. I was talking of the foreign aid which, I believe, is 
one of the various items which we had lumped together in a category 
totaling $16 billion plus, out of which we thought $3 billion could be 
squeezed. 

Senator WintraMs. You mean $3 billion below that of last year’s 
expenditures or this year’s request? 

Mr. Maciuu. This vear’s request. 

The CuarrMan. This year’s budget. 

Senator Miturkin. Mr. Magill, can I ask that you break down 
your proposed economies so far as aid and services are concerned a 
tittle more than vou have. It has been touched upon, but specifically 
what would you do in the way of old-age assistance ; specifically what 
would you do in the way of contributions toward our highways, and 
so forth and so on? 

Mr. Maciiy. Well, my recollection is that we broke those two 
down. We left old-age assistance where it was. I don’t think we cut 
that down. 

As far as highways are concerned, we thought that that general 
class of expenditures for increasing the capital assets of the community 
could well be reduced, and a good deal of it deferred to a time when 
we need means to promote employment to get the economy going 
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well. We believe that now is not the best time to make great capital 
expenditures. 

Senator Minuikin. You have touched on foreign aid, military and 
general economic; you have touched on Federal aid to States. Where 
else is there a prospect for a sizable reduction? I am not disparaging 
the aggregate of a lot of savings, but give me some of the large: 
reductions that vou think might be possible. 

Mr. Maaiuy. Well, I think the fact is that there is no one single 
place where you can save a great deal of money. It is impossible. 

had gotten down through this aids and special services category 

3 billion. 

enetiae Byrp. Could [ make a suggestion at this point? If you 
could take page 12, that gives you reducible items in bulk, does it not? 

Mr. Maaixy. Yes; that is true. 

Senator Tarr. Do you suggest any cut in the military budget? 

Mr. Maaint. No; we did not propose any. 

Senator Tarr. Why not? I mean, that is what I would like to 
know. Why do people say that is sacred? The House committee 
does not think so. They have just cut hundreds of millions off the 
military construction bill in the House. 

Mr. Maat. The reason that we did not, was a practical one that 
this report came out a month or two ago, and the administration had 
not submitted the military budget in detail; it had submitted a general 
estimate of 40 billions or 41 billions. 

Senator Tarr. That was the expenditures, but the appropriations 
were about 65. 

Mr. Maat. Since we had nothing to work on, we felt we had to 
leave it alone. We strongly suspected that a good deal of savings 
could be made there, but we had no material to work with. 

Senator Tarr. | think there is a possibility, it seems to me, without 
cutting the effectiveness of the Army or the size of the ultimate 
striking foree at all. 

Mr. Maaiuu. I think so, too. 

Senator Tarr. And it seems to me when it is two-thirds or three- 
fourths of the whole budget, some attention has to be paid to it if 
you are going to save any money 

Mr. Maat. I entirely agree with you. 

Senator Byrp. As you say, the budget was not in until some months 
after you made the eles 

Mr. Maaiuu. That is right. 

Senator Byrp. So, therefore, you could not touch it. 

Mr. Maaiutit. We could not touch it. 

Senator Byrp. But you thought there could be a $10 billion saving 
independent of the military? 

Mr. Maaiuu. That is right; ves, sir. 

Senator Byrp. Have you got a table 

Senator Tarr. Independent of the American military 
you could save something in the foreign-aid figure. 

Mr. Maaiuu. That is right; yes. We thought there could be 
saving on foreign aid. 

Senator WiLtiiaAMs. You were speaking a few minutes ago about 
the savings of a billion or two from Government loans. Could that 
be done very much without repealing some of the services, cutting 
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out some of them that have been authorized, and would you advocate 
their repeal? 

Mr. Macriu. We did; yes, sir. Of course, one great difficulty, as 
I am sure you know better than I, in cutting the budget is the authori- 
zations. Not much can be done with the budget unless the authoriza- 
tions themselves are cut down or eliminated. 

Senator Wiiutams. I think you mentioned about four or five hun- 
dred million savings in the Commodity Credit Corporation. Well, 
that cannot be done unless you repeal or revise your farm program. 
Did you advocate that? 

Mr. Maatuu. That is true, and we had that in here. 

One of our recommendations was the rather strong one that there 
would have to be what we called a ‘clean slate’ approach, that you 
would have to do away, to begin with, with a great many existing 
authorizations, and then find out from the Budget Bureau how or 
what authorizations need to be eliminated which, I believe, Senator 
Byrd has done, and then set about preparing a budget at a lower figure. 

But I agree with you, I do not think it can be started until you get 
rid of some of the existing authorizations. 

Senator Minirkin. Take the military program: In the first place, 
I assume there is a legitimate field of congressional interest in the 
program itself. 

Mr. Maar. Yes, sir. 

Senator Miiirkin. Let us assume that the Congress endorses the 
general program. What mechanics do you suggest for the elimination 
of waste in the military program? 

Mr. Maar. Well, I do not know how you can eliminate waste 
in any of these programs, except by getting a great deal of detail from 
people who are familiar with it. 

Now, I would suppose that two steps would be possible: First, to 
ask the military themselves what kind of a program they could set 
up on, let us say, $20 billions if you wanted to try to cut $10 billions, 
or $35 billions. If you wanted to cut five, then I think you and 
your staff will have to study in detail what the particular authoriza- 
tions, the particular expenditures are. 

Senator Miuirkin. There you ran into what I think is the great 
difficulty of the whole business. That, of course, is a function of the 
Appropriations Committee. The Appropriations Committee is not 
staffed, and we have no staff to do that kind of a job. The Appro- 
priations Committee has a competent staff, but it necessarily must do 
a picking job here, there, and the other place, and so far as making an 
over-all detailed study of the operation of any of these great depart- 
ments, there just is not any staff available to do the job; and in the 
last analysis that means that you take the word of those justifying 
for the departments which, in the last analysis, means no savings. 

Mr. Maaiuu. That is right; I quite agree with you. 

Senator Tarr. Somebody must decide. I noticed Mr. Finletter 
requested—I think we have maybe 200 airports, and he proposes to 
build 77 more for the Air Corps. I do not know that 77 are necessary. 

Senator WiiuiAMs. He is closing up 75, so he will not need 77. 

Senator Tarr. Certainly there is a field of investigation in a matter 
of that kind. 

Mr. Maer. Is it quite true, as both of you have said, how is a 
civilian to judge whether 77 more airports are essential or whether this 
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is just the normal expansion of the Air Force, which any administrator 
wants to bring about. 

Senator Tarr. We had one case in Wichita where we wanted to 
build a new airport, very large airport, and the Secretary of War 
didn’t even know there was an airport within 30 miles. I think 
had been used during the war, and was entirely in mothballs, and was 
not being used at all. You have a suspicion, but we have no way of 
finding out. 

Mr. Maaruu. I am sorry the Secretary of War had not visited 
Wichita. 

Senator Miturkin. There ought to be some middle ground of 
Congress, against playing N: apoleon, on the one hand, and on the other 
hand, taking 100 percent of anything that it is asked to do. 

Mr. Magiuu. That is right. 

Senator Miuirkin. There should be some place in there where 
some of the objectives can be subjected to an objective 2 alysis. 
To find that place, to find the mechanics for doing it, 
we have syieceeded vet. 

Mr. Maar. I think that is true, and that 


| ao nol belheve 


is, of course, the ex- 
tremely difficult problem. 
Senator MILLIKIN. Yes 
Senator Byrp. You spoke of the authorizations. You spoke of 


having a clean slate, of repealing them. There i 
economies wibeest repealing the present authorizations 

Mr. Magri. That ts right. 

Senator Byrp. You did not mean to give the impression that you 
had to repal the authorizations in order to effect savings? 

Mr. Magiutu. Oh,no. I think you have shown that lar 
can be effected without touching the authorizations. 

Senator Byrp. On page 28 you have more or less 
not in detail—of where the reductions could be mad 
tables which explain it in further detail. 

Mr. Maaruu. That is right. Page 28 is a general table 


os 


Sb a lar 2c 


ve al 


ve PCOTLOTOHLES 


tan account 


and you have 


‘ which, as 
you see, refers back to earlier, more detailed table s and discussions. 

As you gentlemen know, the undertaking of either one of these tasks 
is an impossible job for a civilian committee. All we can do is to 
make suggestions and recommendations as to how we think the 
could be approached, and what problems can be tackled. 

Senator Byrp. What investigation did you make of this befor 
made the recommendations? 

Mr. Maariu. Well, we made all we could. This committee was 
financed by the Maurice and Laura Falk Foundation of Pittsburgh, 
and we employed a staff to make this kind of a study. 

What we actually did was to get much of the information from 
Government pe ople down here and to cooperate W ith them im getting 
up this material. 

Senator Mitiikin. There was no other place to get it 

Mr. Maaixu. There is no other place to get it. 

Much of the material, for instance, in this tax report is based on 
cooperation between our staff and the joint committee staff which 
has done extremely good work in getting up its statistical information. 

Senator Minuikin. Did you get any information from the Budget? 

Mr. Maatiu. Not very much, | think. It is pretty hard to get it 
from them. 
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Senator Minurkin. They did not recommend any reductions, did 
they? 

Mr. Maaiitu. No; they did not recommend any reductions. 

The CaarrmMan. All right, Mr. Magill, finish your other statement 

Mr. Maaiuu. | was practically through. 

2. Total taxes, Federal and State, are approaching dangerously 
close to the capacity of our citizens and enterprises to pay, if we are 
to maintain our free-enterprise economy. If 100 percent of all earn- 
ings went to the Government we would certainly have a socialistic 
state. What do we have when over 50 percent of the earnings of 
many individuals and of many corporations go to the state? 

3. We must pay governmental expenses as we go. We must stop 
further inflation. With expenditures what they are, we must employ 
all our tax resources, and spread the increases fairly over all our citi- 
zens. There is no easy, pleasant way to raise $60 or $70 billions in 
taxes, but the sensible way is: 

(a) Levy a general manufacturers excise tax at a sufficient rate not 
only to balance the budget but to substitute for all our present special 
excise taxes except those on tobacco and liquor. 

6b) If the income tax on individuals must be increased, apply a 
flat-rate percentage-point increase to all net incomes across the board 
c) Do not increase corporate income taxes or excess-profits taxes. 

(The tables referred to are as follows: 


hip between add 


rege persons and 
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TARLE 3.— Portion of additional dollar of income retained by taxpayer, p 
Hlou Na bill H. R. L473 ce and Treas iry propo al (married 7 oT 


Y¢ 
returns) 


Selected taxable income level 


$8,000 
$12,000 
$20,000 
$40,000 
$100,000 


Confiscator y aspe ct of Fede ral and Stat 
ate tar rates as of May 31, 1951, and Fed 
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Senator MILLIKIN. With reference to he ss 


Atal 


which vou have made, have you worked out burd 
the sales tax is copcerned? 
Mr. Maarui. It is my understanding, and I am here, of course, 
reporting the work of our staff; I think such tables have been prepared 
As I understand it, the experts, I think, of the joint committe 
have worked out that if you had a general sales tax, exempting food, 
clothing, and medicines, which, I think, everyone agrees should be 


exempt 

Senator MrLurkin. Shelter, vou have included 

Mr. Maatut. Shelter, too; that you will obtain in revenue for each 
percentage point of a manufacturer’s tax $980 million; you will get 
a little under a billion dollars for each percentage point. About $100 
million of this would come from taxation of services that are now 
subject to tax. 

Now, our recommendation here was that the special excise taxes, 
other than liquor and tobacco, should be repealed, and a general tax 
substituted fer them. 
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Senator Minturkin. [ am not now thinking so much of what we 
would get, I am thinking in terms of burden on those who would have 
to pay. 

Mr. Maartuu.. Well, we worked on that, too. I am not sure as I 
stand here this minute as to whether those tables are shown in the 
report, but we did work out tables to show how much of this tax 
would rest upon the different income levels. 

Now, what it werks out to be is that the tax so worked out is mildly 
progressive; it is not simply proportional. That is, expenditures do 
increase with income out of proportion to the increase in income, but, 
of course, it is by no means as progressive as ap income tax. 

Senator Minurkin. And a flat sales tax, for example, works the 
the other way, does it not? I mean from a proportionate standpoint 
people in the lower brackets pay more than people in the higher brack- 
ets? 

Mr. Maariu. I think not, si 

Senator Mituikrn. Are you sure of that? 

Mr. Maaiuu. I thirk I am. That was one thing that we were 
interested in because the charge is usually made that a sales tax is 
regressive; that is, that it rests more heavily on the lower incomes than 
the higher incomes. 

Well now, a good part of that regressiveness, I think, lies in the 
food, clothing, medicine, and shelter area, and that is because we all 
have to have food and clothing. 

Senator Mriurkin. Is that in your report, may I ask? 

Mr. Maaitu. Yes; that is in there, and if you elimin: ite those items 
by exemption, then, sofar as a sales tax on the other items is concerned, 
it will be pretty much proportional, but it is somewhat progressive; 
that is, the burden is a little heavier with the higher incomes. 

Senator Miturkin. They, of course, would take care of, would 
account for, existing State sales taxes, would they not? 

Mr. Maaiiu. Yes, sir; they do. 

Senator Miiirkrx. Do they account for all other Ste ate and local 
taxes? For instance, in my State, we have a municipal cigarette tax. 
Does it take account of all those taxes that a citizen pays? 

Mr. Maaiut. I think so. 

Senator Miiuikin. Does it take account of the argument which 
we so often use for other purposes, of concealed taxes? 

Mr. Maerz. Any of these computations are extremely difficult to 
make, to take into account all of these variations. For example, 
in New York we have a city sales tax, but we do not have a State 
sales tax. Well, now, in Connecticut, where I live, we have a State 
tax and no city tax. 

Senator Mituikin. Yes. 

Let me illustrate. When we are trying to develop the burden of 
excessive taxation, we make a great fuss about concealed taxes. Many 
people do not think oon are paying any taxes at all, when in fact 
they are paying a considerable tax by virtue of the so-called concealed 
tax. 

Mr. Maaiuu. Yes. 

Senator Mriiurkryx. Do those calculations include those concealed 
taxes? 

Mr. Mager. Well, I think our calculations in here, as I recall 
them, are based on what the burden would be at different income 
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levels of a general sales tax levied by the Federal Government, and 
I do not think we have in here tables of the sort th: at I expect you have 
in mind, that seek to show the total tax burden on incomes at different 
levels. Those things can be made up, and, if you would like, I will 
be glad to submit such a table. 

Senator Miuurkrn. If you can do that, I think it would be very 
useful. 

Mr. Maaruu. I will be very glad to. 

Senator Miuurkin. Mr. Magill, in regard to percentages, I think 
you can badly mislead yourself, and we can badly mislead ourselves, 
when we speak of a percentage like 30 percent. That is an over-all 
average? 

Mr. Macaitu. That is an over-all; yes. 

Senator Mitiikrx. That may include completely confiscatory rates, 
such as the rates you have referred to in some cases and, of course, 
it has to be less than that in other cases. But while having an aver- 
age, which you view comfortably as an average, you may at the same 
time be indulging in something that wipes out a considerable segment 
of your economy. 

Mr. Macitu. That is true and, of course, that is, I think, the 
difficulty with placing much reliance on any such computations as 
are in that paragraph you are looking at. 

I do not think anyone can say, as I think some have tried to, that 
if the taxes get beyond such and such a percentage of the national in- 
come, why, then, people are going to quit work, because among other 
things the incentives which any of us have to work are not all financial 
incentives. We work for other reasons than in order to make a living. 

Senator Miuuixin. That is right. 

Let me ask vou, Do vou think that with a ley y of a general sales tax, 
with the exemptions of the type that you have mentioned, together 
with existing taxes, and probably making allowance for a tax bill to 
come during this session, that we could balance the budget on $85 
billion—on an $85 billion basis? 

Mr. Maarut. | think the answer is “‘Yes,”’ but it obviously is going 
to be a tremendously difficult job. 

I think I would approach it, as I expeet you would, from the other 
angle, that I do not see how we can balance an $85 billion budget; 
and therefore expenditures must be reduced. 

Senator Miturkin. Well, of course, you can balance most any con- 
ceivable budget if you do not care how you do it. 

Mr. Maaiuu. Yes; that is right. 

Senator Miiiikin. And if you do not care about the effects that 
would follow the doing of it, but I am talking about a practical bear- 
able effect. 

Mr. Maaiiyi. What I was about to say was that if you are going to 
try to balance an $85 billion budget, I think you would just have to 
have asales tax. I donot think it can be done with simply the existing 
Federal taxes. 

Senator MILLIKIN. Secretary Snyder, I think, testified as much, in 
substance. We asked him what kind of a tax it would take and I 
think he said that it would take taxes which are not conventional at 
the present time, but he did not specify what they would be. 

Mr. Mactuu. I thought that was implicit in his statement, too. I 
read his statement just before I prepared this one. 
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Senator Byrp. Have you made an estimate of the income from the 
sales tax in various States? 

Mr. Maat. Yes, sir; we have. As I have said, on a general tax 
at the Federal level, the figures that I bear in mind are that if you have 
a general manufacturer’s sales tax, it will vield at current levels of the 
income about $1 billion for each percentage point of the tax. 

Senator Mitiikin. May I pursue my questioning a little further? 

Mr. Maai.u. Yes, sir. 

Senator MILLIKIN. It is the administration’s theory that if we pass 
the kind of tax bill they want this time, that it will balance the budget 
for fiscal 1952. Assume that to be true. 

Mr. Maaiiu. That is a large assumption. 

Senator MILLIKIN. It is a very large assumption, but assume it to 
be true. Under administration figures there would probably be a $20 
billion increase to hit the people in expenditures in the next fiscal year. 
Do you believe that a sales tax in and of itself without further general 
tax legislation by the Congress could balance the budget if we looked 
at fise “al 1953? 

Mr. Mai. Well, it would be extremely difficult to do, Senator. 

Senator Mituikin. It would be extremely burdensome, too. 

Mr. Maaruu. Oh, terribly burdensome. 

Senator Byrp. It would have to be a 20-percent increase. 

Mr. Maaruu. It would have to be at a very high rate, and I do not 
think anyone can contemplate, certainly with any responsibility, 
imposing a tax, a general sales tax, at a heavy rate on top of the exist- 
ing special taxes which we now have. 

Senator MiLuikin. That is why I am so curious about getting as 
dependable information as we can get of what will be the total burden 
when we get through with this bill, and, considering existing local 
taxes, what will be the total burden on the people in the lower income- 
tax brackets. 

Mr. Mam. Why couldn’t I try to get it to you? Shall I send it 
directly to you? 

Senator MinurKkry. Send it to the chairman, and put some copies 
in so that we can all get it. 

Mr. Maaiuu. Yes. 

Senator Miiiikin. Would that be all right, Mr. Chairman? 

The CuarrmMan. Yes, sir. We will be glad to get it and put it on 
the record. 

Mr. Mac. I think it is a tough job, but I will be glad to try it. 

(The document referred to is as follows: ) 


Tue Tax BuRDEN ON Various INCOME GROUPS 


The problem of calculating the incidence of the tax burden on people in different 
income groups is a very difficult one. Half a dozen studies of this type have been 
made and all have been beset by major difficulties both in economic theory and in 
statistical facts. 

The limitations on obtaining reliable statistical data are great. To arrive at 
any workable figures, important assumptions must be made, and adjustments 
must be applied to available figures. All of these introduce shortcomings which 
seriously affect the usefulness of the final data. Assumptions must also be made 


as to the shifting of corporation, excise, and other taxes, and economists differ 


widely in their ideas on this subject. The incidence of many taxes is strongly 
affected by the supply-and-demand situation, inflationary factors, and other 
factors. 
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Because of these shortcomings and difficulties, the greatest caution should be 
used in applying the results of the studies made to date as a basis for determining 
tax policies. 

Bearing these difficulties in mind, we have turned to the two most recent studies 
in this field. The first was made by a group of economists headed by Prof. R. A. 
Musgrave, and the results were published in the March 1951 issue of the Nationa! 
Tax Journal. The second is an unpublished study by Dr. Rufus Tucker which 
will appear in the September issue of the National Tax Journal). This differs in 
certain important respects, both as to assumptions and statistical methods, from 
the Musgrave study and, in our opinion, represents a more realistic picture of the 
tax burden distribution. The table below gives the distribution of selected 
Federal, State, and local taxes, and the total tax burden by selected income groups. 
In each case the figures are shown as a percentage that taxes are of the gross income 
in each class. 


Distribution of tax burden by selected income classes—income taxes, excise taxes, and 
all taxes combined 


[Percent of income] 


Spending unit income classes ! 


Type of tax —_ re - 
$1,000 to | $2,000 to | $4,000 to $5,000 to $7,500 to $10,000 to 
$1,099 $2,999 $4,099 $7,499 $9,999 $14,999 


. Musgrave estimates: 2 

Federal personal income 
tax : 

Federal excises 

State and local personal- 
income taxes 

State and local excises 

Other taxes 


Total 


Tucker estimates | 

Federal personal-income 
tax 

Federal excises 

State and local personal- 
income taxes 

State and local excises 

Other taxes 


Total (excluding social 
insurance) 17.8 20.2 


A spending unit is defined as all persons living in the same dwelling and related by blood, marriage, or 
adoption, who pool their incomes for their major items of expense; these income classes differ, therefore, 
from the net income classes to which the effective rate of the Federal income tax is usually related. Be- 
cause of the presence of more than one income recipient in the typical spending unit, the splitting of in- 
come between spouses, and other factors, the pattern of income-tax payments is less progressive when 
allocated by spending units than when allocated by taxpaying units. 

2 The Musgrave estimates were prepared at the University of Michigan by Prof. R. A. Musgrave, J 
Carroll, L. D. Cook, L. Frane, and others. They are published in the National Tax Journal, vol 
No. 1, March 1951, where a full discussion of the concepts, assumptions, and data used can be found 
main sources of data were the 1948 Survey of Consumer Finances prepared by the Survey Research Cente 
of the University of Michigan in conjunction with the Board of Governors of the Federal Reserve Sys- 
tem; the Bureau of Labor Statistics postwar studies of consumer expenditures published in various is- 
sues of the Monthly Labor Review; and tax-collection data published by the Department of Commerce. 

§ Not included in the Musgrave study. 

‘ Less than 0.1 of 1 percent. 

> Tucker's estimates are from Rufus S, Tucker, Distribution of Tax Burdens in 1948, to be published in 
i forthcoming issue of the National Tax Journal. The sources used are also mainly data of the Survey 
Research Center, the Bureau of Labor Statistics, and the Department of Commerce rhe chief differences 
between the two estimates are (1) Tucker includes income in kind, most of which is ree d by the lower 
income groups: (2) Tucker extends the income classes beyond $7,500 up to $20,000; and (3) Tucker mak 
i different allocation of social-security contributions, corporation taxes, and property taxes with 1 
to their incidence 


Both the Musgrave and the Tucker figures indicate that the existing Federal 
excises (including those on liquor and tobacco) are mildly regressive at the lowest 
part of the scale and then roughly proportional for the brackets covered. State 
and local excises, which include a large amount of retail sales taxes, are somewhat 
regressive. This, of course, is due to the inclusion of food, clothing, liquor, and 
tobacco in the base for most of the State and local excises. 
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We may assume that the incidence of the proposed Federal manufacturers’ 
excise tax would be more progressive than the pattern of present Federal, State, 
and local excises, since it excludes food, clothing, medicine, shelter, liquor, and 
tobacco. The effect of the exclusion of these items will be to decrease substantially 
the impact on the smaller income brackets. Thus the manufacturers’ excise 
will most likely be proportional and perhaps even mildly progressive through 
the lower- and middle-income brackets. 

However, the impact of one tax cannot be measured as a single entity. It must 
be considered as a part of the total tax structure. The personal income tax is 
the largest element in the tax structure, and it is highly progressive. A combina- 
tion of the excises with income taxes will, therefore, still be a highly progressive 
tax structure. 

The conclusion that a general manufacturers’ sales levy which exempts food, 
clothing, and shelter is not regressive and, in fact, is highly progressive when 
considered in combination with the income tax, is borne out by the following 
excerpt from the latest budget message of the Canadian Government. This 
message discusses the burden distribution of the Canadian sales tax (which is 
quite similar to the proposed manufacturers’ excise tax) and gives the results 
of family budget studies made by the Dominion Bureau of Statistics. 

“Our present sales tax has a very long list of exemptions. About 95 percent 
of all foods are free of sales tax. All fuels and all building materials are exempt. 
I think it is safe to say that two-thirds of the average Canadian family’s total 
spending is not touched by the sales tax. Contrary to the frequent assertion, the 
sales tax does not strike a higher proportion of the expenditures of the low-income 
group. Calculations based on recent family budget studies made by the Dominion 
Bureau of Statistics indicate that in the lowest income groups only about one- 
quarter of total income is spent on goods subject to sales tax; at the $38,000-a-year 
level about one-third of the family income is spent on goods subject to this tax. 
This 33 percent of income spent on taxed commodities extends to beyond the 
$6,000-a-vear level. Only when incomes exceed $7,000 or $8,000 a vear does the 
proportion of income spent on goods subject to sales tax start to decline, and 
this is just about the point where our income tax starts to become sharply pro- 
gressive. To say that our sales tax is a harsh regressive tax simply is not true.’’ 

Senator Byrp. Could you estimate the income and revenue from 
the different kinds of taxes? You have only discussed a manufactur- 
er’s tax. 

Mr. Maeiiu. That is right; that is all we have got. 

Senator Byrp. You have not discussed retail? 

Mr. Maaiuu. No, sir. 

Senator Byrp. You say that would bring in—a manufacturer’s 
sales tax—1 billion on each 1 percent? 

Mr. Maaruu. Yes, sir. 

Senator Byrp. Is that on everything, on all sales of food? 

Mr. Maaitu. No; that is excluding—that figure is excluding food, 
clothing, medicine and shelter—rent. However it includes about 
$100 million revenue from taxation of services. 

Senator Tarr. The NAM had a $900 million estimate; that was 
their estimate. 

Mr. Maaruu. I think the figure is actually—I believe it has its 
origin in figures prepared by the joint committee. I think it is 
$980 million per percentage point, so that you can round it off at a 
billion. 

Senator Byrp. For instance, if a wholesaler buys from a manu- 
facturer, and then the wholesaler sells to the retailer is it pyramided 
then? 

Mr. Maar. Well, that, of course, is the problem with the manu- 
facturer’s tax as against the retailer’s tax, as to whether or not it will 
be pyramided as it passes down the line. 

Senator Miiuikrn. Manufacturers say, ““No;”’ I mean, the repre- 
sentatives of the NAM say, “No,” but the following day the repre- 
sentatives of the retail organizations say, “‘Yes.”’ 
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Mr. Maaiiu. They 
Senator MinuKin. I should 
think. 

Mr. Maeit. I have talked to the retail people, and I have been 


interested in their interest in a retail tax rather than a manufacturer’s 
tax, and thev seem to have - 


Senator Tarr. That is an emergency. 

Mr. Maaiuy. Yes. It seemed to be clear on that. 
is a difficult point. 

monet Byrp. I say that there are some products that go through 
three or four hands to be purchased and resold. 

Mr. Maar. Yes. 

Senator Byrp. Lam just wondering what allowance you have made, 
if any, in your estimate of that? 

Mr. Maaiui. Well, what we get is much the same picture that | 
think vou have gotten. W e have economists, particularly, saying that 
they think a manufacturer’s exc ise tax can be set up so that the tax 
will not be pyramided. Others say that it 
likely to be pyramided. 

Now, the actual illustrations that one knows of—i know there are 
some cases today of the manufacturers’ tax which are now on the books, 
where the tax is listed separately when the manufacturer bills the goods 
to the retailer and then when the consumer buys it, and it is pretty 
evident that the tax is not pyramided. 

Senator Byrp. Suppose you collected at the source only, as you do 
in the automobile tax, it would not bring in 1 billion for each 1 percent 
will it? 

Mr. Maar. That is the figure I have been given; yes. 


Senator Byrp. You mean if whoever produces the article first pays 
that tax, that ends it? 


Mr. Maatuu. That is supposed to be the case. 

Senator Byrp. What about parts, take an automobile. 
their parts from a lot of other manufacturers. 
carried out? 

Mr. Maariu. The theory of the manufacturer’s tax in that case is 
that if the parts are sold to someone who is going to incorporate them 
in a taxable article that there would not be a tax until they were put 
in the taxable article. 

Senator Byrp. Have you worked out the mechanics to avoid the 
pyramiding of the tax? Has that been worked out? 

Mr. Maaiiu. Well, we have not worked it out in detail; no ,sir. 

Senator Tarr. In your estimate of 9 or 10 billions of a 10 percent 


tax, vou have to credit about 3 billion on existing excises, outside of 
liquor and tobacco. 


Mr. Maaiuu. That is right. 
Senator Tarr. So, the next increase would be six or seven instead of 


say “Yes,” very strongly. 
And they are in a position to know, 


The pyramiding 


the contrary, is pretty 


a 
They eo 
How would that be 


nine. 
Mr. Maaiuu. I think we estimated the Federal excises 
Senator Tarr. Outside of liquor and tobacco. 


Mr. Maetiy. As about $4% billion. I think it is $4.4 billion of 
special taxes that should be repealed if you put on a general tax. 

Senator Miiuikrx. Do you favor a manufacturer’s tax as again 
retailer’s tax? 
Mr. Maaiiu. 


That was our conclusion; yes, sir. 
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Now, as we point out in our report, there are a good many arguments 
which can be made either way. It isnot a simple choice at all. | 
think the main thing that moved us toward the manufacturer’s tax is, 
first, this appealed, for instance, to Tarleau, who was a member of our 
committee, and myself, as old Treasury administrators, that the ad- 
ministrative problem would be tremendously simplified if it was a 
manufacturer’s tax rather than a retailer’s. 

Then, secondly, the State sales taxes are generally retail taxes, and 
I think the Federal Government is already treading on the toes of the 
States too much on tax sources. I would like to stay out of further 
conflicts if we can. The principal argument against the manufacturer’s 
tax is that of pyramiding, and that is a very hard argument to meet. 

Senator Mitirkin. If a mark-up applies to the money which is 
involved, it is unrealistic, I suggest, to try to separate where you can 
and cannot put on vour mark-up. If you go to the bank to borrow 
money, whether to pay taxes or whether to buy goods or whatever 
the purpose may be vou have got the risk of that money, and it has 
to carry the mark-up unless you are in philanthropy. 

Mr. Maciiy. I have heard that said very stongly in connection 
particularly with liquor, that the retailer is only conce aa about how 
much he has to pay for a case of liquor. He is not concerned with 
how much of that money consists of tax and how much of it consists 
of the cost of the liquor itself. 

Senator Miturkin. The mark-up, of course, is subject to compet- 
itive conditions. 

Mr. Maaiuu. That is right. 

Senator Mitutikin. And those competitive conditions can apply 
to the money that is in the tax as well as to the money in the lumber 
or the fixtures or anything else. 

Mr. Maaity. That is right. I think the competitive conditions, 
the supply and demand, probably will have a good deal to do with 
whether the tax is pyramided or not. My judgment, on hearing the 
arguments both ways, is that in some cases the tax will be pyramided, 
that is, the retailer will get his mark-up on the tax, and in some cases 
it will not. 

The Cuatrrman. Well, Mr. Magill, vou furnished us with a table. 

Mr. Maar. Yes, sir. 

The CHarrMaANn. We will want to use them in the executive session 

Mr. Maaruu. Yes, sir. 

The CuarrMaAn. Furnish it as soon as you can. 

Mr. Maar. I will; ves, sir. 

Senator Wittiams. I would like to ask you a question. 

The CuHarrMan. All right, Senator Williams. 

Senator WriLLiamMs. On page 6 you criticize the flat increase in the 
House, where you say: 

Levying an increase of a flat percentage of the tax in the manner of the Hous« 
bill increases harshly the already severe impact of highly progressive tax rates 


Then, on page 10 in your conclusions you make this statement: 


If the income tax on individuals must be increased, appiy a flat-rate percentag: 
point increase to all net incomes across the board. 

I am wondering if that does not contradict your statement? 

Mr. Maaitu. I am glad to have you bring that out. It is hard to 
talk about these things and not create confusion, and you may think 
one is contradictory of the other, although I did not intend it 
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What I meant the first time was the type of increase that the House 
bil contains, that is, a taxpayer will compute his tax liability and will 
then compute 12% percent of that, and that will constitute the final 
tax which he will have to pay. 

Senator WiuuiAMs. The flat percentage increase? 

Mr. Maaiti. That is right. Over here on page 10, what I had 
in mind there was the sort of recommendation that the Secretary of 
the Treasury originally made; that, in effect, the basic rate of the 
income tax should be increased. 

Senator WitiiaMs. By points? 

Mr. Maaiiu. By so many points. 

The CHarrMAN. Yes, sir. All right, thank you v: 
Magill. 

Mr. Maaityi. Thank you very much. 

The CuarrMan. Mr. Russ Nixon. You may have a seat, Mr. 
Nixon, sir, and identify yourself for the record. 


oY much, Mr 


STATEMENT OF RUSS NIXON, WASHINGTON 
REPRESENTATIVE, UE 


Mr. Nrxon. I am Russ Nixon, Washington representative of the 
United Electrical, Radio, Machine Workers, and I would like. Mr. 
Chairman, if it is agreeable, to put into the record the full text of my 
statement. Then I would like to summarize it 
if that procedure is satisfactory. 

Senator Tarr. Would that be independent or the CIO? 

Mr. Nixon. It is independent, sir. 

The CHArRMAN. Yes, sir; you may do that. 

Mr. Nixon. Thank you. 

The CHaiRMAN. Now you may summarize it. 

Mr. Nixon. Mr. Chairman and members of the committee, th« 
position on tax policy which I am to present reflects widespread dis- 
cussion amongst our membership, and deliberation in many of our 
meetings over a long period of time. 

I think in a sense that whereas Mr. Magill’s principal concern had 
to do with the tax problems of large-income people, that the burden 
of our position has to do with the tax problems of the lower-income 
people, and I would at the outset like to indicate the basic principles 
that we want to present. 

First is this: No taxes should be levied on American families whose 
income is not large enough to maintain living standards at minimum 
adequacy levels of health and efficiency. 

In other words, as we will develop this point, we want to raise for 
your attention a basic mmimum standard of living that has been 
somewhat scientifically determined by Government sources and by 
other research agencies. We feel that that minimum standard should 
be protected. 


for the committee 


Secondly, we feel that the revenue loss by not taxing family 
incomes below a living wage can be replaced to the extent necessary, 
without causing hardship from other sources of incom¢ 

I am sure it must appear at once to the committee that the first 
question that has to be considered is what is a living wage, what is this 


minimum adequate living standard? 
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Fortunately, it is not necessary to purely guess at this proposition. 
The Treasury De ‘partment has already asse mbled the basic informa- 
tion on this question in a study which they call Individual Income Tax 
Exemptions. It was published in 1947, but unfortunately, we think, 
it has received little attention even by the Treasury Department 
itself, 

This Treasury study indicated that American families need the 
following amount of income at April 1951 prices to provide what they 
call necessary minimum of goods and services for health and efficiency. 

The chart here represents these data. According to the Treasury, 
single persons have to live on a $1,700 income to meet a minimum 
budget. A married couple at present prices has to live on a minimum 
income of $2,400, and a married couple with two children have to 
have an income of $3,700, and this is exclusive of Federal income tax. 

Now, these estimates presented by the Treasury are based on the 
Bureau of Labor Statistics City Workers Family Budget. It has 
been adjusted by the Treasury itself for different sizes of family, and 
by us for changes in the Consumer Price Index. 

Now, the question that can very rightfully be asked at once is 

Senator Muiuuikin. Is there a alee adjustment in your ¢al- 
culations? 

Mr. Nixon. Yes, sir; there is. In the BLS data it covers 34 cities 
in the United States. 

Senator Miuuikin. Is there adjustment between small towns, and 
middling, and large towns? 

Mr. Nixon. Yes, sir. It has a pretty good spread of cities, sir. 

The first question that might come to your mind is, Is this an 
exaggerated luxury type of budget? 

The evidence, of course, is that it certainly is not anything more 
than a bare minimum. It is not really what I think most of us would 
call a budget to cover the American standard of living. It is ap- 
proximately $450 for a four-person family, less than the budget 
estimated by the Heller committee of research in social economics at 
the University of California. 

In important respects it is even lower than average consumption, 
particularly in foods even during depression years. 

On page 3 of my statement I indicate this, trying to show you how 
modest a budget this is. The budget that gives rise to the figures I 
have mentioned provides, for example, per capita consumption of only 
116 pounds of meat, poultry, and fish. That contrasts with an 
average consumption in 1950 of 187 pounds. 

It provides for 256 eggs per person, compared with 395 on a Nation- 
wide 1950 basis, and so on down the chart, showing that it is a very 
modest budget on the question of food. 

Senator Hory. Is it your contention that there ought not to be any 
tax imposed until they have earned the amount you specify as a 
minimum for living? 

Mr. Nrxon. Yes, sir. 

Senator Hory. Then, your policy would say that a single person 
should have an exemption of $1,700. 

Mr. Nrxon. Yes, sir. 

Senator Hory. Married couples should have an exemption of $2,400. 

Mr. Nrxon. Yes, sir. I have developed that later on. 

Senator Horny. And so increase that proportionately? 
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Mr. Nixon. Yes, sir. Based upon the proposition that there is 
certain minimum required for healthful, decent existence. 

Senator Horny. Have you any figures as to how much that would 
mean in a reduction of present revenue? 

Mr. Nixon. Yes, sir. 

Senator Hory. How much? 

Mr. Nixon. Excuse me, sir. That reduction that I have estimated, 
roughly, based on Secretary Snyder’s material presented to this com- 
mittee would reduce the total income by around $4 billion. 

Senator Miturkin. Revenue? 

Mr. Nrxon. Yes, sir; total revenue. 

Senator Horny. Under the present law? 

Mr. Nrxon. Yes, sir; under the proposed law. 

Senator Mitiikin. That figure is at complete variance with other 
calculations we have had on this subject. As I recall it 
of $100 amounts to over $2 billion. 

Mr. Nixon. Perhaps the difference arises from this: The figure that 
I gave would involve a necessary adjustment above these exemptions 
to take care of the larger-income families. In other words, it would 
require a change in the rate to not reduce their tax burden. But if 
you just remove from taxation the families underneath these minimum 
levels, the figure will be roughly $4 billion. I would not want to 
quarrel a million dollars one way or the other, but it is roughly $4 
billion. 

Senator Miuuikin. By tacreasing the exemption $100 in 1948, we 
removed over 7 million taxpayers from the Federal rolls 

Mr. Nixon. That is correct. 

Senator Mitiikin. And my memory is rather distinct that as of 
that time, a rough rule of thumb was that a hundred dollars exemption 
resulted in a loss of $2 billion of tax revenue. 

Mr. Nixon. I think you spread that figure all through the taxpayers 
and the figure, | imagine, was based on spreading the benefits of that 
exemption throughout the income-tax structure. 

Senator Miuuikin. If you do not do that, then you would take 
the lost revenue there and put it up above, is that correct? 

Mr. Nrxon. That is right. Actually what we did was to take 
table 7 in Mr. Snyder’s presentation—no, it is not 7, it is 6—which 
indicates the income in the various “‘gross income class’? groups, and 
made rough calculations. 

Senator WILLIAMs. Are you not proposing that these exemptions 
be given to all taxpayers? 

Mr. Nrxon. The exemptions be given to all taxpayers, but the 
benefit should come to those under these exemptions. In other words, 
as far as our total income tax is concerned you would make the 
necessary adjustment in the rate. It is an arithmetical question to 
decide how much do you have to adjust the rate in the upper brackets 
to not reduce their general tax burden, at the same time giving 
benefit to the low-income families of the proposed exemptions. 

Senator WitirAMs. But your proposal is that all married couples 
with four children get $4,700, for instance, no matter who they 
might be. 

Mr. Nixon. $3,700, sir; a married couple and two children. 

Senator Wiis. I said four. 

Mr. Nrxon. Yes, sir. 
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Senator Mruurkrx. Up and down the line? 

Mr. Nrxon. All the way up and down the line. I think you will find 
that the estimate of the loss of revenue, which was the question we 
started on here, would be around $4 billion, provided that you made 
the necessary arithmetical adjustments above the minimum level. 

Senator Hory. If you made no adjustment at all it would be 
$10 or $15 billion. 

Mr. Nrxon. Yes, sir. 

Senator Horny. You change the exemption from $600 to $1,700, and 
then run it all the way along, and proportionately to married couples, 
and you would probably lose $15 billion. 

Mr. Nrxon. I have not made that calculation, Senator Hoey, but 
I merely propose that the rates be arithmetically adjusted above the 
exemptions for the moment, not proposing any changes there, sir, in 
the general tax burden that they face. 

Senator Tarr. There must be some little difficulty about. this. 
This looks as if two could live as cheaply as one. It would be some- 
thing that would highly promote marriage. You save a thousand 
dollars a year by getting married apparently. 

Mr. Nixon. | can answer that. 

Senator Tarr. There are two single people, and at $1,700 each, 
if they live alone, it costs $3,400, but if they get married it costs $2,400. 

Mr. Nrxon. I do not know what your experience is, sir, but these 
do not challenge my experience. 

Senator Tarr. I think your figure for the single person must have 
been a little high, if the married is $2,400. 

Mr. Nrxon. Senator, you must remember, this is not my figure. 
This is the figure of the United States Treasury Department and the 
Bureau of Labor Statistics. 

Senator Tarr. You say that the Treasury Department has not 
paid much attention to it? Maybe they do not think it is quite right. 

Mr. Nixon. No, I do not think they do not think it is quite right. 
Maybe they think it is quite right, and maybe that is why they have 
not emphasized it. The documents on this constitute a very complete 
study, and this, | want to emphasize, is the type of thing that deserves 
the very close attention of this committee, because it has to do with 
what people eat, whether they have enough food, and whether they 
have enough medicine and enough clothing at the minimum levels of 
existence 

I was just trying to make the point that this is not a dream budget. 
On the clothing front, it provides the man of the house can provide 
one overcoat every 6}5 years and one topcoat every 10 years and buy 
five shirts a year and two pairs of shoes. 

His wife can buy one cotton street dress a year, and her wool dress 
has to last for 5 years. 

What I am trying to underline is that this is a modest evaluation 
of what an American family has to have if that family is going to meet 
a minimum standard of healthful existence. 

As I say again, it is not my calculation; it is the calculation worked 
out by the Department of Labor in a rather extensive study based on 
34 cities, which they revise from time to time, and an adaptation of it 
by the United States Treasury Department in material which they 
issued December 22, 1947. 
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That is the first point I wanted to make. The point is that accord- 
ing to careful Government Studies, to maintain the minimum standard 
of living, including no money for Federal income tax, the following 
annual incomes at April, 195] prices are needed: 

Single person, $1,700; married couple, $2,400; and a married couple 
with two children, $3,700. 

want to run rather quickly over some economic data that have to 
do with the actual distribution of income amongst the families of the 
country. 

First, how many American families enjoy this standard that I have 
described? The Joint Committee on the Economic Report, in a study 
they have recently issued, estimated that nearly three- uarters of the 
American population do not. arrive at this minimum Standard of liy- 
ing. There is a considerable amount of discussion as to what is a 
“middle income.” [ know the distinguished chairman has spoken 
frequently of the burdens of taxes on the middle incomes, 

I think it is extremely important for us to be very clear and concise 
about what the middle income is, Fortunately, this is not a subject 
for debate. It is a Statistical question which we can very precisely 
define. 

The last figure that We had in 1950 for American spending units, 
according to Federal] Reserve Board data, showed the middle income 
figure at $3,000. Their general practice is to divide family income 
groups into fifths. 

Senator WiLLAMs. Do ] understand that 75 percent of the people 
are below $3,000 now? 

Mr. Nixon. No, sir; 50 percent are below. That is the middle 
income. When you use “middle income,” and if you are really 
talking about middle income—and “middle” is an English word that 
has a precise meaning—the precise meaning is that 50 Percent of the 
families, or spending units, in 1950 got less than $3,000 and 50 per- 
cent got more than $3,000. 

Senator Hory. Does that apply to the family or the individual? 

Mr. Nixon. It is what the statisticians call an income spending 
unit, and it comprises both families and Single individuals who main- 
tain a single, Separate household. 

Senator Tarr. | cannot reconcile the figures. You have $3,000 a 
family on the average; you have 33,000,000 families, about, and that 
is $100 million. But the national income js from $225 billion to 
$250 billion. 

Now, in individual incomes, I think that your figures are out 
of date. That is my conception, 

Mr. Nixon. Sir, I have before me the very latest 1951 Survey of 
Consumer Finances, just issued by the Board of Governors of the 
Federal Reserve System. 

On page 4, they have income groups of spending units, and for 
1950, they have listed the median income, money income before 
taxes, and the median income for 1950 is $3,000. A median is a 
type of average which means that 50 percent are above and 50 percent 
are below. 

Senator Tarr, You have this peculiar difficulty, too, in making 
family incomes. You have nearly 60 million people working with 
only 35 million families. In other words, you have more than two 
workers in more than half of the families. That means, of course, 
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that when you try to get at this basis, vou have a tremendous diffi- 
culty of adjusting your taxes to meet the advantage enjoyed by 
family units which have two or three workers in a ‘family, and if 
you try to raise your whole standard to a point where every family 
with only one worker gets enough, then the families with two workers 
get nearly twice as much, or at least 65 or 75 percent more. 

In other words, you have all sorts of complications when you 
begin to try to figure family incomes and individual incomes and 
work it out on just exactly what each person should get and what 
is the living wage. What is the living wage for one family may not 
be a living wage for another family. It is according to where they 
are and how many workers they have in the family, and a lot of 
other circumstances. 

Mr. Nixon. Sir, I can understand the difficulty with regard to these 
data, and I certainly would not want to oversimplify them. But it is 
wrong to go to the other extent and not realize the tremendous general 
impact of these data. 

For example, you mentioned multiple-income families. That is 
reflected in the figures that I cited to you. That is not a single- 
income person. That is the spending unit. If the spending unit has 
three people earning in it, it would be reflected in here as a single 
family unit, and would find its place in the data very carefully pre- 
pared by the Federal Reserve Board. 

Another way to look at it, for example, is that we know what the 
average factory wage is as of now. It is around $65 a week. That is 
the average. There is just no debate about it. If a man gets 52 
weeks of work, which is frequently not the case, and is a single-income 
family, that man takes home around $3,300 a year. 

Now, I realize that these figures are shocking, and they are difficult 
to adjust to. There are two ways to adjust to them. One is to say 
that this city worker’s family budget which I have reflected in that 
chart is false, that it is exaggerated, that it is blown up, and that it has 
things in it that it should not have. 

On that, I think it is really bevond debate, because it is a very 
scientifically prepared study, and we can talk in great detail, if you 
wish to, about the content of that budget. 

No. 2 would be to say that the income data of the Federal Govern- 
ment, upon which we base all of our economic calculations, are false. 
Certainly there is room for some nice distinctions, and there is some 
room for some complexities, and they are complex. But the general 
impact of the data, it seems to me, is unavoidable, and that simply is 
that a vast proportion of American families are not getting the incomes 
which permit them to do anything more—and on the part of the large 
proportion, do less—than meet the minimum standard of existence. 

Senator Tarr. It follows, then, that we should not be giving money 
away to other nations who have a low standard of living, because we 
need it to raise our own, does it not? 

Mr. Nrxon. I would just like parenthetically at this point to say 
that while I feel strongly about the data that I am presenting, and 
| feel confident that it is carefully worked out, I would want even 
more to urge this committee to study it and be absolutely sure that 
when you put taxes upona worker’s family that is getting $3,300 a 
year, you know what you are doing to that worker. 
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Now, Mr. Magill’s testimony had a great deal of emphasis on the 
psychological aspects of the impact of tax burden. I am talking 
about physiological aspects, the question of eating, the basic question 
of maintaining a healthful existence. And I would really want to 
urge you to look carefully into this, because I think that the data are 
very troubling when we get into it. 

Senator WituiaMs. | notice that in 1948 you list the middle income 
average as being $2,840, and in 1949, $2,700. Has that been declining 
since that time? 

Mr. Nrxon. No, sir. Now it is $3,000. 

Senator WILLIAMs. Now it is $3,000. 

Mr. Nrxon. I have that table right before me. 

Senator WixiuiAms. I do not see it completed on that statement. 

Mr. Nixon. No. When I prepared this, the 1950 data were not 
available. It has come out since I completed the statement. But 
I do think that there is a lot of loose thinking about middle income. 
I know that when Secretary Snyder speaks about the lower end of the 
scale, he is talking about incomes of less than $5,000. That is rather 
unusual for the lower end of the scale, because according to his data, 
that covers 83 percent of all the taxpayers. And it is a very lopsided 
“tax level” that covers 83 percent of the taxpayers. 

I know that President Truman in his address to Congress made 
reference to $10,000 as the lower end of the seale. If you do that, 
then you are talking of only about 3 percent of the American taxpayers 
as above the lower level. 

So what [ am trying to urge your attention to is this really minimum 
standard of living and the actual middle income. 

Senator Tarr. How many automobiles are there on the road now 
in the United States? 

Mr. Nixon. I do not remember that figure exac lv. It seems to me 
it is 15 or 16 million. 

Senator Tarr. It is 40,000,000. 

Mr. Nixon. 40,000,000? 

Senator Tarr. More than there are families in the United States. 

Senator GEorGE. It is around 50 to 60 million. I think: 50.000.000. 
at least. Some families have two cars in the garage ? 

Mr. Nrxon. There may be that many automobiles, but that does 
not obviate the basic point about the standard of living of the people 

Senator Tarr. I do not know that there is much we can do about 
the average question. I think that there is a very serious low-income 
problem, but I do not believe it affects anything like the percentage 
of families that vou mentioned. 

In other words, I think you will find that much more than half of 
the families feel themselves reasonably well off and satisfied, and that 
the problem extends to a much smaller group of low-income families. 
That is my suggestion. I say that I believe that you will find that 
something like 80 percent of the families in the United States have 
automobiles today. 

Ir. Nrxon. They may have an automobile, but in many cases it is 
necessary for work. 

Senator Tarr. In some cases, but not many 

Mr. Nixon. And they have old automobiles. 

Senator Tarr. But most workers in cities can reach their work by 
public conveyance. I am not talking about the average. I think, 
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though, that it is a very difficult problem to analyze statistically, and 
I am not satisfied with any of the analyses so far worked out. 

Mr. Nrxon. It seems to me that while there may be a lot of auto- 
mobiles and a lot of people have automobiles—— 

Senator Tarr. There is not much that you can do about an average. 
That isa ea weige job. If you took away the income of everybody 
over $50,000 a year, you would not increase the average. 

Mr. Nrxon. That is true. 

Senator Tarr. You might be able to help the low-income group 
some, but you certainly are up against a real economic problem when 
you try to increase the average. And the average is about two and 
one-half times what it is in Great Britain, according to my figures. 
It is twice, anvway. 

Mr. Nixon. The problem is that we are now talking about addi- 
tional tax burdens on a worker with a wife and two kids who is getting 
$3,300 or $3,200 a year. He is paying $120 in direct taxes now. He 
is paying over $700 total taxes, direct and indirect, as I will point out, 
and we are talking about increasing it. That man is already at a 
point where he cannot meet the minimum budget that we have defined. 
He is scratching and scraping, cutting corners, not buying enough food, 
going without the dentist when he needs him, and so on, and you are 
down to bed rock, in terms of existence. 

These data are borne out by complementary data on the question of 
who has the savings. The Federal Reserve Survey of Consumer Fi- 
nances shows that at the top, 5,300,000 families hold 65 percent of the 
total liquid savings. At the bottom, 26,500,000 hold 1 percent. To 
put it another way, roughly 65 percent of the families and households 
in early 1951 either had no liquid assets or had liquid assets of less 
than $500. 

It has been brought to your attention, I know, the extensive cashing 
in of war bonds. There has been a tremendous amourt of dis-sav ing 
as the families in the middle- and lower-income brackets have not 
only not been able to save, but have been spending beyond income to 
try to make ends meet. 

According to this latest study, the top fifth, on the basis of income, 
alone accounted for 93 percent of net savings in 1948 and 131 percent 
in 1949, 131 percent because of dis-saving in the lower levels. 

Senator Wiriurams. You are familiar with Mr. Snyder’s testimony, 
I presume, where he recommended to this committee to disregard 
the House proposals and put a greater percentage of this tax increase 
on the lower-income tax brackets? 

Mr. Nrxon. Yes, I am. 

Senator Wrii1ams. What do you think of that statement? 

Mr. Nixon. I think it is completely wrong; and I cannot under- 
stand how they can make that statement in the face of their own study 
of budget needs. 

Senator Wituiams. He made that statement as a recommendation 
of the administration. 

Mr. Nixon. Yes, sir. When we started to emphasize this, we 
talked with Treasury representatives and other administration people, 
and asked them, first, to present these data to you. We asked them 
to tell you about the city workers’ family budget and to tell you 
about the minimum exemption levels that are required if you are 
going to put the Department of Labor minimum budget study to use. 
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We asked them just to present the data so that it could be used. 
Unfortunately, up to the present time, the data of the Government 
itself on these questions is not being presented to the Congress, and 
we are very disappointed about that, because we think that if they 
have made these studies—and they have, and they are serious and 
important studies—then the data ought to be given to you so that 
you can have a more precise basis for judging what you have to do 
when you consider increasing tax burdens on families in the low- and 
middle-income levels. 

Senator WiuuiaMs. Do you think it has been consistent with the 
policy of Mr. Snyder and administration representatives to place the 
income tax burden on the low-income levels? 

Mr. Nrxon. Speaking below these minimum levels that we have 
in mind, there can be no question about it, that their inclination has 
been steadily to increase the burden and not adequately to take into 
account the minimum income needs of the families. Actually, over 
in the House committee, it was a majority operation there which 
changed the impact of the income tax burden a little bit, so that it 
was a little less burdensome on the low-income levels. And vet 
when they come to present the position before you, they oppose that 
position. 

On principle, it seems to me it is significant. It is not inconsistent 
with what we, at least, think they have been doing in the past. 

Senator Wittrams. I remember particularly Mr. Snyder criticized 
the tax-reduction bill of the Eightieth Congress, and I think it was 
criticized somewhat by your organization, but that increased the 
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exemptions for the low-income brackets and it increased the exemp- 
tions for those over 65 and the blind. And I remember particularly 
that the committee got a lot of criticism for placing such a large per- 
centage of those benefits in the lower levels at that time, which is not 
at all consistent with the general policy 

I wonder if you agreed with me on that. 

Mr. Nixon. We certainly would not criticize that, because I have 
been appearing before this committee for 10 years, and we have never 
been here but that we have talked about raising the exemptions for the 
incomes at the lower levels. 

The CHarrMan. Proceed. 

Mr. Nixon. I have already made the point that the average factory 
worker today gets around $3,300 a year if he works 52 weeks. ‘That is 
including Overtipe. To achieve a minimum living standard required 
by the BLS budss et, he needs $3,550. If you add to that the $120 tax 
burden, that means $3,670. His income is $370 short. This means 
that he ad his family must now do without some food they need or 
some clothing or some medical care or some of all these items to meet 
daily expenses. 

In 1939, the income exemptions here were in general accord with 
what was required for minimum budget standards. We have tried to 


present in a chart here, which | think vou can barely see, the chang 
in the income exemptions and the amount that would be necessa: 
now in income exemptions to keep — at the 1939 lev ’ 


notice that we have had to change the chart. We 
bit. That ought to please some of you. = eco! 
remake the chart. We just changed the chart 
House and brought it over here. 
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But in each case, you see, we had to add several dollars to the 
amount that would be necessary now to adjust to 1939 levels because 
of the rise in the cost of living since we testified over in the House. 

There have been some very important studies, and I know Senator 
Taft is well acquainted with these, because they were presented to the 
Joint Committee on the Economic Report, showing the actual inci- 
dence of taxes—Federal, State, and local, direct and indirect—-on in- 
come levels. 

The average manufacturing worker with a wife and two children 
earning $3,300 a year today is paying a total tax burden now of more 
than $700. ‘The Administration’s proposal would increase this to 
nearly $800. H.R. 4473 would raise it to around $750. 

In terms of the proportionate incidence, we have the benefit of very 
careful studies showing the proportion of income in various income 
groups that is going to all these taxes put together. 

Under $1,000 in the income group is paving 23.6 percent of their 
income. Then it goes to 20.3 percent for $1,000 to $2,000, and so on, 
emphasizing the heavy burden that is already carried by low-income 
people. 

Senator MILLiKin. Pick out your own bracket so that we know what 
you are talking about. What would you call a low-income bracket? 

Mr. Nixon. A low-income bracket? 

Senator Minurkin. Yes. Pick it out, so that we do not get into 
this confusion that you speak of that comes from using the wrong 
word. So pick out a bracket. 

Mr. Nrxon. I think that my brackets are reflected in this chart, sir. 

Senator MiLuikin. You pick out any one of them. 

Mr. Nrxon. Four people? 

Senator Miiiikin. All right. Now take an income of $2,400. 

Mr. Nixon. That is two people. 

Senator Mr~iikixn. How much concealed taxes would the $2,400- 
Income bracket pay? 

Mr. Nixon. Let me pick it out for you. For a man and wife and 
two children getting $3,200 a year, talking about the present time, his 
Federal income tax is $220, his ssaaihiaueeetha tax is $49.50, the esti- 
mated Federal 

Senator Mintuikix. The social-security tax is, from one viewpoint 
a form of savings 

Mr. Nixon. | agree with that, sir. But it is an income problem. 
He has no choice about it. 

Senator Miiurkin. It is a form of investment that he makes, but 
nevertheless he has to take it out of his pocket. 

Mr. Nixon. Federal excise is $130, and other taxes—that includes 
State and local taxes—$420. 

Senator Miiiikin. How much concealed taxes? 

Mr. Nixon. The excises are largely concealed. 

Senator Tarr. He could not pay a lot of excise taxes unless he 
smoked and drank a lot? 

Mr. Nixon. He might not drink, sir. He might smoke, or go to a 
movie, or buv gasoline, or buy some drugs, or ride on a streetcar; 
all of those things. 

Senator MrLiikin. Let us get the concealed taxes, now. 

Mr. Nixon. Actually, the breakdown of this study is not exacttly 
on a concealed and unconcealed basis. 
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Senator Minurkin. I know that. But that is what I am driving 
at, the concealed taxes. 

Mr. Nixon. Out of the $719, on the basis of a rough calculation. 
at least $400 would be a concealed tax, at that income level. 

Senator MILLIKIN. Your firvure is not limited to direct payment of 
taxes? 

Mr. Nrxon. No, sir. 

Senator Byrp. What is that $420 item vou have in there? 

Mr. Nixon. This is the estimated total tax burden, Federal, state, 
and local. 

Senator Byrp. You have $420. 

Mr. NIXON. That is for the calculation of othe Laxes. Li includes 
State, city, and local taxes, and sales taxes. 

Senator Byrp. Would that be on the property that the taxpayer 
owns, or what kind of tax? 

Mr. NIXON. Sir, it would be. But at that levi t it would hot be a 
very important item, because we are now talking of a $3,300-income 
person. 

Senator MILLIKIN. It includes local excise and sales taxes? 

Mr. Nrxon. Yes. 

Senator Miniurkin. Admission taxes? 

Mr. Nrxon. Right. 

Senator Mintiikin. And various forms of transaction taxes? 

Mr. Nrxon. Yes, sir. 

Senator MILLIKIN. Those are direct, and easily measurable Now 
[ would like to get a clear answer as to whether your figures do or do 
not include all estimated indirect, or concealed, taxes 

Mr. Nixon. Yes; these figures do include that, sir. 

Senator Byrp. | wonder if you have not got a breakdown of this 
item of $420. 

Mr. Nrxon. I think we can give you some more detail on that, 
Senator Byrd. You understand that this is not, again, my calculation. 
This is a calculation made by a group at the University of Michigan 
presented to the joint group on the Economic Report 


Senator MiLLIKiIn. Now, out of the whole group that vou are 
presenting, how much is concealed taxes? 
Mr. Nixon. As I say, that breakdown is not precise here. I think 


| can vive vou a cood estimate ot it. My off-the -cull estimate would 
be around $400 out of this $719 is now concealed 

Senator Maui IKIN. Now, those concealed taxes come about through 
the imposition of taxes on higher brackets, do they not? 

Mr. Nixon. No. They come about through taxes that are passed 
on in various sorts of ways by manufacturers and retailers. 

Senator Mituikin. They reflect taxes like income taxes; they 
reflect the excise taxes of higher income brackets; they reflect corpora- 
tion taxes. They reflect the whole line of taxes imposed on the higher 
brackets, which conceal themselves in increased rentals, increased 
professional fees, and increased charges of all kinds; is that not 
correct? 

Mr. Nixon. They include all the taxes that it is estimated are 
passed on. 


Senator Mitirkin. So if you get rid of this burden in the lower 
brackets that vou are talking about, vou impose it on the higher 


brackets, which in turn come back as concealed taxes: is that not 
correct? 
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Mr. Nrxon. I think that you cannot generally say that all taxes on 
higher brackets have the same capacity to be passed on as others. 

Senator Mriurkin. I would not contend that. Some do and some 
do not. 

Mr. Nixon. Corporation profits taxes have a limited capacity to 
be passed on, and individual income taxes. 

Senator MriLuikin. But under your own figures, more than half are 
concealed taxes. 

Mr. Nrxon. Yes, sir, but— 

Senator Miiurkin. They must necessarily come, in the main part, 
from taxes imposed higher up the scale. 

Mr. Nrxon. Not exactly higher up the scale; at a different place in 
the scale. There are taxes imposed on the manufacturer, on the dis- 
tributor, on the retailer, and on the transportation man, who somehow 
or other can pass them along. 

Senator Miturkin. That is right. 

Mr. Nrxon. And it is possible to make an estimate of how much of 
this is actually passed along, and out of the income of $3,300 how much 
of it represents money paid for taxes. 

Senator Mriurkinx. But you would not disagree with the general 
proposition that as you increase your taxes in the higher brackets, you 
Increase the amount of concealed taxes that the lower-bracket people 
pay? 

Mr. Nrxon. I think that that is probably generally true, but I would 
want to pa that you certainly can increase taxes in higher 
brackets, corporate and individual income taxes, which cannot be 
passe a on, or not very easily passed on. 

Senator Mitirxrn. I would agree with you that generally, since we 
are talking generalities, some taxes pass on easily and some do not, « 
may take longer to pass on, than would occur on the first bounce. 

Mr. Nixon. That is right. 

Senator Mriurkin. But generally speaking, I am suggesting that 
you agree with me that as you increase taxes other places in the scale, 
they ultimately come back as concealed taxes on people in the lower 
part of the scale. 

Mr. Nrxon. Many of them do. 

Senator Mintuikin.—That is right. Thank you. 

Nixon. | just want very quickly, now, to summarize the con- 
clusions and some ultimate proposals. 

The first proposal is the obvious one, that the individual income-tax 
exemptions be increased to allow free of tax enough income for a 
minimum adequate living standard. The Treasury Department has 
made an argument for this, which I think bears reading: 

For the long run, it is regarded as essential to exempt amounts required to main- 
tain the individual and his family in health and efficiency. Apart from humani- 
tarian aspects, this view is based on certain practical social and economic con- 
siderations. Thus, it is held that taxing substandard living will result in lowered 
economic vitality in the community, lower revenues, and possibly result in higher 
Government expenditures for social repairs. 

Our conclusion is very simple, that the sacrifices involved in cutting 
the family consumptions down from a Cadillac scale of living to a Buick 
scale or even to a Chevrolet scale are not to be compared with the 
sacrifice involved in giving up a quart of milk a day or new shoes for 
the children or a much-needed visit to the doctor. Yet this is exactly 
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the kind of sacrifice which is imposed daily on low-income families 
by the present tax burden and which would be aggravated by the 
proposals for additional taxation in the low incomes. 

Senator Tarr. In that connection, it occurs to me ns the logic 
of your conclusion would be that if you had to spend, , half of the 
national income on taxes to pay for a great defense e ‘fort’ you would 
get everybody down to the same level. 

Mr. Nixon. I think that is right, Senator Taft, to the same income 
of not taking away the ability to have enough to eat for minimum 
health needs, and enough doctors’ care 

Senator Tarr. But as a practical matter, the amount of national 
income over and above this figure that you fix here probably is about 
half the total national income. So if you had to tax half of the 
income to pay for a defense effort, you would get everybody down to 
the $3,000 flat. In other words, you reac th the final socialistic coal of 
everybody's having exactly the same net income to live on; is that not 
it? 


Mr. Nixon. We have made an estimate in our statement as to what 


this would COS\. It would cost $7 billion to take off the excise takes 
on these low-income people and the individual income taxes. 
Senator TAFT. | think that is very low. I do not believe you can 


support that. 

Mr. Nixon. I would be glad to go into it with vou, because | worked 
itout. Ihave my work sheets. I just think that the data are pretty 
clear. If you want to say that it is $8 billion instead of $7 billion, 
that would not change the basic burden of the argument. 

Senator Minuixin. Mr. Chairman, I would like to ask that the 
witness submit the demonstration to Mr. Stam, because we have been 
going on entirely different assumptions here. 


l am interested in these burdens that taxes impose on lower 
income brackets. 1 do not accept your arguments, all of them, with 
hostility. | do not aces pt what you seem to clve as the conclusive 


character of some of your data. Those make for larg question marks 
in my mind. 

Mr. Nixon. You are speaking of the loss of revenue? 

Senator Minuikin. | am speaking of that, and also this additional 
Treasury data and supporting material behind it. That has never 
been, so far as | know, subj cted to ac lose and thorough congressional 
scrutiny. Perhaps the Congress is wrong in not having done it, but 
lam simply speaking of the ultimate facts so far as they are known to 
me. Those data have not received a careful rans calcles by the 
Congress. 

Mr. Nixon. I certainly think that it is constructive if you do 
look at it with a critical and careful view, as critical and careful as 
possible. I will submit a further memorandum on the loss of revenue 
estimated, which I want to make more clear to you. 

Senator Mr.irkrin. I wish you would. 

Senator Tarr. 1 want to make it plain that it seems to me that 
the theory you adopt is wrong, because it assumes a complete leveling 
of inconie; it climinates any possibility of graduation of income in 
accordance with the relative abilities of different people, beyond a 
certain point. 

While I dislike the tremendous burden of taxes, nevertheless I do 
not see how you are going to help the situation. If you 


are going 
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to maintain some response to the re ‘lative abilities of people, I do not 
see how you are going to help by lowering everybody’s income to the 
point where you want them to say, “This is absolutely sacred. Every- 
thing is to be paid down to here.” And if that tax is big enough, 
then everybody is equal in income. And you have leveled income 
completely. You have abandoned our whole theory of incomes, that 
are supposed to be, at least under this system, graduated in accord- 
ance with ability and education instead of other things that have 
been taking place in other lights. 

It seems to me that to adopt your theory necessarily involves the 
socialistic goal of absolute equality of incomes. So I question the 
underlying philosophy of your statement. 

Mr. cae Sir, | do not think that is where this would lead. I 
want to emphasize that the basis of it is to take something that can 
be studied and be said to be a minimum standard of living. Is there 
such a concept? Can you do it?) The Government says you can. 
Does it have validity? Then if you do that, isn’t that the last thing 
that vou impinge upon, the amount of minimum food that a family 
has, the amourt to see a doctor if they need to? 

Senator Tarr. There are no such absolute standards. You have 
hundreds of millions of people throughout the world, living far below 
the standard that you now regard as essential, and I think it.is highly 
desirable as a coal, | agree that it ought to be there. But I think 
that you have certain limitations if you are going to keep the country 
going on the basis on which it has been going, which has produced a 
general average two or three times that of anv other nation in the 
world, and I think that is partially due to this theory of graduated 
reward for increased or better effort or more ability. I do not think 
you can abandon that concept and keep up your average. That is 
the trouble with the socialist theory, it seems to me. 

Mr. Nixon. I am not preaching the socialist theory. 

Senator Tarr. I think your basic assumptions eventually lead to 
socialism. I do not see how you can get away from it. It leads to 
the theory of the equality ultimately of all income for all families or 
all individuals. 

Mr. Nrxon. The income data now show tremendous differences, 
and there is no way to get around it. If vou want to go beyond the 
data as a jury might, vou might come to a Mink Avenue and Cadillac 
Street in New York, and vou will see what I mean. There are dif- 
ferences. When vou are at the point of taking away food, clothing, 
shelter, and medical care for families, it seems to me that the burden 
of our argument is that that is the last thing vou should get at. 

As you say, sir, there should be from a public policy point of view 
a sacred level, and we think that this is important to the health of the 
country and the security and welfare of the country. 

Leaving aside the question of the definition of it, just as a general 
proposition, we would urge that. * seems to me that this committee 
has to have pretty well defined as it goes into this area of taxation, 
which I know has bothered every member of the committee, exactly 
what that level is and how far vou can go. 

Senator Tarr. Is not the point of view of your union a Socialist 
point of view? 


Mr. Nrxon. No, it is not. 
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Senator Tarr. The CIO says it has been a Communist-dominated 
union for a good many years. I do not insist on that fact, but cer- 
tainly its p hhilosophy is the Socialist theory. 

Mr. Nixon. No, that would not be right, because our position is a 
very clear one and a very limited one on these questions. If this tax 
testimony is Socialist, then that is all right. That is Socialist. But 
I do not think this is. I thmk it is quite a different thing to argue for 
a minimuna level of existence that should not be impinged on by the 
tax a. 

The CHarrmMan. Your whole statement, Mr. Nixon, will go in the 
record, and I see that vou have covered practically all of these points. 
But there is additional information asked for. If vou would bring it 
we would be glad to have it, 

Mr. Nixon. Very well, sir. 

(The prepared statement of Mr. Nixon is as follows: 


> 


STATEMENT OF Russ Nixon, UE WasuHIncton REPRESENTATIVE, BEFORI 
SENATE FINANCE COMMITTEE, ON 1951 Tax PRoposats, Juuty 9, 1951 


— statement is presented on behalf of the 300,000 workers represent 
the UERMWA in 1,000 electrical, radio and machine plants where UE is the 
bargaining agent. This UE position on tax policy reflects widespread discussion 
and deliberation amongst our members, in the annual UE national conventions, 
UE district conferences and UE local union meetings. 

The basic UE tax principle is simply stated: 

1. No taxes should be levied on American families whose income is not 
large enough to maintain living standards at minimum adequacy levels of 
health and efficiency. Existing taxes reducing incomes below such a level 
should be repealed. No taxes should be placed on family incomes already 
below a living wage 

2. The revenue lost by not taxing family incomes below living wage 
levels—estimated at $7 billion—can be replaced to the extent necessary, 
without causing real hardship, from sources of large income and wealth now 
escaping adequate taxation. 

The UE realizes that our proposal is opposed by a major propaganda and pressure 
campaign of large industrial and financial interests to put the burden of increased 
taxes on low-income families and to minimize the burde n of taxes on corporate 
profits, large individual incomes, and wealthy estates. This campaign, led by 
the Chamber of Commerce and the National Association of Manufacturers, is 
echoed in the press generally. It aims at a Federal sales tax, the lowering of 
individual exemptions, and further increases in income tax rates on low incomes. 
These proposals would aggravate existing poverty for the 45 percent of low-and 
middle-income families now receiving less than a living wage. They would drive 
millions of middle-income families now on the border line down into substandard 
existence. 
1. WHAT IS A LIVING WAGE? 

In spelling out the UE proposal, the first consideration is: How much does a 
family need to have a minimum adequate living standard? Fortunately, Govern- 
ment sources furnish roughly adequate objective answers to this question. 

The Treasury De ‘partment has assembled the basic information on this question 
in a study ealled “Individual Income Tax Exemptions.’”’ It was published in 
December 1947 but has received little attention and no emphasis by the Treasury 
Department itself. The Treasury study indicates that American families need 
the following amounts of inecome—at April 1951 prices—to provide a ‘‘necessary 
minimum” of goods and services for health and efficiency: 


Single person ‘ $1, 700 
Married couple 2. 400 
Married couple with 1 child 3, 100 
Married couple with 2 children 3, 700 
Married couple with 3 children , 200 
Married couple with 4 children , 700 
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’ These estimates are based on the Bureau of Labor Statistics’ City Workers’ 


Family Budget, which was adjusted by the Treasury Department for different 
sizes of family, and which we have adjusted to April 1951 price levels by means 
of the BLS Consumers’ Price Index.! The budget amounts estimated above do 
not include any allowance for Federal income tax. 

The standard of living provided by these estimates based on the BLS budget, 
is extremely modest. For a single person, for example, the estimate is $1,700, 
excluding Federal income tax. The Industrial Welfare Commission of California 
estimated that in October 1950, when prices were lower than now, a single working 
woman needed at least $1,750 per vear excluding all direct taxes. That budget in 
April 1951 would cost $1,850. The New York State Department of Labor esti- 
mated that a working woman living with her family in September 1950 needed 
$1,900 excluding direct taxes. That would cost over $2,000 in April 1951.2 

The BLS family budget is not a “luxury” budget. It is far below that we 
consider “‘the American standard of living.’”’ It is approximately $450 (for a 
four-person family) less than the budget estimated by the Heller Committee for 

tesearch in Social Economies, University of California, as necessary for a “‘health- 
ful and reasonably comfortable living.”” In important respects, it is even lower 
than average consumption in depression years, especially of foods: 


BLS food budget versus United States per capita consumption 








— Consumption per capita ! 
BLS budget Actual os 
; United + 
allowance 4 ’ 
asset States | 
per person 1935-39 | 1947 1950 
| ¢ 
Meat, poultry, fish. -........-- pounds 116 | 157 194 | 187 
Eggs number 256 298 | 379 | 395 
Fluid milk and cream ‘ pounds 320 | 340 | 398 | 3R5 
Fresh vegetables......---..- sieeiedel 121 | 235 | 252 | 253 
BEIT esas : ; ; ae 45 | 97 91 | 97 
| 
| 


1U. 8. Department of Agriculture, National Food Situation, April-June 1951. 


There is nothing luxurious about the clothing budget. The man of the house 
could buy one overcoat every 6% vears, one topcoat every 10 years. He could 
buy five shirts a year, and two pairs of shoes. His wife could buy one cotton 
street dress a year; her wool dress would have to last her 5 years. 

In the medical care department, the family could each go three times a year 
to the doctor, and each could receive one visit from the doctor at home. 

The family could buy one low-priced car every 15 or 16 years. In this car, 
they could drive to 19 movies during the year and to four baseball games (or other 
sports events, plays or concerts). 

This family would be allowed one newspaper a day. It could buy a magazine 
once a week for 32 weeks of the year. For serious reading, it would have to go 
to the public library: the budget allows only one book per year! It would have 
to get along with the same radio for 9 years. 

This family could not have a telephone in its home, but would be allowed to 
make three local phone calls a week. It could write one letter a week. It could 
have such standard appliances as a cook stove, refrigerator, washing machine, 
iron, sewing machine, vacuum cleaner, etc., if it could find a way to finance them 
on terms extending to 17 vears for the stove, refrigerator and vacuum cleaner and 
up to 100 years for the iron and sewing machine. The alternative is to share such 
items with other families, where possible. 

1 The BLS Consumers’ Price Index has been used in this instance only to make the estimates for April 
1951 comparable to the estimates in the Treasury Department study, which are for September 1947. It 
should be understood that the BLS Consumers’ Price Index does not measure changes in workers’ living 
costs, though it is commonly misused as a cost-of-living index. A thorough, carefully documented study 
made by the UE this year indicates that the BLS index reflected only 70 percent of the increase in workers’ 
living costs from 1939 to January 1951. (See The Facts About High Living Costs, UE Publication 198, 
June 1951.) 

2 Source: Department of Labor, Facts on Women Workers, February 28 and March 31, 1951. 


i 
i 
: 
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To repeat: according to careful Government studies, to maintain such a 
limited “necessary minimum” standard of living, including no money for Federal 
income tax, the following annual incomes at April 1951 prices are needed: 


NN i i ali wien se ne <i wc he TOO 
Married couple__--- --- Se ete ; ee a se nah a 2, 400 
Married couple and 2 children____-- Seana ces ; a= 400 


The UE says—no taxes should be levied to reduce families below such a mini- 
mum standard. 


Il. HOW MANY AMERICAN FAMILIES ENJOY A LIVING WAGE? 


It is a shocking fact—and one we easily overlook because its implications are 
unpleasant—that the modest living standard just described is out of reach of 
nearly three-fourths of the United States population, according to the estimates 
of the staff of the Joint Committee on the Economic Report (8. Rept. No. 210, 
April 2, 1951, p. 48). 

It is a monstrous misrepresentation to contend that workers and other low- 
income people have excess purchasing power, which must be drained off to prevent 
inflation. This false reference to labor’s excess purchasing power is carefully 
propagated by the big industrial and financial interests and unfortunately par- 
roted by too many Government spokesmen wanting to put the burden of new 
taxes on low incomes. There can be no excess purchasing power among people 
who are suffering substandard existence. 

In 1948, considered to have been one of the most prosperous years in our 
history, 538 percent of American families got less than $3,000 (Joint Committee 
on the Economic Report, Materials on the Problem of Low-Income Families, 
November 9, 1949, p. 9). One-third of families got less than $2,000. 

The staff of the Joint Committee on the Economic Report observed that the 
1948 income data “indicate that a surprisingly large number of families fall short 
of full participation in American prosperity, even in years of full employment”’ 
(Joint Economie Report, S. Rept. 1843, June 16, 1950, p. 39). This is no less 
true today. 

How can anyone, after studying these figures, seriously talk about ‘excess 
purchasing power”’ in the low-income brackets? 

However, the argument of the big financial and industrial interests is sup- 


i 


ported by Government officials whose own statistics refute them. The Wage 
Stabilization Board, for example, has put forward the argument that workers 
have “excess purchasing power’’ as the main justification for both wage control 
and more taxes from low incomes. (See WSB Policy Statement, Dec. 18, 1950, 
telease FSA—-GPR-18.) 

The Secretary of the Treasury and the Council of Economie Advisers join in- 
dustry and financial spokesmen in declaring that people in the middle and lower 


income brackets have the bulk of total income and therefore should pay the bulk 
of taxes. (See, for example, Secretary Snyder’s statement before the House 
Ways and Means Committee, February 5, 1951, p. 11; January 1951 economie 
report of the President, p. 104.) But the Census Bureau data already cited, and 
the data from the annual Federal Reserve Survey of Consumer Finances which I 
am about to cite, show that people actually in the middle and lower brackets not 
only do not have enough to live on but do not have the buik of income even whe 
all their incomes are added together. 

Clearly, to tax families at these low-income levels is not the way to stop infla- 
tion, but rather weakens our country by creating poverty conditions of life for 
millions of families. 


hn 


III WHO DOES GET THE INCOME? 


In 1948 and 1949—latest vears for which detailed Federal Reserve Board data 
are available—the three-fifths (60 percent) of far 
middle and lower income groups received only 32 
come, 

The middle income in 1948 was $2,840; in 1949, $2,700. In a relatively pros- 
perous year, 1948, the lowest fifth of families and households had a typical in- 
come of $860. The next highest group had a typical income of $2,000. Incomes 
averaged even lower in 1949 due to the recession. 

When incomes are divided into dollar brackets instead of into fifths, the result 
is essentially the same. Families and households with incomes under $3,000 
more than 50 percent of all families and households—got about 25 percent of total 


nilies and households in the 
percent of total personal in- 
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personal income in 1948. If the definition of middle incomes is stretched up to 
$4,000—which takes in 73 percent of all families and households in 1948—the 
total share of income received by middle and lower incomes in 1948 was 45 per- 
cent. 

hese estimates from the Federal Reserve Survey of Consumer Finances refute 
ts of the Chamber of Commerce, the National Association of Manufac- 
turers, Secretary Snyder, the Council of Economie Advisers and others, that the 
bulk of taxable income, or any other kind of income, is “in the lower end of the 
scale’? (Secretary Snyder's statement to House Ways and Means Committee, 
February 5, 1951, p. 11 
e his statement, Secretary Snvder stretches the definition of ‘“‘lower end 








to include incomes up to $5,000 By his own estimates, this defini- 

the lower end of the scale’’ 83 percent of all taxpayers in 1951. If 

‘the seale’’ is thus definited to include all but the highest 17 percent 
of incomes, there is no such thing as a middle income. 

By more accurate definition of ‘lower end of the seale,’’ Secretary Snvder’s 
own data show that the 46 percent of Federal income taxpavers with incomes under 
$3,000 will have onlv 22 percent of estimated taxable personal income in 1951 

At the other end of the seale, the 17 percent of taxpavers with incomes above 


$5,000 will have an estimated 42 percent of that income. 


I\ WHO HAS THE LIQUID ASSETS? 


\nother riatio n the argument that low-income people have excess pur- 
chas ower is the claim that they have accumulated large savings and other 
liquid assets which the Vv are free to spend as they choose’ President's tax mes 
age, February 2, 1951). This argument, even for those who approach the anti- 

i fight on the basis of the simple purchasing power ‘‘demand pull” on 
prices, doesn’t stand up when we look at the official estimates of who has the 
liquid assets the wealth that can be spent. 

The latest Federal Reserve Survey of Consumer Finances shows that ‘‘at the 

yp, 5.8 million families hold 65 percent of total liquid savings. At the bottom, 
26.5 million hold 1 percent. This, taken in conjunction witn survey figures on 
neome, suggests that the big market for high-priced goods is concentrated in 


relatively few families’? (U. S. News and World Report, June 29, 1951 
The 1951 Federal Reserve Survey of Consumer Finances reports that 28 per 
cent of all consumer spending units had no liquid assets in early 1951. Another 
30 percent of families and households had liquid assets of less than $500. Thus, 
roughly 60 percent of families and households in early 1951 either had no liquid 
assets or had liquid assets of less than $500 (Federal Reserve Bulletin, June 1951 
The amount.of liquid assets held in early 1951 by an average family in the 


middle- and low-income brackets was verv small, as the following tabulation shows 


liq 
Income bracket: 1sset 

| der S1.000 () 
51,000 to $2,000 $30 
$2,000 to $3,000 190 
$3,000 to $4.000 250 
$4,000 to $5,000 2 530 

The wer half of families, by income, had only one-fourth of total liquid assets 
’ l a 

The middle holding of liquid assets in early 1951, for families which had suc} 


assets, was $710—the Jowest figure in anv survey since World War II For all 





i eT lian W S300—the same as 1949, but well below 1947 and 1948 
The de ne reflects what happened during this period: living costs rose steadily; 
vO ‘families cashed bonds and drew on savings accounts, not from choice but 
np make ends meet. High living costs and medical expenses are cited as 
en frequent cause for using up savings (Federal Reserve Bulletin, June 
1951 


The staff of the Joint Committee on the Economie Report pointed out last vear 
hat 11 million families disposed of all the Government bonds they owned in the 
three relatively prosperous years from 1946 to 1949 (Joint Economie Report 
S. Rept. 1843, June 1950, p. 42 

yple have gone on cashing bonds right through 1950 and 1951 to date. At 
rt of 1950, 43.5 percent of E bonds issued since 1940 had been cashed; by 
March 31, 1951, despite strenuous Treasury efforts to increase sales, 47 percent 





4 
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had been cashed (Treasury Department release, United States Savings bonds 
issued and redeemed). Sixteen percent of E bonds bought in 1950 were cashed 
that same vear. 

A letter in the Washington Post financial column, February 14, 1951, describes 
the situation in its essence: 

“Sixty to seventy percent of the working families today have an overhead 
which is greater than their wages. The cost of living is so great that when troul 


or sickness or accident occurs, there is no alternative but to ca bonds 
Federal Security Administrator Ewing has pointed out that only 1 out of 5 
families can meet the cost of serious illness without outside help For half the 


population, in families earning $3,000 a vear or $60 a week or less, anything re- 
motely approaching adequate medical care is out of the question 

In 1950, 51 percent of all families and households which cashed bonds or other 
liquid assets cid so to meet medical expenses, One-third cashed them to buv foo ;. 
clothing, and other cost-of-living essentials. Twenty-eight percent used them for 
such expenses as repairs to house and automobile, farm operating expenses, educa- 
tion and taxes (Federal Reserve Bulletin, June 1951 


For these reasons, families in the middle- and lower-income brackets have beer 





able to save little or no money in recent vears In 1948 and 1! c ! 
two-fifths spent, on balance, much more than thev got in wages ar r Income 
For the Nation as a whole, only the upper two-fifths saved apprecial The top 
fifth alone accounted for 97 percent of net SAVING in 194S a | >| percent I 1949 
Much of this saving, it has been pointed out, has been in the form of corporate 
stocks and tax-exempt State and municipal bonds (January 1950 Econot 


Re port of the President, p. 17 f 
Hereafter, in talking about ‘‘exeess purchasing power,” it would be well t 


recall this statement from the Julv 1950 Economie Report of the President (p. 75 
“The distribution of liquid assets is highly concentrated in the upper incom¢ 
groups. The upper 20 percent of families, in terms of annual income, owned 


54 percent of bank deposits and Government bonds in early 1949. 

This concentration of liquid assets among higher income groups does not 
provide as accessible a reservoir of purchasing power as if they were more 
broadly distributed.” 

The surge of so-called scare buy ing since Korea has not come fro1 low-income 
people, who could not indulge in such buying even if they wished. In the first 
place, they don’t have the money. In the second place, the various Governme! 
measures to freeze wage rates, raise taxes, and curb il all it bu g | 
further diminished the already inadequate buying power of most people. 

The 1951 Federal Reserve Survey of Consumer Finances confirms that this 
buying has been done by the relatively well-to-do who drew on savings for the 
purpose. The survey declares that the ‘‘widespread reduction in large holdings 
probably reflects the surge of buying and investment that took place following 
the outbreak of fighting in Korea”’ (Federal Reserve Bulletin, June 1951 

The bare or below living-wage income families have no rich store of savings to 
cushion their low incomes. The \ have no hidden excess purchasing powel 
Taxes on these levels can only compound poverty. 





V. WHO DOES THE SPENDING? 


\ third variation on the argument that low-income people have excess purchas- 
ing power, which must be taxed away, is the assumption that workers and other 
low-income groups not only have too much money but that they also spend it 
This leads a major spokesman of the industrial and financial community, W. 
Randolph Burgess, chairman of the executive committee of the National City 
Bank, to argue that we must ‘‘discourage spending—we should tax spending and 
not production” (address to New York State Chamber of Commerce, November 
2, 1950). The same position is taken by the Wage Stabilization Board and is 
learly implied throughout the January 1951 Economie Report 
and his Council of Economie Advisers. This leads the Council to conelude that 
“by far the largest part of the additional revenue must come from the middle 
and lower tax brackets’? (p. 104 

The FRB surveys demonstrate what we ought already to know: that the middl 
and low incomes, having the smaller share of income and savings, could not 
possibly do the major share of spending. In fact, the lower 60 percent families 
and households accounted for less than 40 percent of expenditures for all goods 
and services in 1948 and 1949. 


P 4} } 
OL the President 
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Estimates presented to the Joint Committee on the Economie Report in 
January 1951 indicate that families and households with incomes under $3,000 
accounted for only 30 percent of consumer expenditures in 1950. They accounted 
for about 31 percent of total retail sales, but only 26 percent of sales of durable 
goods (Joint Economie Report, 5. Rept. 210, April 2, 1951, p. 52). 

As already indicated, low-income families have no excess purchasing power. 
They spent their incomes up to the hilt for cost-of-living necessities, and then 
drew on savings and credit when their incomes ran out. The lower fifth spent 
22 percent more than its income in 1948, and 39 percent more than its income in 
1949, on items like food, clothing, housing, medical care, etc. The second fifth 
spent 90 percent of its income for these items. 

In the light of these facts—which are set forth in appendix B of the January 
1951 Economic Report of the President—it is fantastic to read the Council of 
Economic Advisers’ statement that the American people as a whole must reduce 
their living standards and can easily do so. The Council says at page 82: 


“Economies have not been wrecked because the people decided to do with 
fewer new pleasure cars and elaborate mechanical amusements, or wear their 
topcoats for longer or get healthier by eating less * * * we must stop 
eating so much cake * * *,” 


But at page 223 in appendix B, the Council report admits: 
] PI I 


‘There are still large numbers of families in the United States with small 
or inadequate incomes * * * allowing for Federal income taxes, the 
proportion of spending units below $3,000 is raised to 59 percent.” 


VI. WHO PAYS THE TAXES? 


What I have demonstrated so far is that people with middle incomes are just 
barely able to keep their heads above water, in terms of maintaining a minimum 
adequate living standard; while some 45 percent of American families, of all sizes, 
are suffering a substandard existence because they cannot afford that minimum. 
They do not have the income; they have used up past savings; they therefore 
cannot spend as they should to maintain a living standard of health and efficiency. 

Furthermore, the aggregate income, saving and spending of all families from the 
middle down, the lower three-fifths of families and households—account for only 
one-third of the Nation’s income and saving and for less than 40 percent of total 
spending. Let me emphasize that the highest income in the middle group—the 
third fifth—was only $3,200 in 1949 (January 1951 economic report of the Presi- 
dent, p. 149). We are not talking about people with incomes of $10,000, as the 
President did in his February 2, 1951, tax message. In 1947, 1948, and 1949, 
only 3 pereent of American families and households enjoyed that much income, 
according to the FRB surveys. 

Now we come to the heart of the problem, from the point of view of tax policy. 
These incomes are already inadequate to maintain a minimum adequate living 
standard, whose estimated cost does not include Federal income tax. When you 
add present Federal income taxes to the cost of the minimum adequate budget 
those incomes are even more inadequate. And now you are faced with proposals 
to add even more Federal income taxes—and excise taxes and general sales taxes 
on those low incomes. 

Let us take a very representative case: a manufacturing worker with wife ar 
two children, who is earning the average weekly wage of $64 (as of April 1951 
His annual income at this rate is about $3,300—if he works 52 weeks. To achiev: 
the minimum living standard provided by the BLS budget, however, he needs 
$3,550, as we have already seen. But this doesn’t include his Federal income ta 
which is now $120. So he actually needs a total income of $3,670 today. H 
income is $370 short. This means he and his family must now do without some 
food they need or some clothing or some medical care or some of all of these items 

The least you can do in such a situation is to relieve that family of paying $120 
in Federal income taxes. Instead, the administration initially proposed to ra 
the Federal income tax for that family to $144, and to increase that family 
living costs still further by higher excise taxes on common consumption items lik 
beer, cigarettes, transportation, and recreation. This is the exact opposite of 
constructive tax policy which must put first and foremost the health, efficienc) 
and general welfare of the American people. 
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The NAM and the Chamber of Commerce propose to do much worse: to reduce 
that family’s exemption from $2,400 to $2,000, to increase its tax rate, and to add 
a Federal sales tax to its cost of living. 

H. R, 4473 is not as severe as the initial administration proposals, but its impact 
on this average manufacturing worker and his family will still be adverse. His 
Federal income tax will be raised from $120 to $135, and he will still have to pay 
more for beer and cigarettes, for running his car, and for household operation. , 

In the matter of Federal income-tax policy, we have moved backward instead of 
forward. In 1939, incomes under $5,000 paid less than 10 percent of Federal in- 
come taxes. In 1951, they will pay close to 40 percent (Secretary Snyder’s state- 
ment, table 12). In 1939, the exemption from Federal income tax provided a 
family with sufficient income to maintain a decent living standard. For a family 
of four, the exemption amounted to $3,300. Today it would take $5,950 to pro- 
vide the same exemption in terms of purchasing power: 


Individual income-tax exemptions: 1939 and now 





Exemptions 
Size of family 
139 Present * 
Single person ‘ oe $1, 000 $600 $1. 860 
Married coupk : 2 500 1, 20K 4 650 
Family of 4 aa 300 400 6. 150 
Source: Treasury Department staff study, Individual Income Tax Exempt s, December 1947, chart 3 


adjusted to April 1951 prices by BLS Consumers’ Price Index 

Above all, present exemptions are grossly inadequate compared with the budget 
requirements we have cited, as the next table shows. Such exemptions mean 
lowering by taxation the standard of living of families already at or below minimum 
health and efficiency levels: 


Present individual income-tax exemptions and minimum budget requirements 


( BLS and Heller 
iget AT 51 
. Present gros 
Size of family : pt 
exemptior 
N u He h 
sLS Hell 
Single person $675 + A $1, 900 
Married couple 1, $25 2, 400 2, 700 
Family of 4 “ 2 67 700 1 150 


Source: Treasury staff study cited above. 


How much taxes does a worker pay? We have already included social sect 
and all other taxes in the estimated cost of the BLS budget. But it is important 
to note the total burden of taxes—direct and indireet—on the average worker. 
For the average manufacturing worker with wife and two children, earning $3,300 
a year, the estimated total tax burden today is more than $700. The adminis- 
tration’s proposals would boost this to nearly $800. The proposals of the NAM 
and Chamber of Commerce would increase this tax load far beyond the adminis- 
tration’s proposed increase. H. R. 4473 would raise it to around $750. 


ITItv 











600 REVENUE ACT OF 1951 


Estimate of tota fax burder Fede ral, State . lacal on worke with wife and 2 children 


and $3,500 gross income 





Present tion pro- H. R. 447 


} $120. 00 $144. 00 $ ” 
14. 50 419. 50 10. 0 
30. OO 175. OO LAO. OO 

( rt $20). Of $20. Of 120. 00 
“14 { 7h 4) 1 


R. A.M econon epartment, U1 Mic! rest 
tal 4 ev. Jar ) 
- 3 rto H \ iM tee, Fet ) 
| impact of all taxes, Federal, State, and loeal, direct and indirect, has bee 
‘ ‘ tudied | several economists both before and since the war ) 
‘ s of { west and mos “areful estimates bv Prof Richard \ Musgrave 
of the University of Michigan, as the table below illustrates, the proportion of 
( ing for taxes at lowest income levels is verv high, equals that for mu 
i comes covering up to 95 percent of all taxpavers, and only in the top 


percent ass is there even a limited application of the abilitv-to-pay principle 


| ivments as | 
‘ Icom 
ly 
1U3S ) HAN 
I < uy Is. 0 a). ¢ 
$2 17 ) 
$2,0 . 17.4 21 
> 4K 7.7 Q 
S4 (0K S51M 18. 2 2 
& 7 l 7 2 
\ A 2 24 
S s NI \ N Who p ‘ Xes 4 1 figures cited I 
I 1 \ I Kenyon E. | e, Prentice-Ha HI » S82. 1948: I 
AN ‘ The | hi f Tax Pay ntsby li e Grouy 1 1948, to be publist 
\ M | i to Joint ¢ nittes Economic Report 
The facts are startling in view of widespread propaganda to the contrar 


They underline the urgency of applying the basic UE tax rpinciple: No taxes 
should be lievied on American families whose income is not large enough to ma 


tain living standards at minimum adequacy levels of health and decency 


VII. UE Tax Proposats 


Uk’s specific proposals are guides to eliminating Federal taxes which cut doy 
he living standards of Americans whose income is not more than sufficient for a 
mu adequate existen 


Le first UE proposal is that individual income-tax exemptions be increas 
o allow, free of tax, enough income for a minimum adequate living standar 
} + 

{ 


The argument for sue a step is unanswerable from an economic, social, and 


manitarian point of view. The Treasury Department study on Individual 
Income Tax Exemptions cites this argument 
For the long run, it is regarded as essential to exempt amounts required 
maintain the individual and his family in health and efficiency. Apar 
from humanitarian aspects, this view is based on certain practical social a 
economic considerations. Thus, it is held that taxing substandard liv 
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will result in lowered economic vitality in the eco ! nit | 





and possibly result in higher Government expenditures for social repair 
The study notes further: 
“Tn this view, ability to pay does not commenee until a point is rea | 
the income scale where the minimum means of lift ive | n obtained.”’ 
Anticipating the argument that exemption of low incomes p nore ta nm 
the rich, and that this reduces incentive, the Treasury study notes tha he 
sacrifice involved in going without certain necessitie not isceptible of measul 
ment or comparison.’ In other words, the sacrifice involved eutt fa 
consumption down from a Cadillae seale of living to a B ’ ‘ 
Chevrolet sea e, is not to be compare 1 with the sacrifice vo I \ yr il Aa 
quart of milk a day, or new shoes for the children, or a muel eded it to 
doctor. ‘Yet that is precisely the kind of sacrifice which is imposed dai 
income families by the present tax burden and which w i Lvat 
proposals for additional taxation on low incomes. 
In line with the budget requirements we have noted, exempt 
as close as possible to the following amount put in ro umbers for adr 


istrative convenience: 


Single person 
Married couple 2, 400 
Dependent 





650 
This would provide an exemption of $3,700 for a fa fo Upward 
adjustments in the tax rates on incomes above these proposed ( ) 
should be applied to compensate for the effeet of the ( 
ing their tax HNabilities. Also similar upward a be ro 
calculated to compensate for tax savings in the higher bra ‘ VA 
of certain excise taxes to lift the tax burden on low ineor 
Adoption of the UE exe miption schedule, t Is ¢ Imated ) lt reduce Fe t 
income-tax returns by roughly $3,250,000.000 under the present law and 1 \ 
$4,000,000,000 on the basis of the proposed H. R. 4473 ra | 
are based on data presented by Secretary Snyder to this « 
prospective revenue from each income class under presé L br i 
income-tax rates for the calendar year 1951. 
Estimated annual dist hution of ncome fo nad I } ‘ 
present and H. R 44 > rate “s ind estimated eff i of / ( - 
tion proposals : 
M 
Adjust ' 
. Hi | 
an ? 
< WM) Lo $2.00 S42 
33,000 TO 54.000 s 
“4 OW) to 35.000 
8. G8 
Datay ‘ ed to House Wa nd M ( I ~ 
hls 19 
Rate i l a be a l pw iT t offs x 
To prevent income taxes from aggravating or creating substandard 9 
conditions would reduce the tax revenue roughtly 34,000,000,000 below 
Treasiry proposals. 
2. UE also urges you to remove Federal excise taxes on common consumption 
items like beer, cigarettes, transportation, and household appliances. ' Here 
again, the revenue loss, which UE estimates at roughly $3 billion, is small com- 


pared with the benefits to living standards. Above all no new sales taxes, general 


iL 


or specific, should be lev ied on common consumption it ms. 
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3. Close loopholes—tax profits and wealth: If $7 billion in revenue is given 
up by these two proposals, there are alternative sources of revenue which can be 
tapped without lowering living standards. 

The UE does not know how much finally will be set as the amount to be raised 
by taxes in 1951. Our main emphasis is on what this committee should not do; 
i. e., it should not force families below minimum standards of living by taxes. 
The following suggestions of alternative sources of income are presented to 
demonstrate two points: 

i) Elimination of poverty creating taxes does not necessarily mean reduc- 
ing actual tax revenue; 

ii) Any alternative source of tax revenue is more desirable than taxes 
which force American families not to eat enough, to be ill clad, and not to 
see the doctor when need be. Such are the real choices before this committee. 


Profits 


Corporations took in an estimated $41 billion in profits in 1950. After taxes, 
they had $23 billion, or double their profits in 1944 which was a bonanza profits 
year. Corporations could pay an additional $12 billion in taxes on 1950 profits, 
on top of the $18 billion they are now paying, and still enjoy profits after taxes 
equal to the lushest year of World War II. 

In 1951, Seeretary Snyder estimates, corporations will take in $45 billion in 
profits. Under the present law, according to Treasury estimates, they will have 
an estimated $21.5 billion after taxes, $4 billion more than the average for 1946-49 
which Secretary Snyder has called ‘‘a period of unusual and sustained prosperity” 
(testimony to Senate Finance Committee, June 28, 1951, tables 13-14) 

H. R. 4473 would raise corporate taxes by $3 billion. But by holding profits 
after taxes to the 1944 level, and additional $8 billion could be raised from corpora- 
tion profits. Can you justify not taking additional taxes from such profits, when 
then alternative means taking food from children? 

Income splitting, withholding tar on dividends 

Or take wealthy married couples in the upper income brackets who split their 
incomes and thus pay substantially lower taxes. Secretary Snyder has pointed 
such couples will pay “substantially less’? tax than they did during 
World War II, even after the admi: istration’s proposed 4-point increase in rates, 


At the $25,000 level, where, as he pointed out in earlier testimony, “‘income 
splitting gives about the largest relative advantage,’”’ the saving is now $3,400 
under the World War II tax for a family of four, and would still be $2,500 with the 
new proposed rates. 

La ir, stockholders failed to report some $1 billion in dividends \ wit! 
he lin tax on dividends, similar to that on wa es, ube close this TAX-eSCAD 
route and increase revenue $250,000,000 a vear This step alone would rais 
more than four times the income that would be lost bv ending all income taxes 
on incomes less than $1,000. E 

At least S2 billion more could be raised by elimininating income splitting and 
by rigid enforcement of the existing tax schedules. Here, again, the questio 
must be asked: Can you justify such saving for those who are not in need, if 
means keeping oth rs in dire need? 

Ar ( l amortization for corporations 

Or take the provision for accelerated amortization of defense facilities whic! 
was enacted in 1950 Certificates of necessity have already been granted for 
fac tie va ed at Mf 7 hillior Defense Production Administratior release 65, 
June 18, 1951] In 6 months, the total approved is almost equal to the $7.3 
billion approved during 4 years of World War II. The House Committ ol 
Expenditures in the Executive Departments calls the program ‘‘the ait 


oun anza that ever came down the Government pipe,’ and declares its adminis 
te) and detrimental to the public interest’? (IT. Re pt. 504, 


tr: } been “unsound 
M: 


ay 28, 1951) 
Interior Secretary Chapman has estimated that the short-term revenue loss to 


the Treasury could be as large as $13 billion, money which will be made up now 


by higher taxes on workers and other low-income groups. Even in the long run, 
after renegotiation, the program at its present stage will cost $6.5 billion to $9 
billion aby Secretary Chapman’s estimates. That means roughly $1.3 billion to 
$1.8 b 1 per vear, spread over the next 5 vears 


The corpor: sitions which are getting this treme ndous tax concession are by and 
large the same ones which will take in an estimated $43 billion in profits in 1951. 
How much are they to be allowed to get away with? 
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At least $1 billion a year increased revenue could be raised by eliminating 
unnecessary accelerated amortization allowances. 

How can you justify allowing these companies to save up to $1 billion in taxes 
a year, and at the present rate of granting applications it will eventually be much 
more, when it means taking that $1 billion from the grocery baskets of American 
families? 


Estate and gift taxes 
In 1939 only the first $40,000 of an estate was exempt from taxation, now 


i 
that exemption is $60,000 for a single person and $120,000 for a married couple’s 
estate. Furthermore, estate tax rates have been reduced: In 1939 an estate of 
$1 million paid an 18 percent tax. By 1949 such an estate paid only 12 percent. 
Whereas in 1939 estates and gifts accounted for 7 percent of total personal taxes 
paid to the Federal Government, in 1949 they accounted for only 2 percent. 

On the basis of the recommendations of the Secretary of the Treasury to the 
House Ways and Means Committee on February 3, 1950, with necessary rate 
adjustments estate and gift taxes can vield an additional $500 million. 

Can one justify going easy on the estate and gift transfers of the well-to-do 
when the price of that consideration is heavy taxes on the ill-clad, the ill-fed, 
and the ill-housed? 


Depletion allowances on mineral properties 


One of the major tax loopholes is the provision allowing corporations to make 
excessive deductions from taxable income on the basis of depletion of mineral 
properties long after the original costs of the property plus development costs 


t 
have been fully recovered. Oil companies, for instance, 1 


nay deduct 
each year from the gross income of their oil-bearing properties 


Thus, in the case of 10 oil and gas companies studied by the United States 


o7 


2/7 percent 


1 3 
Treasury, for the period 1943-47, out of net income of $62 million (after all 
deductions for operating expenses, depreciation, basis depletion, exploration 
costs, and losses on unsuccessful ventures) 77 percent was eliminated for tax 


purposes through special deductions. 

H. R. 4473 would widen this loophole by increasing the percentage depletion 
allowance for coal and by adding new minerals and metals to | 
for this kind of tax relief. 


At least $500,000,000 added revenue can be gained by ending this annual raid 
on the Public Treasury by wealthy oil and mining companie 
Can anyone justify satisfying the lobbyists of these greedy special interests 


at the cost of taxes on decent American families living at or near poverty con- 
ditions? 


Income tax ates 


There can be no question but that income tax rates are heavy in all 
Ability to pay, however, can really only be considered for incomes above the 
levels required for a minimum health and effiecieney living standard. 

If additional income taxes from individuals are required in addition to closir 
loopholes and raising taxes on profits, they should 








| be raised only from 
above the proposed UE exemption levels which preserve ‘‘living wage” conditions. 

After the H. R. 4473 proposed rates are applied, $35 billion could still be taken 
from incomes above $5,000, before these 7 million taxpayers would be reduced 
to the average income levels of the 35 million taxpayers under $5,000 income 
levels. The UE does not propose such a tax—the point is that a vast margin of 
potential income still exists above the minimum income lev« 
from minimum healthy existence. 


The alternative sources of tax revenue suggested above could raise from $15 
to $25 billion above current Treasury proposals. Some of these sources should 


be taxed to end grossly unjust tax privileges of the greedy. All should be used 
tc the utmost rather than to put taxes on family incomes below the proposed 
UE exemptions of $1,700 for a single person, $2,400 for a married eouple, 
$650 for each dependent. 

No taxes should be levied on American families whose income is not large 
enough to maintain living standards at minimum adequacy levels of health and 
efficiency. 

No taxes should undercut a living wage. 

{In pursuance of its proposals to eliminate taxes on bare livi wage income 
families, the UE sent the following memorandum to the Secretary of Treasury, 
he Seeretary of Labor, and the Council of Economic Advis 





REVENUE ACT OF 1951 


FEBRUARY 
MEMORANDUM 


J Snyder, Secretary of Treasury. 


rt 


Russ Nixon, UE Washington representative 


1) Proposals of United Electrical, Radio, and Machine Workers 


of 
America tor 


administration activitv against excessive tax burden on low- 

income familie 2) Suggestions for use of certain Government research 
studies on low-income groups in campaign against such regressive taxes 

During the past SeVeral day , repre nting the United | lectrical, fadio, and 

hine Workers of. America, I have discussed with 


representatives ot your 
ain UE proposals with regard to the | 


jig business special-intere 
impose heavy tax burdens on low-income families as 
n large incomes and on profits. This pporti 

s memorandum summarizes the UE 


an alternative 
nity was verv much 
proposals: 


POSITION 
levied on American families which 
necessary minimum” level for 
of Labor Statisties’ City Wi. 
ting tax schedules reduce living standards 
adjustments should be made to eliminate thos 


ax revenue is required, it should be four 


whose incomes are below the minim 


PROPOSAL 17 THE ADMINISTRATION 


position is countered by a major propaganda and pressur 


? 
id industrial interests and tl! 
ased taxes on low-income famili 
profits and large incomes and wealt! 
notably by the Chamber of Commerc: 
\ssociation, and the general press and ot! 
and financial interests, Is aimed at 
income tax exemptions and raising the existing 
This campaign will cause a major contest in t! 
muntry n e coming weeks l i of 


1 
Departn t December 22. 1947 stat 


this su ect, issu 


from humanitarian aspects, this view is based on certain practica 


conomie ierations Thus, it is held tha 


t taxing substandard 
lit 


‘onomic vitalitv in the community, low 


and possibly her Government expenditures for sot 


idministration is urged reactionary-specia 

taking action along the fe 
should put forth and fig he as outlir 

hould wage an active 

s on low-income families. 


‘casuryv J its presentation to the Congress sho 


nereasing taxes on low incomes and shou 
proposals around the principle of avoiding 


such taxes 
‘tive presentation bv the Secretary 


of Treasury on t! 
statements and efforts on behalf of such a position | 
spokesmen, both in Congress and in the administra 


should use al! its existing weapons against the regressi 


hose in the form of research studies already at ha 
estimates of city workers’ ‘necessary minimum” family budget 
ft iow-lncome consumptior patterns 
Reserve Board studi and Dx partment ol 
ncome distribution, owners! 


the field of 


Commerce resear 
ip of liquid assets, and purchas 
such products as consumer durable goods. 

tep toward dealing with this problem is made by the Treasut 
its study Individual Income Tax Exemptions which was releass 
o the press December 22, 1947. Up to date, however, this staff study has 
been effectively utilized and made available as a weapon in the fight agair 


regressive tax legislation 


Y 
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4. lt is particularly urged that the Department of Labor, through its Secretary 
and the BLS, become labor’s champion on this issue and exert its full influence 


and voice its demands both in the utilization of research materiai and in the 
cabinet, administration, and congressional discussions and debates, 


(The following letter was subsequently supplied for the record:) 


Unirep EvectricaLt, Rapio AND MACHINE WoRKERS OF AMERICA, 
Washington 1. DD. C., Juiu 1S. 1961. 
Hon. WALTER F. GEORGE, 
Senate Finance Committee, Senate Office Building, Washington, D. C. 
DeaR SENATOR GEORGE: Attached is a memorandum requested by the Senate 
Finance Committee members when I presented the statement of the United Elec- 
: trical, Radio, and Machine Workers of America, on the Revenue Act of 1951 on 


t 


Monday, July 9, 1951. It describes in more detail the basis for our estimate that 
approximately $7 billion in revenue would be lost through adoption of the U] 
individual income tax exemption schedule of $1,700 for a single person, $2,400 
for a man and wife, and $650 for each added dependent 
I trust this will serve to clarify the questions raised at the hearing on this matter 
l appreciate the courteous attention given by the committee to the sta 
: I presented on behalf of my union. 
Very sincerely yours, 


MEMORANDUM 


To: Senate Finance Committee, 
From: Russ Nixon, Washington representative, United Electrical, Radio and 
Machine Workers of America. 
! Subject: Additional data supporting UE estimate of approximate $7 billior 
revenue loss through adoption of UE individual income tax exemption schedule 
of $1,700 (single person), $2,400 (man ar d i i 
pendent 


Several members of the Senate Finance Committee requested additional infor 
a mation concerning the estimate of the United Electrical, Radio, and Ma 
Workers of America (UIE) in its testimony before the committee on Monda 
July 9, 1951, to the effect that adoption of the UF schedule of individual income 
tax exemptions of 81,700 for a single person, $2,400 for a married and 
$650 for each additional cde pen lent. together with elimination 1 .CIs taxes O! 
” items commonly purchased by low- and middle-income families, wou 
x Federal tax revenue approximately $7 billion. 
In evaluating this estimate it is important to keep in mind the basic | tax 
a position: The tax burden should he removed fror I 111 qual ind fa 
whose income is below the necessity level for minimut I thy existence t 
- lefined by Department of Labor, City Worker’s Family Budget, estimat It 
not the UE proposal, in order to obtain these needed adjustt { to reduce 
the tax obligations of individuals and families above these minimum income lev« 
; Furthermore, in such an estimate it is impossible to be pre re so ! 
, variables are concerned. However precision is not requil to sustal 
i basic point being made by the UE. The $7 billion estimate I reve OSS 
: would be somewhat smaller if compared with the vield of the present law; some- 
what larger if the basis of comparison is either the increased yield of H. R. 4473, 
or the proposed administration bill. In any case the variations would not be so 
large as to change the quality of the UE argument 
In considering the UE estimate of $7 billion loss of revenue the following specif 
points need to be kept in mind: 
l (As the text of the UE statement to the Senate Finance Committee points 
out, it is assumed that upward adjustments in income tax rates above the minimum 
levels will be made to maintain the tax revenue from individuals and families at 
these relatively higher income levels. This is most important since it is frequently 
assumed, while calculating revenue loss from changes in income tax exemptior 
; that benefits are permitted to be reflected throughout the entire taxpaying struc- 
ture, 
2) The elimination of excises should apply only to items now taxed which are 
3 commonly consumed by low and moderate income individuals and families. Tt 
ae Is not as easy to make upward adjustments to reserve the tax reduction benefits 
. solely for the low and middle income families in this instance, although necessary 


adjustments of excise taxes for the upper income pattern are pos ible. Also, 
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the excise tax revenue schedule is quite complicated and it is impossible to give 
here, anything more than a reasonable “rule of the thumb” estimate. 

3) The basis of the UE position protecting the minimum budget requirements, 
is the actual family unit. Therefore, adjustments would need to be made in the 
extensive utilization of split returns, to assure that the increased exemptions 
should not be permitted to continue or further aggravate the special advantage 
rained in this way. 


In the individual income tax category it is estimated that adoption of the UE 
mption with the above provisions, would decrease revenue by approximately 
billion. This revenue loss would be 40 percent of the revenue expected 


from adjusted gross income classes below $5,000. This rough 


number of dependents of the tax returns for each income class 
Even this does not give a precise guide but does provide a 


on Ways and Means, Revenue Act of 1951, page 12, which gives the ‘Esti- 
1 distribution of individual income tax returns, income exemptions and tax 
rates and under the committee bill when fully effective’ 


pendent v 
; } \ 
couples with 


1K) to $4,000 


is estimated that approximately $3 billion would be lost in excise incon 
h the elimination of taxes on commonly purchased products. Less 
total revenue comes from the excise taxes on the following items: 
rasoline, automobile parts, appliances, pens and pencils, radio 
toilet preparations, transportation, tires and tubes. since not al 
ms need be excluded from excise taxes under the principle of safeguard 
family bi 
rl 


udget levels, and since certain compensatory excise inerea 
rackets are possible, the probable loss of revenue under this head 
asonably assumed to be about 83 billion. 
ral point is that, with proper care and with compensatory adjustme: 
in revenue through protecting America’s famulies whose incomes a 
than sufficient to maintain the minimum standard budget, should 
the range of 6 to 10 billion dollars, depending on the assumptions ma 
venue loss is casily made up from alternate sources of revenue in whic! 
sacrifice and the resulting damage to national welfare are minute co 
to the poverty-creating effect of taxes on these low and miarginal inc 


The CuatrmMan. The next witness is Mr. Kline. 
Mr. Kline, will you identify yourself for the record, please? 

I ist ‘ n mind that the Treasury figures of dependency distribution by income class 
t rt plittir f omes whic very important, particularly in the single exemption 


returns were those of split income families 
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STATEMENT OF ALLAN B. KLINE, PRESIDENT, THE AMERICAN 
FARM BUREAU FEDERATION 


Mr. Kuine. I am Allan Kline, president of the American Farm 
Bureau Federation. 

The CuatrMan. And you are representing the bureau here today? 

Mr. Kune. Yes, sir. 

The Cnairman. All right. We shall be glad to hear vou. 

Mr. Kune. Mr. Chairman and members of the committee, I 
believe that I can save some little time by not reading the formal 
statement of the American Farm Bureau Federation which has been 
furnished to the members of the committee, and which I know will 
receive your careful consideration. 

The Cnatrman. You may put the entire statement in the record, 
Mr. Kline. 

Mr. Kutner. I would like to do so. 

I would note that there is in‘this statement relatively little of the 
sort of detailed discussion of particular taxes and the incidence of 
those taxes, and relatively more of the reasoning back of the support 
of the American Farm Bureau Federation for a pay-as-we-go tax 
situation at this time. 

[ should like to spend a little time in an oral statement on the reasons 
for which we find it possible to be for the kind of taxes, in themselves 
most unsatisfactory, most burdensome which it takes to make a pay- 
as-vou-go proposition effective at this time. 

We are fully aware of the responsibility which devolves upon an 
organization of farmers at this time, the largest farmers’ organization 
in the United States. We have a paid-up membership now of approx- 
imately 1,500,000, in good standing—farm families. 

As citizens, we have responsibilities the same as we have as farmers. 
We are interested in maintaining a situation where the job of produc- 
tion can be carried forward. There is a lot of talk about standards of 
living, without fully appreciating that back of it there must be pro- 
duction. Standards of living do not come out of thin air. They 
come out of organization of the productive forces, out of progress in 
research, out of machines of production, hard work, and the applica- 
tion of energy and ability. 

In this situation, I think anyone will make serious errors in logic 
who does not appreciate that regardless of the outcome of the thing 
in Korea, we are faced with a defense situation without definite terminal 
facilities. This is a situation in which we hope to avoid a third world 
war and in which we hope to keep the American way. We hope to 
evolve policies and programs which will make it possible to do both 
of these things. We do not have the terminal facilities we would have 
if we sought now a victory with the major enemy at the earliest pos- 
sible time. We are rather concerned with a situation in which the 
emphasis is on doing the sort of things consistent with the maintenance 
of the peculiar productiveness of the American way. In this struggle 
for the survival of freedom I am myself convinced that there is no 
other thing so important, no other one thing so important any place, 
as the survival of the peculiar productiveness of the American way. 
We might lose it without ever getting into a third world war. 

We are not unaware that basic freedoms can be destroyed with 
taxes. This is a matter of alternatives. 
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Government expenses which are incurred will be paid. The ac- 
tivities of the Federal Government are going to be paid for. They 
are going to be paid for either with taxes or inflation. Part of the 
inflation may be delayed by selling bonds to the public, to the indi- 
vidual members of the public, But this can only take place if there is 
a continuing confidence in the capacity of the United States to make 
the dollar good, and the foundation of that proposition in this enduring 
defense period is to pay the bill with taxes 

We have put considerable emphasis in this statement on getting 
the kind of bill that we can pay. I appreciate that this is not the 
particular prerogative of this committee. It is, however, the pre- 
rogative of Congress, and it must be done. There must be an approach 
to this thing based on the fact that if inflation is to be prevented, the 
bill must be paid. 

The Government, to be sure, can pay the bill by unbalancing the 
budget and creating new money. The most obvious method is to 
sell bonds - cover the deficit, to commercial banks. But this also 
pavs it, and this taxes evervbody by decreasing the value of money 
whether it be wages or whether it be savings or life insurance contracts 
or what not. In that case, we will inevitably undertake extraordinary 
interferences with the economy of the American way, in an effort to 
submerge or cover up the actual facts of inflation. It goes also in 
the direction of per-capita distribution of goods. 

Under a combination of inflation and price control the movement 
tis direction is inevitable, and it is positive. If we decide not to 
price to distribute goods, then we have decided to use rationing, 

ether we appreciate it or not. Whenever we get a controlled price 

terially below what the people are willing and able to pay for that 
mimodity, then we have increased the demand. We obviously 
depressed the production also, because we allow less incentiv: 
producers and there is no choice left except to distribute with 

COUDONMS 
other result, of course, is wasted manpower. This is not only 
manpower used in writing and revising regulations; this is man- 
also at every level of business, and this is far more important 
g keep up with the regulations and do business under thi 

tons. 
there are black markets involved It does no good just LO 
will not be anv. Everyone knows there will be, aa - 
e some very able manpower and brains to operate the ack 
and try to stay out of jail. But this is pure waste so fax as 
produce Lion is concerned, 

Then there is the matter of subsidies. l am rather astonished by 
people who say we do not intend to use subsidies. They are Fone 
that wav, and they are rong to use subsidies. They are inevitabl: 
if we go the control route, be ‘cause of the production being depressed 
and prices being held, and the gradual rise in cost illustrated by the 
slow and eabal rise in wages and the cost of machinery and equip- 
ment, and all that sort of thing 

Then we see declining production in exactly the areas we wished 
proaue tion, and the proposal for subsidies is natural. it comes fo 
ward. Again, it is the people’s money. It can come in one of two 
Ways, either inflation or taxes, and it can be used to eliminate th 
functions of price. 
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We are convinced that the American way, with its peculiar adap- 
tability, is a way which, on the record, has enabled one hundred fifty 
million-odd people in America to produce half the steel in the world, 
to produce with a very small proportion of our workers all the neces- 
sary food for our people, and to release thereby the people that make 
in America the record of which she is so proud. We think it simply 
cannot operate under this control system without all the automatic 
functions of price in the system. 

It is for that reason that it is a matter of alternatives. We do not 
like taxes. We stress in the prepared statement that taxes undertaken 
ought to be for the mobilization period and ought to be terminated 
when it is over. But in the meantime, we believe that we will do a 
far better job of capitalizing on the capacity to produce, of keeping 
the American dollar good, if we force ourselves to do it by a 
we-go program and a program that we can pay for. 

In the statement itself, the first part of the statement is taken up 
with consideration of the items which I have just discussed. There 
are various quotations from the resolutions developed at our latest 
annual meeting. There is a discussion of the basic causes of inflation, 
of the psychology of inflation created by many of the things we have 
done ths at have convinced people that goods are going to get scarce 
and money is going to get cheap; the cheap money policies which we 
followed for several months after Korea resulting in an increase in 
the money supply for the last half of 1950 of $8 billion; the psychology 
itself, of course, resulting in people overspending, increasing install- 
ment purchasing, and increasing loans from the banks for all sorts of 
purposes. 

Then on page 15 we have stressed the things which seem to us 
necessary to control inflation, and we end with the proposition that 
we have to pay the bill. 

Now, as an agricultural organization, an organization of f: mers, an 
organization as representative as it would be possible to make it, not 
an organization of people who have high incomes—actually, the aver- 
age per capita income in agriculture is about half of that in manufac- 
turing work—as this kind of group, we have approached this problem 


pay-as- 


in the area where we do know what it is made up of. There is in the 
budget a proposal of $285 million for the ACP program. That is the 
Agricultural Conservation Payments program. This money is 


appropriated from the Federal Government and goes to our members. 
And after a long and hearty discussion, I might say, we 
support a cut of $135 million in this particular item. 

We think that the same kind of cuts have to be made by other 
groups in the areas in which public expenditures are made for their 
particular benefit; that we must exercise the utmost efficiency in 
government in the so-called domestic expenditures, and we are furthe r 
convinced, and especially since this is not a short-run proposition, 
that we have to submit our expe alabaes in the military area to the 
same kind of scrutiny. 

I know there are those who say that circumstances force the United 
States to do this, that, and the other. I do not believe that the atti- 
tude is appropriate to the United States. We are the most powerful 
nation in the world. Weareafree nation. We, asa group of farmers, 
a million and a half families of us, are likewise free people. 


decided 
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We believe that on the basis of sound judgment we shall avoid the 
Third World War, are far more likely to avoid it if we make up our 
own minds about what makes sense in this situation, in the military 
on the one hand and domestically on the other, because I say to you 
that it is the confirmed opinion of our board of directors that there is 
no defense more important, no defense as important in the long run, 
in this defense period as the maintenance of the peculiar capacity of 
the American system to capitalize on the igenuity and ability of its 
citizens. And this we think is what we circumvent if we get a bill we 
cannot pay and we pay the bill with inflation and then we undertake 
all of these superimposed political controls in the economic field, 
which are far more liké the system of those whom we are trying to 
defend saidiaiat than they are like the basic features of the system of 
which we are all so proud and which is currently the best defense of 
freedom not only in this country but in every other country. 

We have, then, made some specific suggestions with regard to taxes 
at the close of this presentation, in which we have indicated that we 
are willing to support an additional $4 billion of individual income 
tax, the addition to capital gains suggested by the House, an extension 
of 6 to 12 months for long-term gains. We have discussed our willing- 
ness to go along with a corporate income tax increase of 8 percent, and 
have indicated misgivings with regard to excess-profits taxes as in 
themselves highly inflationary because of the pressure they take off 
for effective operation after a certain level of income has been achieved. 

We have discussed the tax on cooperatives but have not changed 
the pgsition presented to this committee before. We have expressed 
opposition to a straight Federal sales taxes on two bases, first that it is 
a regressive tax, and second that we need to leave something to the 
States as a basis for taxes. 

We have indicated that we would prefer to reduce exemptions from 
$600 to $500 rather than go to a sales tax. 

With regard to excise taxes suggested, we oe nd the long-term 
policy that they be limited to amusement goods, but at present we 
would support them otherwise, especially where the commodities 
indicated use strategic materials. 

We have indicated briefly some other minor propositions. 

The important thing in this statement is not a detailed analysis of 
particular taxes. It is the proposition that as a group of farmers and 
as an organization of citizens that happen to be farmers, we are pre- 
pared te support pay-as-you-go taxation, and we are prepared to 
work with this committee on that proposition, and we are prepared 
to work with the people of this country and with the other committees 
of this Congress in dev ising a program that we can pay for. 

In conclusion, I should like to state again that we shall be short- 
sighted indeed if we fail to appreciate that there is something different 
about the American wav. We are not the only people with resources. 
There are in Western Europe alone 275,000,000 people. They have 
resources. They have land, they have materials, they have factories, 
they have basic research. They have higher institutions of learning; 
they have skilled workmen. The only thing they do not have is pro- 
duction, comparative production. There is something fundamentally 
creative about the American way. 

This we have got to protect. It is at least half of our defense. If 
we should build a military structure ever so powerful and if in the 
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building of it we destroy the basis for its support or the morale of the 
American people because we fail to capitalize on the creative capaci- 
ties, basic to the American way, then we have lost the battle, and it 
is our firm conviction that the outlook is not as bad as many people 
think it is, that it would be folly to base our actions upon fear, that it 
is a far more appropriate attitude for us to have the self-reliance and 
the self-confidence that the record of America entitles us to, and to 
build on the proposition that we are going to win. 

We believe that we can outline a program that makes sense and 
that we can pay the bill and are prepared to support programs to that 
end. 

The Cuarrman. Thank you very much, Mr. Kline 

Are there any questions? 

Senator WiniiaMs. Mr. Chairman, | was wondering whether you 
want to go into this cooperative tax bill. Would that come up now 
vr later? 

The CHarrman. We shall donate a full 2 davs on tl 
week but possibly next week. 

If there are no further questions, we shall proceed 

(The prepared statement of Mr. Kline is as follows 
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STATEMENT OF ALLAN B. KLINE, PRESIDENT OF THE AMERICAN FARM BURBEAI 
FEDERATION, BEFORE THE SENATE FINANCE COMMITTE! ITH REFERENCI 


ro Tax LEGISLATION 


Mr. Chairman and members of the committee, the American | 


arm Br au 
Federation, a voluntary general farm organization composed of over 1,449,000 
farm families in 46 States and Puerto Rico, appreciates the opport } 
pate in these hearings on tax legislation. 
The task of writing a tax program to support our national defense effort 
of the most important matters likely to come before this session of t} 


inity to partici- 
is one 
f the Congress. 
The decisions reached ai the conclusion of these hearings will do much to determine 
whether we are to maintain a strong, healthv economy at home, or whether w 
to be weakened by a disastrous inflation. Indeed, the decision on how we are to 
finance Government expenditures for defense may well determine whether or not 
we can preserve our freedom, and what we have come to eall our Ameri 
life 


e are 


‘an wav of 


This is a time for clear thinking. The situation faced by the United State 
today is unparalleled in our history. Our military forces are engaged with ar 
enemy, but we are not in an all-out war with the only nation that presently is 
capable of threatening our security. Without question, our national policy is still 
to avoid the outbreak of a third world war and to build up our national military 
and economic strength as rapidly as possible so that we will be able to win if suc! 





a War proves unavoidable. As long as we are not directly engaged with our real 
enemy, we do not have the timetable. We cannot estimate the probable duratior 
of the present tension or calculate when we may face the greatest test of o 
strength. We must adopt policies which will not‘only meet our present needs b 
contribute to the rapid development of a much greater national strength There- 
re, We must consider this period of tension and mobilization as being of extended 
duration—perhaps 5; 10, 15 vears, or longer. In the light of this fact, we mus 
nake sure that the policies adopted will not - meet our present needs, but will 
be policies under which the American system can operate over a long period of 


time, 

We must decide how much of our resources we need to devote to defense, 
carry the program forward on an enduring basis as long as the threat of war con- 
tinues to exist. Our major task is to keep the Russians continuing to decide not 
to precipitate a third world war. 

\bove all, we must strive to increase the productive ability which ap propriatels 
has been called our most potent nonsecret weapon. In addition, a major aim 
is to preserve our American system of individual initiative and reward based on 
service rendered. These two aims are in no way inconsistent. It is the American 
free-choice system that has created our present ability to outproduce the rest of 
the world. It is only logical that we should build on the techniques that have 


then 
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made it possible for the United States, with 6 percent of the world’s people and 
7 percent of the total land area, to produce one-half of the world’s steel. We can 
outproduce the Russians, but it is doubtful that we could outcontrol them. 

We could lose our freedom here at home without ever getting into a war. We 
could lose it by adopting wrong policies, by destroying the value of our money 
with inflation and by strangling the most productive economic system the world 
has ever known with unworkable controls in an effort to conceal the inflation. 
Fortunately, sound techniques for the control of inflation are available and well 
known. All we need is the courage to adopt them. 

The American Farm Bureau Federation is thoroughly convinced that present 
conditions demand an increase in taxes sufficient—with the economies we hope the 
Congress will adopt—to at least keep the Federal budget balanced. Pay-as-we-go 
taxation is not a complete anti-inflation program, but it is an essential part of 
such a program. Unless we can convince people that we are going to balance the 
budget and that we are going to keep it balanced in the present situation, we have 
no real chance of combating successfully the psychology of inflation in the public 
mind 

Our position on this vital matter and the recommendations which we desire to 
present to you are based on resolutions adopted by the elected delegates of our 
member State Farm Bureaus at our annual meeting in Dallas, Tex., last December. 
On inflation, our voting delegates said in part: 

“The inflationary pressures generated by our present national defense program 
make effective action to stabilize the purchasing power of the American dollar 
more urgent now than ever before. 

“Inflation cannot be stopped by price, wage, and ration controls. Such 
measures deal with symptoms rather than fundamental causes. They interfere 
h production, impair the flexibility of our economy, reduce our capacity to 
expand output, require huge administrative staffs, and invite black markets. We 
face an emergency of indefinite duration. In such a situation the premature 
adoption of price, wage, and ration controls could strangle our economy to the 
point of impairing our ability to fight an all-out war should such a conflict prove 
unavoidable. 

‘American farmers have produced beyond belief in times of need and we pledge 
ourselves to ample production now. We believe that if we are given full informa- 
tion as to production desired, and if productive aids are made available to us, we 
can produce more food and fiber more efficiently if controls are held to an absolute 
minimum. We insist that we be given an opportunity to demonstrate our pro- 
ductive capacity without controls. If total war forces the application of price 
and wage ceilings, we Wil] insist that they be applied on an across-the-board basis 

‘The present situation calls for a bold attack on the fundamental cause of 
“which cause is an increase in the supply of money in relation to the 
suppies of goods and services available to consumers, 

‘Most importantly, we must pay the bill. There is no possibility of controlling 
inflation without taxes high enough to get on a pay-as-we-go basis. 

‘We must strive to meet increased demand with increased production wherever 
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possible. To do this we must enhance the opportunity of individuals to be 
productive, and increase the length of the workweek. Strict Government 
economy is a *‘must.”’ Nonessential Government expenditures must be elimi: 
ated Necessary Government borrowing must be planned so as to prevent a1 


increase In the Government debt to the banks, because such an increase woul 
both directly and indirectly increase the supply of money. To this end we ur 

at efforts to sel] | bonds be intensified: that careful consideration be given tO the 
desirability of offering additional inducement for holders to reinvest the proceeds of 
maturing I. bonds in Government securities; a d that steps be taken to prevent a 
further shift of nonbank-held negotiable bonds to the banking svstem. 

“The national debt should be so handled as to make the maximum contributio 
o price and economic stability, rather than to finance the debt at a minimum cost 

*\fonetary and credit policies carried on by the Federal Reserve System cannot 
alone achieve a stable level of prices. Yet they are an important factor and shou 
be geared toward that objective. The Federal Reserve’s authority to vary mem 
ber bank reserve requirements should be increased. If the inflation threat 
continues, reserve requirements for banks should be raised, with appropriat: 
adjustments in the bank holdings eligible to be counted as reserves. 

“The Government’s present policy of restricting the expansion of housing and 
installment credit should be continued in effect, with such adjustments as may br 
necessary from time to time to keep these restrictions consistent with the re- 
quirements of an effective program to control inflation.” 
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On the need for Government economy and increased taxes, our delegates com- 
mented as follows: 

“The expanded defense program made necessary by the current international 
situation is adding many billions to our Federal budget. As a fundamental step 
to prevent this program from touching off a run-away inflation, we insist that the 
legislative and executive branches of the Government take the necessary action 
to place Federal spending on a pay-as-we-go basis. Neither Government in- 
efficiency nor the waste of manpower or material can be tolerated. Economy and 
efficiency must be achieved to minimize the additions which a pay-as-we-go pro- 
gram will make necessary in Our already heavy tax burden. We insist that all 
nonessential Federal expenditures be eliminated; and that all expenditures be 
reduced to the minimum necessary for the national interest, essential world aid, 
and adequate national defense. No Government expenditure should be exempt 
from scrutiny by both Congress and the administracion to determine whether it 
can be reduced or eliminated without impairing an essential governmental fune- 
tion. While the nature of military operations makes some waste inevitable, it is 
nonetheless urgent that every effort be made to get the most out of the money 
appropriated for defense. 

“Costly new programs should be deferred except where immediate action is 
essential for the national defense. Now, during a period of high employment and 
searcities of many essential materials, is not the time to add new services 
construct works which can be deferred. 


or 


PAYING FOR DEFENSE 


“Strict economy will reduce the total amount that must be raised by taxes, but 
increased taxes will still be necessary to balance the Federal budget. We stand 
ready to support necessary increases. We will insist, however, that the new taxes 
be levied on a fair and equitable basis and that they be consistent with the ob- 
jective of preventing inflation 

“New taxes and increases in existing taxes should be tied to a definite termina- 
tion date to emphasize their emergency character. A general Federal sales tax 
should be avoided. New excise taxes or increases in existing excise tax rates 
should be confined largely to items which are expected to be in short supply be- 
cause of the defense program and should be reduced when such goods become more 
plentiful. This approach will help to keep supply and demand in balance. 

‘Income from all future issues of Federal, State, and local government bonds 
should be taxed as other income is taxed. New taxes on individuals and eorpora- 
tions should be carefully selected so as to preserve a maximum incentive for 
efficiency and production, 

“We oppose the enactment of an excess-profits tax of the type imposed during 
World War II. Experience has demonstrated that a tax of this type is diffie 
administer, is discriminatory, creates many inequities, and leads to excessive 
litigation over tax liabilities. Furthermore, such a tax has inflationary effects. 
It almost destrovs the incentive for coprorations in the ‘‘exces bracket to 
improve their efficiency and, in fact, encourages such corporations to hoard man- 
power and make extravagant expenditures during periods when both labor and 


a 
materials are in short supply. We are convinced that the laudable objective of 
preventing profiteering on Government contracts can be achieved more effectively 
by the improvement of Government procurement practices, and that an effective 


anti-inflation poliev will do much to prevent excessive profits on sales to civilian 

(The section of our resolutions which deals with long-range tax policies is 
attached to this statement as exhibit A.) 

The basic causes of our inflation problem lie in (1) the fact that in World War IT, 
and again in our present defense program, we have found it necessary to divert 
substantial proportions of our resources from production for consumption to 
production for defense, and (2) the fiscal and monetary policies we have been 
following. We created inflation during World War II when we threw our resources 
into the war effort, unbalanced the Federal budget, and paid a considerable part 
of the bill by selling bonds. The Federal debt rose from $43 billion at the end 
of the fiscal year 1940 to $257.4 billion at the end of fiseal 1950 Much of this 
increase was financed through the commercial banks—a process which not only 
adds to the money supply as directly as if new money were printed to pay the 
bill, but also provides a basis for the expansion of credit, since banks can obtain 


reserves by shifting Government bonds to the Federal Reserve System. 
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Heavy expenditures for war or defense create inflationary pressures by putting 
more dollars in the hands of the people without producing a corresponding increase 
in the things people can buy. As a result of the conditions which developed 
during World War II and the postwar period, our economy is particularly vulner- 
able to inflationary pressures at the present time. A very considerable inflation 
alreadv had occurred before Korea. (In terms of its 1940 purchasing power at 
the retail level the dollar was worth only 59 cents in June 1950. On the same 
basis, today’s dollar is worth onlv 54 cents. These computations are based on 
the Consumers Price Index published by the Bureau of Labor Statistics.) We 
had a huge Federal debt and a greatly expanded money supply; the economy was 
operating at a high level; there was little unemployment; some materials were 
relatively short; and prices were showing a tendency to rise. Furthermore, 
people’s experience with inflation has been such as to encourage the kind of actions 
which aggravate the danger. 

The inflationary rise in the general price level which has occurred since Korea 
was not brought about by a Federal deficit or a shortage of consumer goods. It 
was almost entirely the result of two factors: 

1. “Inflation psvchology’’—which developed as a result of irresponsible state- 
ments from Washington and elsewhere on the magnitude and ultimate cost of 
the defense program, doubts that taxes would be raised sufficiently to pay the 
bill, controversy over the need for price and wage controls which suggested that 
prices were going to “run away,” and the rumors which preceded the actual 
imposition of controls. Quite reasonably, many people became convinced that 
money was going to be cheap and goods scarce, so they rushed out to get things 
done while they could. New wage contracts were negotiated, because employees 
wanted to improve their position before the wage freeze and employers wanted 
to strengthen their ability to hold workers in the event a manpower shortage 
developed. Stocks of goods were built up all the way from the manufacturer to 
the consumer, as witness the following seasonally adjusted data: 


{In billions of dollars] 


June February 

1950 1951 
Monthly retail sales 11.7 13.0 
Retail inventories 14.7 17.8 
Manufacturers’ inventories 30.0 35.6 


Source: Survey of Current Business, U. 8. Department of Commerce, April 1951. 


2. ‘Cheap money policies’: As a result of the Treasury’s insistence that in- 
terest rates be kept low to keep down the cost of carrying the Government debt, 
the Federal Reserve System increased its holdings of Government bonds about 
$4.5 billion between May 1950 and the end of February 195]. This increased 
bank reserves and made it possible for the banks to increase their loans and de- 
posits, with the result that the supply of money went up about $8 billion in the 
last half of 1950. 

We stimulated demand by causing people to think that money was going to 
get cheap; then we increased the supply of money. Is it surprising that prices 
have gone up since Korea? The fact that inflation occurred while the Federal! 
budget was balanced and production was high indicates the importance of fiscal 
and monetary policies in the control of inflation. 

The declining purchasing power of money, which is the other side of rising 
prices, is a matter of vital concern to every American citizen. Inflation dilutes 
the value of every person’s wages or other income. It works a particular hard- 
ship on persons who have fixed incomes or less than average opportunity to 
obtain higher cash incomes. As the inflation progresses, it whittles away the 
value of cash savings, bank deposits, loan investments, Government and corpo- 
rate bonds, pension and annuity rights, and insurance policies. Inflation re- 
duces the incentive to plan for one’s own future security, and increases reliance 
upon Government to provide such security. 

The value of the dollar is also of concern to every citizen, because the ‘‘free 
choice’ system we have come to call “the American way’’ depends for its success- 
ful operation upon the use of money. Under this system, the individual sells his 
goods or services for money; he decides what to do with the money he receives, 
and he knows that he can expect to do better individually if he strives to make his 


efforts productive than if he does not. Money and free tharket prices are key 
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factors in determining the distribution of goods in a free choice system. If we 
allow inflation to destroy the value our money, we will have to use ration coupons 
and the decisions of Government administrators to determine what is to be pro- 
duced and how it is to be distributed. Such a system leaves little freedom of 
choice to the individual. It reduces individual incentive, promotes the misuse of 
productive resources, and reduces our ability to produce goods and services. The 
substitution of ration coupons and political decisions for the automatic function- 
ing of a free market inevitably moves in the direction of per capita distribution 
on the political basis of one vote, one share. 

Price and wage controls are an ineffective and unworkable approach to the 
problem of preventing inflation. They are a clumsy and inefficient substitute for 


the automatic functioning of a free economy. They cannot possibly prevent in- 
flation, because they strike at the symptoms of the problem and not at its real 
sauses. As a matter of fact, if a government were to decide to deliberately create 


an inflation, it would want first to put on price controls so as to conceal from the 
people, as long as possible, the fact that the value of their money was being 
destroyed. 

It is an obvious impossibility for any group of men to set millions of prices 
and keep them in a proper relationship with each other—a job which a free market 
does automatically. 

By creating confusion, disrupting normal business procedures and price rela- 
tionships, ceiling regulations make the job of getting production vastly more 
difficult. This situation grows steadily worse as the number of regulations 
multiplies. Each new order inevitably creates new problems and thereby forces 
the development of further regulations and still further problems. Each step 
down this road increases Government controls over the actions of the individual 
and brings us closer to the complete regimentation of our entire economy. 

Continued price control will lead to a breakdown of respect for the law, and a 
consequent breakdown in public morality. Price controls create an opportunity 
for the unscrupulous to make money by violating price-ceiling regulations with 
only a slight possibility of getting caught. They establish a premium for dis- 
honesty and violation of law. They create cynicism with respect to law. An 
economic base for the support of a new criminal group in our population is being 
created. The disrespect for law created by price controls and related measures 
inevitably will result in the deterioration of the moral stamina of all citizens. 
Price controls continued for any significant period of time thus break down those 
ideals and concepts which are basie to a Christian democracy. 

Black markets and maldistribution are an inevitable consequence of price con- 
trol. In the case of meat, this can mean the loss of valuable byproducts, includ- 
ing raw materials for leather and life-saving medicines, Also in the case of meat, 
controls can result in health hazards, due to the fact that black-market operators 
may follow unsanitary practices in uninspected operations. Although livestock 
production is currently at a high level and can be increased further if not restricted 
by unworkable controls, the continuation of price ceilings eventually will cause 
meat to be very scarce at regular meat counters. 

Price and wage ceilings waste manpower, which is our scarcest resource. Mil- 
lions of man-hours must be diverted from productive effort to the unproductive 
job of writing regulations‘and the impossible job of enforcing them. It is reported 
that OPS currently is planning to develop a staff of 35,000 employees. Far more 
important is the drain imposed on the time and ingenuity of the people at every 
level of business who must read, interpret, and try to carry out a multitude of 
unproductive regulations. 

Shortages inevitably occur whenever price controllers succeed in depressing a 
price below the free-market level, because the lower price stimulates demand and 
discourages production. This leads to rationing, and forces housewives to stand 
in line for commodities which we have the ability to produce and distribute in a 
much better way. 

If we go the price-control route, proposals for subsidies are inevitable because 
with controls in effect, special incentives become necessary to get needed produc- 
tion. Subsidies increase Government costs in a period when the Federal budget 
is already inflated. They conceal the true cost of an item and give the public an 
unrealistic idea of its worth. Costs become fixed at one level and prices at 
another and relatively lower level, with the result that it becomes very difficult 
to go back to a free market. Subsidies aggravate inflation by increasing the 
Government deficit if the Government is not balancing the budget and by in 
creasing the purchasing power available to the public for the purchase of other 
items. 
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Price and wage controls can be endured for a limited period of all-out war 
when it is necessary that a nation exert 9 maximum effort to achieve victory, but 
we are not in an all-out war. The current discussions of a truce in Korea make it 
more clear than ever before that this is not world war III. Price and wage con- 
trols are not appropriate to a period of extended mobilization that may last 5, 10, 
or even 20 vears. They are not measures which can be kept in effect indefinitely 
without reducing our national strength. Furthermore, the present period does 
not have the automatic terminal facilities for ““emergency”’ controls that is pro- 
vided by the achievement of victory in an all-out war. 

For these reasons the American Farm Bureau Federation is opposed to the 
continuation of price and wage controls and for a positive program to control 
inflation by a bold attack on its real causes. 

Regardless of the outcome of the current congressional consideration of legis- 
lation to extend price and wage controls, we will continue to exert every effort 
to bring about (1) the adoption of a sound anti-inflation program and (2) the 
termination of price and wage controls at the earliest possible moment. 

If we really want to control inflation, and our national welfare demands that 
we do control it, we must do the following things: 

1. Meet increased demand with increased production wherever possible. This 
will be much easier to do if we discontinue price and wage controls and thereby 
avoid strangling our economy with unworkable regulations. 

2. Eliminate all nonessential Federal expenditures and institute real efficieney 

in all Government activities, including defense. The bill must be paid. We 
must make the hard decisions necessary to insure that we get a bill which we 
can pay. 
One of the basie decisions that must be made concerns the proportion of our 
national production we need to devote to building a defense against a constant 
threat. Once that decision is made other decisions will become much easier 
For example, we cannot devise a tax program to pay the bill unless we have some 
assurance as to what the bill is going to be. 

Another basic decision relates to the extent we are going to practice economy 
in nondefense expenditures. 

We believe that Congress can, and should, make a 20-percent reduction in the 
administrative expenses of the activities of Government, including those in the 
Department of Agriculture, not directly connected with the national defense 
In the present situation, we not only must cut administrative expenses, but we 
ist also cut nondefense program expenditures throughout the Federal budget 
\s an indication of our willingness to do this in agriculture, we have reeommended 
that the authorization for a 1952 agricultural conservation program be reduced 
from the budget estimate of $285 million to $150 million 

3. Continue to emphasize measures to restrain credit. Selective credit con- 
trols, such as have been applied to installment buying and home financing, ca: 
help, but measures to restrain the over-all expansion of money and credit are 
more important. 

1. Eneourage increased private saving. This will be much easier to do if w 
adopt a realistic program to control inflation and thereby reassure our people as 
to the future value of present savings. 

5 (C‘ontinue to stress the sale of (;overnment bonds to individuals and non- 
bank investors and take steps to prevent a further shift of non-bank-held negotiabk 
bonds to the banking system. The establishment of confidence on the part of 
the people that inflation is going to be curbed is a prerequisite to an accelerated 
voluntary savings program. The average citizen wants to know—and has a 
right to know—that the purchasing power of his investment in bonds isn’t going 
to be diluted so that a bond buvs less at maturity than did the original amount 
invested. The people of America are looking to the Congress of the United 
States to take such action as will provide this assurance to them. 

6. Manage the public debt so as to make a maximum contribution to price 
and economic stability instead of with the objective of keeping interest costs at a 
minimum. This means that the Federal Reserve System must discharge its 
statutory responsibilities by relating its purchases and sales of Government ob- 
ligations to the Nation’s need for monev and credit instead of endeavoring to 
peg the market. Considerable progress has been made in this direction since thi 
Treasury and the Federal Reserve Board reached their so-called accord on debt- 
management policies. 

7. Finally, we must pay the bill through higher taxes. The Farm Bureau is 
fully aware of the threat of excessive taxes to a free svstem; however, we must 
choose between alternatives. 
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The real cost of war or a defense program occurs when labor and materials are 
diverted from civilian uses to the creation of military strength. As the Govern- 
ment spends the money, the bill must be paid, either by taxes or by inflation. 
We prefer to pay it by taxes. 

If we adopt a pay-as-we-go tax program, people will know that they are paying 
for their defense, and we will have the opportunity to distribute the burden equit- 
ably on the basis of ability to pay. At the same time, we can reduce the inflation 
threat by bringing consumer purchasing power more nearly in line with the avail- 
able supply of consumer goods. Inflation, on the other hand, is an insidious and 
inequitable way of paying for Government expenditures. If we inflate, there is a 
good chance that, even though we successfully avoid a third world war, we will 
substitute a vastly extended control system for our American way in the process. 

In our resolutions on long-range tax policies we say that ‘‘tax sources should be 
selected, not only to bring about fair and equitable distribution of the tax burden, 
but also with due regard to their effects on the national economy.’’ In the present 
instance, this means that we should strive to obtain necessary increases in revenue 
in such @ manner as to make the greatest possible contribution to the control of 
inflation. Furthermore, since the need for an expanded defense program may 
continue for several years, we should attempt to develop a tax program which 
“an continue in effect indefinitely without destroying the incentives that are 
basic to American productive capacity. 

With these objectives in view, we have developed specific recommendations 
as follows: 

PERSONAL INCOME TAXES 


We recommend that personal income tax rates be increased sufficiently to raise 
at least $4,000,000,000 in new revenue. ‘This recommendation is based on a 
section of our resolution on long-range tax policies which reads as follows: 

“The personal income tax should be the major source of revenue for the Federal 
Government. Its base should be kept as broad as practicable through the re- 
tention of low exemptions. All self-supporting persons should make a direct 
contribution to the support of government’’ 

t is generally agreed that personal income tax is more closely related to “ability 
to pay’’ than any other tax. Furthermore, a substantial increase in income taxes 
at this time would have an anti-inflationary effect by bringing consumer purchasing 
power more nearly into line with the prospective reduced supply of goods avail- 


able for civilian consumption. If increases in personal income taxes are to make 
a maximum contribution to the control of inflation, they must be designed to 
drain off income that otherwise would be spent by the recipient. With Govern- 


ment taking a larger part of our total production we cannot stabilize the real 
value of our money without using taxes to reduce the amount of money that is 
seeking consumer goods 

We also recommend a reduction from $1,000 to $500 in the maximum amount 
of the optional standard deduction which individual taxpayers are allowed to take 
as an alternative to itemizing their deductions. The present provision of law 
which permits taxpayers to deduct 10 percent of their gross income up to a 
maximum deduction of $1,000 without itemizing allowable deductions undoubtedly 
carries a considerably advantage to taxpayers with a gross income of $5,000 to 
$10,000; since many of these taxpayers would be unable to report deductible 
items equal to 10 percent of their gross income. The optional standard deduction 
is sound in principle, since it facilitates tax computations for many people; how- 
ever, we feel that any person claiming deductions in excess of $500 should be 
required to list the deductible items. 


CAPITAL GAINS 


We favor the moderate increase in the capital gains rate, provided by H. R. 
4473, as passed by the House. In addition we recommend an increase from 
6 to 12 months in the length of time assets must be held before income from their 
sale can be reported as “capital gain.”” The idea of giving ‘‘capital gains’’ more 
favorable tax treatment than ordinary income is sound in principle, since it 
provides an incentive for savings and investment; however, 6 months does not 
appear to us to be a sufficient length of time to put a transaction in the category 
of a long-term investment. A longer holding requirement for ‘capital gains”’ 
treatment would appear to be particularly desirable in an inflationary period such 
as the present to reduce the incentive for speculation. 

We favor the provision of the House bill which is intended to make it clear 
that sales of livestock held for dairy, breeding, or draft purposes are eligible 
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, 


for treatment as “capital gains”? under section 117 (j) of the Internal Revenue 
Code. The eighth circuit court in the Albright case and the fifth circuit court 
in the Bennett and other cases have held that section 117 (j) does apply to such 
sales of livestock ; however, the Bureau of Internal Revenue has limited its applica- 
tion to certain classes of livestock and we believe it would be well to resolve the 
question with legislation. 


COOPERATIVES AND OTHER CORPORATIONS 


Our position on the taxation of cooperatives and other corporations is set forth 
in our resolutions as follows: 

‘Agricultural cooperatives are an integral part of the twentieth century farming 
business and have significantly aided the successful operation of the farm economy. 
They are a vital part of a free competitive enterprise system. Their basic aim 
is to enable the farmer to sell his products and to purchase his farm supplies under 
conditions which allow him to compete effectively in a mass production and 
distribution economy. Agricultural producers must continue to have the right 
to market their products, purchase farm supplies, and acquire needed services 
through their cooperatives. Bona fide agricultural cooperatives must be pro- 
tected against certain vested interests who are using the term “‘cooperative’”’ as 
a guise for selfish motives. We will defend, to the fullest extent of our ability, 
the right of farmers to form and operate cooperative associations. 

“The attacks on cooperatives under the banner of tax equality by certain groups 
are deeply resented. Since genuine farmer cooperatives are owned and operated 
by the farmers who use their services, the cooperative has the alternative of 
reflecting savings to the patron either through patronage refunds or through price 
adjustments. We are convinced that it is in the best interests of our entire 
economy for the savings of cooperatives distributed as patronage refunds to be 
taxed only in the hands of the individual members. 

“We will aggressively oppose any efforts to tax cooperatives on such savings 
returned as cash, or clearly shown on the books of the cooperative to be property 
of the patron. There is no sound basis for imposing on cooperatives an income 
tax on patronage earnings refunded in the form of cash refunds, certificates of 
stock, certificates of indebtedness, or revolving fund certificates where the obliga- 
tion to the producer patron is certain. 

“Savings in the form of unassigned surpluses of cooperatives should be taxed 
in the same manner as profits of other corporations. 

‘All corporations should be exempted from Federal income taxes on the portion 
of their annual earnings that is distributed to the stockholders as dividends, 
where such dividends are taxed in the hands of stockholders. A reasonable pro- 
portion of corporation earnings retained should be taxed at the rate used in the 
first income bracket of the personal income tax. The balance of any amount 
retained should be taxed at a rate sufficient to encourage, but not compel, the dis- 
tribution of earnings. 

“We oppose the application of a dividend withholding tax system to coopera- 
tives and other corporations. In many instances patronage refunds or dividends 
are in such small amounts as to make the necessary bookkeeping transactions 
impractical. A withholding plan would not accomplish the desired results 
because recipients of refunds and dividends fall in all tax brackets. The with- 
holding of tax on nontaxable refund items would complicate tax collection pro- 
cedures.” 

We recognize that the Government’s present need for increased revenue makes 

impractical for the Congress to take immediate action on that part of our 
recommendation which would end the present double taxation of corporate divi- 
dends by exempting corporations from Federal income taxes on the portion of 
their earnings that is distributed to the stockholders as dividends. Nevertheless, 
we believe that this recommendation is sound from a long-range viewpoint and 
that it should be adopted as soon as conditions permit. 

We are unalterably and aggressively opposed to any effort to tax farmer coop- 
eratives on savings and earnings returned as cash or clearly shown on the books 
of the cooperative to be the property of the patron; however, we believe that 
savings in the form of unassigned surpluses of cooperatives should be taxed in 
the same manner as profits of other corporations. We will support legislation to 
implement this principle for farm cooperatives and to extend it on an equitable 
hasis to other cooperatively owned businesses such as mutual savings banks, loan 
associations, etc. 

For reasons stated in the resolution just quoted, we oppose the application of a 
dividend withholding tax system to cooperatives and other corporations. 
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CORPORATION TAX RATES 


In the present situation, we are prepared to support an increase from 47 to 
55 percent in the effective rate of the combined corporation normal and surtax 
rate. 

In its present form H. R. 4473 raises the combined corporation normal and 
surtax rate to 52 percent of taxable income, and reduces excess profits credit from 
85 to 75 percent of the corporation’s base period net income. 

We believe it would far better to leave the excess profits rate unchanged, and 
to raise the additional revenue needed from corporations entirely through adjust- 
ments in the regular corporate rates. For the reasons set forth in our resolution 
on taxation, the American Farm Bureau Federation is convinced that a high 
excess profits tax is basically unsound and inconsistent with our efforts to control 
inflation. Such a tax gives every corporation in the ‘‘excess’”’ bracket a powerful 
incentive to reduce its tax liability by making expenditures it would hesitate to 
make if it were not for the fact that dollars subject to high excess profits taxes are 
“cheap dollars” to the taxpayer. A further increase in the regular corporate 
rate is far more consistent with our present need to promote economical business 
practices, preserve incentive and control inflation, than is an increase in the excess 
profits tax designed to raise the same amount of money. 


FEDERAL SALES TAXES 


We are opposed to a Federal sales tax. Such a tax is undesirable because it 
would be a drastic departure from the principle of basing Federal taxes on ‘‘ability 
to pay.”” Furthermore, we need to recognize the need for leaving some possible 
sources of revenue to the States—many of which already have sales taxes. As an 
alternative to a Federal sales tax, we would prefer to reduce personal income tax 
exemptions from $600 to $500. 


EXCISE TAXES 


As a long-time tax policy, excise taxes should be limited largely to levies on 
amusements and luxury goods; however, in the present situation, a broader appli- 
cation of excise taxes can be justified both to raise revenue and to assist in the 
fight against inflation by reducing the demand for scarce goods. We are prepared 
to support heavy excise taxes (for the duration of the emergency) on luxury goods 
and on goods which are made of materials of strategic importance or which are in 
short supply. 


In the enactment of new or increased excise taxes, taxes which will increase 
business costs should be avoided insofar as may be practical, since the common 
business practice of using percentage markups pyramids the effects of such taxes. 

We are opposed to excise taxes on replacement parts for automobiles, trucks, 
farm machinery and equipment. If we are going to have a period of short supply 
for equipment of this type, we should make a real effort to keep existing units in 
operation, and it just isn’t sound to tax the fellow who is buying replacement parts 
to keep an old machine in operation. This recommendation does not apply to 
accessories, since such items are luxuries. 

We are also opposed to any increase in the Federal tax on gasoline. This field 
of taxation should be left to the States for use as a source of highway funds. 

In our testimony before the Ways and Means Committee, we recommended an 
amendment to section 3411 of the Internal Revenue Code to provide that the tax 
(3% percent of the selling price) imposed on electrical energy for domestic or com- 
mercial consumption shall be collected from publicly owned electrical systems and 
those owned by cooperatives or nonprofit corporations to the extent that such sys- 
tems sell electricity for domestic or commercial consumption. 

Since this tax is ultimately paid by the consumers of electric energy, we can see 
no basis for discriminating among consumers on the basis of the source of their 
supply. We pointed out, however, that a tax on electric energy is undesirable from 
the standpoint of long-time tax policy; that electricity is a necessity rather than a 
luxury, and that a tax on its use increases the cost of doing business and may there- 
fore cause a disproportionate increase in consumer prices. 

The House committee ultimately decided that the best way to achieve equity 
between the consumers of electricity was to repeal the existing tax. Since our 
original recommendation was primarily directed toward providing equitable treat- 
ment for all consumers of electricity we are prepared to support the House com- 
mittee’s decision. If, however, this committee should decide to recommend that 
the tax on sales of electric energy be retained, we must insist that it be applied 
equitably to all users. 
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ESTATE AND GIFT TAXES 


We recommend that there be no increase in estate and gift taxes. 


INCOME FROM BONDS 


We recommend the enactment of legislation to make the income from all future 
issues of Federal, State, and local bonds taxable on the same basis as other income. 


DEPLETION ALLOWANCES 


We recommend that the committee give careful study to the possibility of a 
reduction in depletion allowances and that it provide for the elimination of any 
such allowances which are found to be unjustified. 

We recognize that depletion allowances are related to the matter of getting 
people to invest money in precarious enterprises, but it looks somewhat unreason- 
able to farmers to permit an enterprise to continue to claim depletion allowances 
after it has recovered its original investment in this fashion. 


TERMINATION DATE 


We recommend that all new taxes and increases in existing tax rates be tied 
to a definite termination date to emphasize their emergency character. 

In conclusion, we want again to stress our conviction that a pay-as-we-go tax 
policy is absolutely essential to the control of inflation. If we are to preserve 
our freedom, we must be willing to pay, as well as fight, for it. We are not 
unaware that individual initiative and private enterprise can be destroyed by 
taxes, and we know that the tax burden required by a pay-as-we-go program will 
be heavy. We are convinced, however, that a pay-as-we-go program is within 
the capabilities of the American people. In the long run, we will be far better 
off if we pay the bill through taxes and take other steps necessary for the real 
control of inflation than if we take the seemingly easy path of deficit financing 
and inflation—-with the latter concealed from the people through direct controls 
over prices and wages. Taxes can be reduced when the emergency has passed, 
but if we destroy the value of our money and tie up our economy with direct 
controls, we may never be able to return to the “free choice’ system through 
which our unparalleled progress has been made possible. 


Exurpit A. Text or 1951 Reso._utrion REGARDING LoNG-RanGe Tax Po.uictes 
ApOPTED AT THE ANNUAL CONVENTION OF THE AMERICAN Farm BurREat 
FEDERATION HeEtp at Datuas, Tex., DecemBER 1950 


LONG-RANGE TAX POLICIES 


As a long-time tax policy, we favor the following principles and urge their 
adoption as rapidly as conditions will permit: 

Long-range plans should be made for the gradual reduction of the national 
debt; however, debt retirement should be handled in such a manner as to promot 
a stable price level and a prosperous economy. This may necessitate adjusting 
both the amount of revenue and the volume of expenditures of the Federal Goy 
ernment with reference to the level of employment and national income. 

A Federal tax policy should be adopted which will contribute to’a more stable 
price level and to an expanding domestic economy. This means that tax revenu 
should rise relative to governmental expenditures in inflation, and fall in depres- 
sion. The maintenance of a stable tax rate would partially accomplish this 
objective. 

The personal income tax should be the major source of revenue for the Federal! 
Government. Its base should be kept as broad as practicable through the rete! 
tion of low exemptions. All self-supporting persons should make a direct con 
tribution to the support of government. 

Tax rates should be high enough to balance the budget under normal condition: 
and allow for gradual reduction of the national debt, and to make possible increased 
payments on the debt during periods of prosperity. Prompt but temporary 
reduction of the lower bracket personal income tax rate within certain limits 
should be made during periods of low business activity. We do not believe that 
it is a sound tax policy to increase taxes during periods of depression or lower 
them during periods of prosperity. 
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In fairness to taxpayers with widely fluctuating incomes, the administration of 
tax collections should be revised so as to permit the averaging of individual incomes 
over a period of years for tax purposes. 

The CuarrmMan. Mr. Eshner, you may identify yourself for the 
record, and give your name and address. 


STATEMENT OF JULES ESHNER, VICE PRESIDENT, SMALLER 
BUSINESS OF AMERICA 


Mr. Esuner. My name is Jules Eshner, from Cleveland, Ohio, 
and I am a vice president of Smaller Business of America, and I speak, 
Senators, to the tax bill which was recently enacted, on behalf of most 
of the small corporations of the country, and in two respects. 

In the first place, | urge that you change the present tax proposal 
of a point increase in the general corporation tax and instead adopt 
the House principle of a percentage of the increase on the tax dollar. 

For example, a corporation which now earns $25,000 would pay a 
30 percent tax on the basis of the House bill. That is a 5 percent aver- 
age point increase. And that represents a 20 percent increase in its 
tax. But the larger corporation would only have a 5 point increase, 
and its percentage increase of its present tax would be only from 6 to 
10 percent. 

That discrimination falls on the small business concern which needs, 
Senators, to retain every dollar of profit in its coffers in order to provide 
the operating capital, because these profits are not expressed in the 
kind of cash out of which you can pay dividends; they are expressed 
in inventory at higher figures; they are expressed in additional ma- 
chinery and equipment, in a larger amount of accounts receivable, and 
in the higher prices of labor and what they have to pay their engineers 
and clerical help, and so on. 

In other words, you are aware of the fact that it costs a lot more 
money to do business. It costs a lot more money to develop business 
and to provide the tools with which business can keep going. 

Now, fortunately or unfortunately, this tax statement from the 
Treasury was prepared with the idea of administration of a tax bill. 
It was based on having the smallest possible objection, I think, from 
the larger corporations of the country. You gentlemen are familiar 
with the fact that most of the big companies of the country had their 
best years in the four base years, 1946 through 1949. 

The excess profits tax, for example, is not going to hit them very 
hard. But the great majority of small corporations, doing business 
with less invested capital—or they would not be small corporations, 
and therefore the invested ¢ pital base does not give them much help 
those smaller corporations in the main give services. They have not 
had those good years. And there are four distinct classes of corpora- 
tions on which the present excess profits tax law falls with a terrible 
burden, and on which I hope you gentlemen will make some changes. 

Those are the smaller new corporations which have relatively small 
capital. 

The second class of corporation is the corporations which have 
organized since the base period began. 

The third class of corporation is those corporations which were 
organized not too long before the base period, and therefore which 
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were not able to attain their normal growth and their normal profit 
picture until just recently. Therefore, the base period is completely 
inadequate for them. 

The fourth class is those companies who had consistent losses, for 
one reason or another, during the base period, and which the present 
4 or 5 formula that the present law permits does not help at all. 

Now, the fifth class of corporations is those companies which were 
newly organized, and for them there is absolutely no relief except 
the specific exemption. 

[ submit, gentlemen, that smaller business, which employs roughly 
half of the employees of the country, and which does 40 percent 
of the business that is done in the country and which is the thing 
that sparks that American ingenuity of which Mr. Kline just spoke 
to you, without which this country cannot progress, without which 
this country cannot produce the sinews of defense, without which 
this country will cease to be a great power, must not be forgotten. 
Unless there is some relief which permits small business to get by, the 
whole American economy will tend to stifle and die, because small 
business, Senators, is the channel through which that American 
ingenuity flows. 

Do we want to wreck an economy or do we want to build it? Do 
we want to infuse new life into the veins and the arteries of American 
business, or do we want to inject embalming fluid? 

Therefore, on behalf of small business, [ urge you to apply the 
percentage of the tax dollar increase just as was done with individual 
incomes, in dealing with small business. And I urge you also to 
write into the tax law some relief—perhaps it would have to be in 
general terms, similar to the old section 722—which will give some 
relief to those five classes of smaller corporations of which I have 
spoken. 

I think I have ke ‘pt my word to get through in 10 minutes. 

The Cuarrman. Thank you very much, Mr. Eshner. 

The committee will not be able to sit this afternoon because of 
conditions in the Senate. If any of the witnesses listed here wishes 
to file a brief for the record, the committee will be glad to receive them. 
If not, you will go over until tomorrow and we will hope for better 
luck. That would be the best that we could do, to allow you to be 
added to the list of witnesses for tomorrow, because we shall have to 
be on the floor this afternoon. 

The committee will recess until 10 o’clock tomorrow morning. 

(Whereupon, at 12:35 p. m., the committee recessed; to reconvene 
at 10 a. m., Tuesday, July 10, 1951.) 
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TUESDAY, JULY 10, 1951 


ComMITTEE ON Finance, UNITED STATES SENATE, 
Washington, a: 

The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Robert S. Kerr, presiding. 

Present: Senators Kerr (presiding), Byrd, Hoey, Frear, Millikin 
Taft, Butler (Nebraska), Williams, and Flanders. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on laternal Revenue Taxation. 

Senator Kerr (presiding). Mr. William Jackman. 

Mr. Jackman, what is the duration of your statement? 

Mr. JackMAN. Not over 15 minutes. 

Senator Kerr. We are in the position of having a number of wit- 
nesses brought over from yesterday, and we shall appreciate it if 
will stay within the limitation of the time that was assigned you. 

Mr. JaAcKMAN. Yes, sir. 

Senator Kerr. You may proceed. 


you 


STATEMENT OF WILLIAM JACKMAN, PRESIDENT, INVESTORS 
LEAGUE, INC. 


Mr. Jackman. I am William Jackman, president of the Investors 
League, Inc., with headquarters at 175 Fifth Avenue, New York 10, 
N. Y. The league I represent is the oldest and most successful 
organization of investors, with thousands of members residing in 
every State of the Union. It is an organization of investors, both 
small and large, who make up the backbone of our private-enterprise 
system, which is in turn the backbone of our national economy. 

I speak in the interest of millions of American men and women 
who have worked hard, sacrificed freely, and lived frugally 
and invest in “‘prosperity, American style.” 

Gentlemen, these are loyal citizens who can be counted upon to 
keep faith with the principles and practices which have made ours the 
greatest country in the world. These men and women stand ready 
to meet every national crisis, every threat to our civilization. These 
citizens stand ready to give of themselves to help meet every plan for 
social and material advancement of the people of this country and of 
the world. 

The Investors League states with pride that the average investor is 
a splendid and upright American. 

As one of the members of the House Ways and Means Committee 
stated in an article written for the Bulletin, the league’s official publi- 
cation, the tax bill prepared and passed by the House is an economic 
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monstrosity. He stated also that those members of the committee 
who approved the proposal had their tongues in their cheeks, believing 
that the Senate Finance Committee would rewrite the measure as it 
properly should be done and as it has done so many times in the past 
on tax bills. 

Because prices are so high and the dangers so great, let us above all 
keep our taxes down to bare necessities. Let us eliminate all unneces- 
sary cost of Government. It is reliably estimated that savings of 

» billion can be effected if our nonmilitary Government expenses 
are cut to the bone. Let us not waste unnecessary money on even 
military expenses. Let us set up a proper agency to check into mili- 
tary expenditures to see that no funds are wasted. 

As an illustration: How can we reconcile the President’s statement 
of “tax until it hurts” when the Quartermaster’s service last January 
bought 5 million pounds of oleomargarine at 25% cents a pound, and 
at the same time the Department of Agri iculture sold 5% million pounds 
of surplus butter to Italy for 15 cents a pound? It is almost too 
fantastic to believe. 

Soeroes: a withholding tax, the 1951 revenue bill (H. R. 4473) 
would place a 20-percent levy on all dividend and interest mee nts 
at the source. In other words, the payee would be obliged to deduct 
20 percent of all dividend and interest payments. 

As president of the Investors League, I feel it my duty to call to 
your attention the ill effects such legislation, if enacted, would have 
on the general economy of the country. I wish also to register with 
you the protests of these investors against such proposed legislation. 

Over the years we have heard a great deal in certain quarters in 
Washington about the charge of discrimination. I say to you that 
no group of Americans should be discriminated against. I want to 
call your particular attention to the discrimination against American 
investors, which is so obvious in that provision of the tax measure 
which provides that 20 percent of all interest and dividends should 
be deducted at the source and paid directly into the Treasury. 

This is not only discrimination; it is insulting. It is insulting to at 
least 10 million loyal Americans. It says to this group, in effect, I 
do not trust you to pay taxes on the income which you receive from 
dividends and interest payments. I believe you will chisel on Uncle 
Sam at this time when revenues are badly needed. In other words, 
I think you are a crook. 

I know and you know that our upward of 10 million investors in the 
United States are not crooks. Why should the Government say to 
these people that they are not to be trusted, any more than it should 
be said to any other group of our law-abiding citizens that they are 
not to be trusted? In my estimation, this is a disgrace, and I am here 
as representing this group to protest vigorously. 

The Investors League is in complete accord with the principle that 
taxes due should be paid and collected. Collection, at the source, of 
taxes on dividends will, however, include many cases in which no tax is 
due. More than 47 percent of stockholders have incomes of less than 
$5,000 per annum. The withholding of 20 percent of dividends will, 
in these cases, work hardships, severe in some instances. Even though 
refunds may, in time, be made, the stockholder will not have the use 
of this portion of his income until receipt of such refund as may be 
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due to him. This is, therefore, a vicious principle and, moreove1 
unduly burdensome on the low-income investors. 

Furthermore, its actual benefit is doubtful, 
agent and the Government will undoubtedly be 
pense. When the withholding agent has reduced his tax liability by 
credit for the additional business expense, when the Government has 
deducted its expense plus refunds, the net will, it is believed, be far 
below estimates, 

Such a provision as this withholding of dividends is equivalent to 
saying to the stockholder, “We will collect the tax and then give you 
the opportunity to prove you do not owe it.” That is a police-state 
procedure. Furthermore, it is penalizing the majority for the few 
even more a police-state method. 

The league believes such a withholding procedure will prove a de- 
terrent to the purchase or holding of stock and. therefore, will dis- 
courage the flow of capital to business and industry, from which more 
jobs and hence more tax revenue are created. The cycle is vicious and 
may result in its own dissipation. 

On the national excise tax, the Investors League believes that the 
time has come when a national excise tax should be applied to all 
commodities, with the exception of food. It strongly recommends 
that this tax be 5 percent, which, it is estimated, would produce at least 
$5,000,000,000 annually in revenue. 

The objection to a general sales tax of a reasonable amount 
percent—is admittedly purely political. We suggest that th 
tion be met at its own level merely by 
from “sales” to “excise,”’ 

The present system of special sales taxes, for the most part based on 
no rational basis of either coverage or rates, is another example of the 
grossly unfair discrimination which characterizes the Internal Rev- 
enue Code and which demands a complete overhauling. 

Kor example, at present a large number of sports articles are si 
to a so-called manufacturers excise tax of 10 percent. Why sporting 

goods should be taxed while dancing shoes are exempt, is puzzling 
enough, for surely nothing is more essential to the health of the 
country than plenty of outdoor exercise. 
accentuate this bias by exempting one group of sports altogether, 
while increasing the sales tax on the rest to 15 percent. cricket, 
football, and hockey equipment would be tax-free: baseball, golf, and 
tennis further penalized. We are now to pay a 20 percent. excise tax 
on mechanical pencils and fountain pens, while ordinary pencils, 
pens, and ink are exempt. 

These senseless distinctions naturally cause confusion, and make 
the sales tax, which should be the simplest of all taxes to understand 
and enforce, a frequent subject of litigation in the Federal courts, 

The so-called excess-profits tax is another example of misnomer, so 
gross in this case as to constitute actual fraud, which H. R. 4473 by 
lowering the false “average earnings’ base still further to 75 percent 
of reality, would make more gross. The whole excess-profits statute 
is an unintelligible monstrosity, which serves only to confuse the 
taxpayers and the public, and which will create endless headaches 
and litigation unless promptly replaced by provisions for renegotiation 
of actual excessive war profits on Government contracts. with a re- 
adjustment of the flat corporate tax rate if more revenue is needed. 
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On double taxation, among the multitude of needless complexities, 
hypocrisies, and injustices found in the tax law, the most unfair to 
investors is the double taxation of dividends, which alone has taken 
from them many billions of dollars in the last 17 years, to which the 
House now proposes to add the 20 percent witholding tax. There 
is no doubt that the Government should remove grossly biased tax 
provisions which it has imposed. These provisions, some of them, 
such as the double dividend tax, agreed by both parties and also by 
the Treasury Department to be unfair, were bad enough when rates 
of tax were comparatively low. They are intolerable under present 
conditions. 

The Investors League firmly believes that the Internal Revenue 
Code should be rewritten from one end to the other. 

Year after year the need for a complete rewriting and simplification 
of the tax laws has been admitted on all sides. Three years ago the 
House, after lengthy study by the Ways and Means Committee, 
passed a bill, too late for Senate action, which corrected a large number 
of obvious minor injustices. The excuse for nonaction has been lack 
of time. 

Gentlemen, with the present load of taxes under wbich our economy 
is staggering, we believe there is no more time for delay in removing 
complex confusion, iniquitous discrimination, and gross unfairness 
from the Internal Revenue Code. Accordingly, we earnestly recom- 
mend that a joint committee be appointed forthwith from the Senate 
Finance Committee and the House Ways and Means Committee, 
adequately staffed, to rewrite the Internal Revenue Code from one 
end to the other, as speedily as possible, to make it more simple and 
understandable in form and more equitable in substance; that H. R. 
4473 be limited by amendment to the provisions passed by the House 
in 1948; and that a general excise tax of 5 percent be imposed on sales, 
to take the place of existing special sales taxes of all kinds except on 
liquor, tobacco, and high-priced luxuries. Such a tax would be im- 
mediately effective and would produce additional revenue of at least 
5 billion a year—an amount which should be enough, with proper 
executive economies, to balance the budget for the current fiscal year. 

On the capital-gains tax, the Investors League also favors a reduc- 
tion in the holding period which applied to capital-gains taxes. We 
believe—in fact we are certair that if this holding period was reduced 
the Government would receive more in tax revenues and that investors 
at the same time would benefit. 

As the taxes stand now a person who has purchased securities must 
wait for 6 months before he can resell them and still come within the 
provisions of the capital-gains tax. It frequently happens that the 
profits on the securities decline and may even disappear before that 
6-month period has elapsed. This means that if a purchaser were to 


sell at the end of a 6-month period he would pay a smaller amount of 


taxes or perhaps no taxes at all. 


[It follows too that if a person were to come within the scope of the 
capital-gains tax provisions by holding for a 3-month period rather 


than a 6-month period, it is probable that his taxes would increase. 
In the final analysis a capital-gains tax is in effect a levy on capital 
In fact it has been held to be such a levy by our courts. 
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Many countries have no capital-gains tax whatsoever for that rea- 
son. Certainly the taxes levied in this country should not be designed 
to hamper the employment of capital. 

We believe, therefore, that the holding period should be reduced to 
not more than 3 months. 

The Investors League is aware of the possibility that such a reduc- 
tion in the holding period might encourage greater speculation in cor- 
poration securities. We believe, however ‘that any such increase in 
speculation would not be detrimental to the Nation’s economy, par- 
ticularly in view of the very rigid credit restrictions now in force and 
also because of the careful scrutiny which the Securities and Exchange 
Commission exercises Over our security markets. The same reason- 
ing applies even more strongly against the proposed increase in the 
capital-gains tax return which certainly bas the effect of reducing the 
tax received. 

In conclusion, gentlemen, I ask you with all the sincerity at my 
command: Please, for God’s sake and for the sake of God’s children, 
humanity, do not dry up the wells of prosperity, American style. 

Senator Kerr. We thank you, Mr. Jackman. I take it for granted 
that you included ail of us in that designation of God’s children. 

Mr. JaAcKMAN. That is right. 

Senator Kerr. Thank you for your appearance. 

Senator Kerr. Mr. Kruse. 

Mr. Kruse. Mr. Chairman, I will confine myself to the period of 
15 minutes. 

Senator Kerr. We appreciate that. 


STATEMENT OF EDWARD H. KRUSE, JR., THE WAYNE PUMP CO., 
FORT WAYNE, IND., ACCOMPANIED BY A. F. KALIKER, ASSIST- 
ANT SECRETARY, THE WAYNE PUMP CO. 


Mr. Kruse. Mr. Chairman and gentlemen of the committee, I 
have full appreciation and respect for the task confronting the com- 
mittee at this time, and I shall endeavor to be as brief as I possibly can. 

[ appear before you at this time in connection with a proposed 
amendment to section 131 of the Internal Revenue Code. ‘This sec- 
tion of the code relates to allowance of credit for income, war-profits, 
and excess-profits taxes paid to foreign countries and possessions of 
the United States. More particularly, the proposed amendment 
which we submit herewith relates to the treatment under section 131 
of the taxes paid to a foreign country during a taxable year in which 
the taxpayer has a net operating loss, or wou! id have had a net operat- 
ing loss had the foreign dividends or income been excluded in com- 
puting gross income. 

A complete discussion of this matter will be impossible at this time. 
I shall confine myself to a presentation of only the factors pertinent 
to the case. 

I might say that I appear as counsel for and in behalf of the Wayne 
Pump Co., of Fort Wayne, Ind. The Wayne Pump Co. is engaged in 
the manufacture and sale of gasoline filling station equipment, hoists, 
air compressors, hose reels, airport equipment, and related items. 

The company has been in existence since 1891, and at the present 
time has two active foreign subsidiaries, one active domestic sub- 
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sidiary, and one active foreign division. The subsidiary corporations 
are located in London, England, Rio de Janeiro, Brazil, and Cincinnati, 
Ohio; the division is located in Toronto, Canada. The Wayne Pump 
Co. is thus in position where it may receive income from sources both 
within and without the United States. 

Senator Tarr. Is this activity outside the United States just selling, 
or does it include manufacturing? 

Mr. Kruse. Just selling and some assembling, Senator. 

The company has been a very successful enterprise throughout the 
years; however, during the year 1948 the parent corporation suffered 
reverses and ended the year with an over-all net operating loss. In 
1949 the company suffered a net loss on its United States operation. 
During both of these years the parent corporation received dividends 
from its foreign subsidiaries. During 1948 it realized net income from 
its Canadian division; in 1949 it suffered a loss from its Canadian 
division. 

The problem is this: The officials of the company learned during this 
period of time that under the provisions of section 131 of the code that 
they were not permitted to utilize the credit for foreign taxes paid in a 
loss year; whereas, they are permitted under present law to utilize this 
credit against the tax in years of income. This peculiar situation is 
the crux of our problem; furthermore, it may be stated definitely that 
the situation is one in which a hardship is worked upon the company, 
or any other company in a similar position. 

Senator Tarr. You cannot take the credit at all; is that the point? 

Mr. Kruse. That is correct, Senator. 

Senator Tarr. The carry-over provision does not help you any? 

Mr. Kruse. That is correct. You see, in the case of a foreign 
subsidiary from which you receive dividends, there is only an allowance 
in the nature of a credit for the tax paid on these dividends. You 
cannot take it as a deduction. Now, the reason you cannot use it in 
the case where the domestic parent has an over-all operating loss is 
for the reason that there is no United States Federal income tax against 
which to apply the tax paid on the dividends abroad. In the case of a 
foreign division or branch which belongs to the parent organization, 
you can treat the tax paid for net income from the division or branch 
as either a deduction or as a credit, but you cannot take it as both 
You have to make an election. But at least in the case of net income 
from a branch or a division, you do have the benefit of the tax paid 
You can take it as a deduction or a credit. But in the case of a sub- 
sidiary, we can only utilize this credit in years of net income because 
that is the only time we have a Federal tax against which we can apply 
this credit. 

Senator Tarr. You have to file a consolidated return to get the 
credit, do you not? With the subsidiary corporation, you have to file 
a consolidated return, or do you just pay on the dividends? 

Mr. Kruse. First of all, let me say this. The credit is subject 
to certain limitations. We compute the credit; then we figure out our 
over-all net income. Then we deduct this tax credit from the tax on 
our computed net income. Then the balance is the tax that we pay. 

Senator Tarr. But I do not quite understand the situation. You 
are dealing with a question of a foreign subsidiary, are you? 

Mr. Kruse. Yes, sir. 

Senator Tarr. Do you file a consolidated return or do you not? 
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Mr. Kruse. At the present time, the law does not permit a foreign 
corporation to be included in a consolidated return. I am not the 
tax man for the company, Senator. He is not permitted under the 
law, as I understand it, to deduct a foreign loss in such a way as to 
reduce the tax he would owe on domestic ‘profit. 

Senator Tarr. It is not the foreign loss. That does not bother him. 
He wants the tax credit for taxes he has paid for the foreign company. 
I do not quite see why. 

Mr. Kruse. Permit me to make this further observation perhaps 
to clear up this situation. 

First of all, a domestic corporation must own a majority of the voting 
stock of the foreign subsidiary corporation to be eligible for this ¢ redit. 
Then, secondly, there is a fiction in the present law which has created 
what I might say is an exception to the law in this, that for purposes 
of obtaining the credit, the domestic corporation is deemed to have 
paid the tax on the dividend received from the foreign subsidiary. 
It is a fiction, Senator, and it is an exception to the law. 

Senator Tarr. I am afraid I do not understand. You will have 
to state it much more clearly. 

Mr. Kruse. May I depart from this and use the illustration? 

Senator Tarr. Yes. 

Senator Kerr. | wonder if Mr. Stam could not state this problem 
for us. 

Senator Tarr. Mr. Stam, could you do that? 

Mr. Stam. He has an example. 

Mr. Kruse. Referring to exhibit E, these are three different cases. 
The amounts are rounded off, and are approximately accurate. We 
have rounded them off for purposes of illustration. 

This is the actual case of the Wayne Pump Co. This is the year 
1948; this is the year 1946. Now, let us just talk about this one case 
(A) alone for a minute. 

In the year 1948, the Wayne Pump Co. had a net loss of $490,000. 
In 1946, they had net income in this amount [indicating]. 

Now, notice this. The dividends from our foreign subsidiary in 
England were includible in computing income. However, the credit 
for the tax paid on those — nds could not be taker because they 
were received in a loss year. We wound up with a loss with no Federal 
income tax; so we had no an base against which to apply our foreign 
tax credit. 

Senator Tarr. Why should you have such a tax base? After all, 
you had an over-all loss. The credit is only given to you so that you 
do not pay double taxes. 

Mr. Kruse. Yes, Senator; your point is very well taken. And if 
there were no such thing as a credit in the present law which we could 
take in years of income, | would agree with you 100 percent. 

Senator Tarr. But these dividends from England must be after 
the subsidiaries paid their tax. 

Mr. Kruse. Yes, sir; that is correct. 

Senator Tarr. You are not including the whole income from the 
foreign company, are you, but just what they pay you in dividends? 

Mr. Kruse. That is right. And what you mentioned would 
certainly be right and I would be in agreement with it, provided there 
was no provision at all in the present law ever to take this credit. 


86141—51—pt. 2——-20 
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But we are permitted to utilize this credit in years of income when we 
would least need it, and in years of loss, such as occurred to Wayne 
Pump for one of the first times, when we needed it most, we discovered 
that we could not take it. And, of course, anyone in a similar situation 
is similarly affected. 

Senator Kerr. Do you think that we might remedy that by elimi- 
nating the credit that you are permitted to take in years of profit? 
Would that relieve the pain? 

Mr. Kruse. Senator, in that case, the argument would be that the 
Government must carry on all foreign investment abroad, and those 
of us in private business in this country who are willing to invest 
money abroad, would be further discouraged from doing so. 

Senator Kerr. You say that you would not be conscious of it if 
it were not for the fact that in the years you have a profit and pay a 
tax you get the credit for it. 

Senator Tarr. I do not see why there should be a credit? If you 
included all the income from the foreign subsidiary, that will be all 
right. But you do not. All you do is include in your income the 
dividends actually received from abroad, which is after you paid the 
foreign taxes. I do not see why there should be a credit at all. 

Mr. Kruse. You mean, in either case, including a loss? 

Senator Tarr. Yes; in either case. I do not see the purpose for 
the credit. If you are filing a consolidated return and putting all 
the income from your foreign company in, that would be another 
thing. But here all you are putting in is net dividends after you have 
paid the foreign tax. 

Mr. Kruse. Senator Taft, from our own research into this matter, 
we have brought it down to really two answers. In going into the 
books, we learn that the theory back of it originally was to encourage 
investment abroad and to prevent taxation of ‘dividends which alre ady 
have been taxed abroad. 

Senator Tarr. They have not been taxed-—— 

Mr. Krusr. They have been taxed to the subsidiary abroad. 

Senator Tarr. Not those dividends. What has been taxed is the 
earnings. 

Mr. Kruse. I mean, taxed as earnings. 

Senator Tarr. The dividends are after earnings. 

Mr. Kruss. Yes, sir. What I meant was the earnings from which 
the dividends were paid. Now, may I take the second situation? 

Senator Kerr. Let us go down to here. You understand that if 
vou have this $490,000 loss in 1948 in your American company, you 
can carry that forward into 1949, and any profit you paid is reduced 
by that amount before there is a tax assessed against you. 

Mr. Krusn. Yes. Well, that is true in any case, sir. 

Senator Kerr. I understand that. 

Mr. Krusr. Yes, Senator; I understand that. 

Senator Kerr. Does that not take care of the problem that you 
are talking about? 

Mr. Kruss. It does not permit us to utilize the credit in years of 
loss, and we are premitted to utilize it in years of income. 

Senator Kerr. You do not think that you should be paid a premium 
for taking a loss? 

Mr. Krusr. No, sir; I do not. 
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Senator Kerr. If you show a loss in your bookkeeping, you would 
not want a situation where the Government would pay you a premium 
for that? 

Mr. Kruse. No, Senator. But we are allowed the credit. It has 
been in the present law for some time, and we can use it in years of 
income. 

Senator Kerr. It is a credit against profit, is it not? 

Mr. Kruse. It is a credit against the tax on profit. 

Senator Kerr. Then how would you fix it so that it would be a 
credit against loss? 

Mr. Kruse. By permitting us to carry the credit back or forward 
to the last taxable year. 

Senator Kerr You are permitted to carry the loss forward. 

Mr. Kruse. To permit us to carry the credit back or forward. 

Now, may I go forward to the next situation? 

Senator Kerr. Yes, sir. 

Mr. Kruse. Referring again to exhibit B, case (B), this is the vear 
1948, and this is the year 1946, again. Now, for purposes of illus- 
tration, we have divided the income into 2 years. The total net 
income for the 2 years, $1,508,000, is the same as in this situation (A). 
We had income in both years, but we pay less tax, $52,060 less tax 
in case (B). 

These are subsidiaries. This is a subsidiary corporation. 

Senator Tarr. What is this $490,000? How do you get that? 
Is that carried back? 

Mr. Kruse. Yes, Senator Taft; it is. That was our net loss, 
and we carried it back to our last taxable year, under the carry-back 
provisions of section 122 of the Internal Revenue Code. 

Now, in this case (C) we received foreign income from a foreign 
branch or division, and in this case we were permitted to deduct 
the tax paid on the net income from the foreign branch. The 
amounts in case (A) and (B) you will notice here was $137,000 in 
dividends, and the same amount in case (C), but that represents net 
income, and not dividends. The tax we paid in the case of net income, 
you can either take it as a deduction or as a credit. Since we had 
a loss and thus no taxable base against which to apply the credit, 
we took it as a deduction, so that it increased our over-all deduction. 

So here, in this case (C), we wind up paying $20,000 less tax than 
in case (A) where we had the same amount of money received in the 
way of dividends. 

Those are the three situations. -And yet all of them aggregate 
approximately the same amount of net income—see exhibit D for 
further explanation. 

Senator Tarr. With respect to this business of foreign subsidiaries, 
of course, those are dividends. 

Mr. Kruse. Yes, sir. 

Senator Tarr. Now, the income from the branch, that is gross 
income, | suppose, calculated right in Canada? 

Mr. Kruse. Yes, sir. 

Senator Tarr. So that the two are not quite comparable. You 
may have a much larger income from your foreign subsidiary in 
England than $137,000 and still not have it as dividends. 

Mr. Kruse. Yes, sir. 
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May I say in conclusion, gentlemen, that I think the points you 
have raised are very well taken. Had there been no credit ever 
allowed under present law in the case of foreign income, our situation 
would never have arisen; we would not be aware of such a thing. 
But the ~ is that the credit provision is in present law and the 
reason for is to encourage investment abroad and prevent the 
double ecciied of those dividends at home. We find we went along 
for years never having a net loss; we utilized it in years of income, and 
then in a year of loss, when we most need it we cannot take it. We 
feel that it would be as equitable or more so to have it in those years 
of loss, assuming that a credit is proper, and it must be so or it would 
never have been written into the law. 

I guess I have exceeded my time, Senator. I apologize. 

Senator Kerr. That is all right. You have a very interesting 
matter. 

Senator Tarr. Mr. Stam, what are your views on it? 

Mr. Sram. | think what he is attempting to say is something like 
this, Senator, that the domestic corporation is entitled to carry its 
loss forward against its income for the following vear, but the divi- 
dends received from the foreign company, when they come in, reduce 
that loss. Therefore, he has less loss to carry forward into the next 
vear. But he is not entitled to offset that income for the next year 
bv the foreign tax paid. 

In other words, he is being handicapped to some extent by having 
his loss reduced by these dividends received, but he is not entitled to 
a credit for the foreign tax paid in connection with those dividends 
in the next vear. 

Is that not your point? 

Mr. Kruse. That is correct. You see, Senator, these amounts go 
really to reduce our loss. Now, if this were an income year, we could 
take the credit. But it was a loss vear. So we could not take the 
credit. But still the dividend goes to reduce our loss. 

Senator Kerr. What would happen if you did not pay yourself 
that dividend in a loss vear? 

Mr. Kruse. We have investigated that 

Senator Kerr. And waited until you had a profitable vear in which 
to take the credit? 

Mr. Kruse. As a general rule, it is not possible to control the 
receipt of those dividends when they are paid. It depends upon the 
particular foreign country. But, generally speaking, that is our 
experience. We cannot control the receipt of those dividends, If 
we could, we could avoid this situation. 

Senator Kerr. All right, Mr. Kruse. 

You will want your entire statement placed in the record? 

Mr. Kruse. Yes, sir. I certainly do thank you for your time. 

Senator Kerr. We thank vou for coming here. You have an inter- 
esting problem, and one that we will give the best attention to that 
we can. 

Mr. Kruse. Thank you very much. 

(The prepared testimony of Mr. Kruse is as follows:) 


Exuipir A 
PETITION 


The computation of a net operating loss deduction under section 122, Interr 
Revenue Code, is inequitable if a taxpayer has a net operating loss in @ year 
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when dividends are received from a foreign subsidiary on which foreign taxes 
have been paid. 

Section 131, Internal Revenue Code, allows a credit against United States 
income taxes for income, war profits, and excess-profits taxes paid or accrued 
during the taxable year to any foreign country or possession of the United States. 
Under section 131 (f) taxes paid by a foreign subsidiary are deemed to have been 
paid by the domestic parent. 

Under the present law if the domestic parent has a net operating loss, it receives 
no benefit under section 131, Internal Revenue Code, for foreign taxes paid on 
earnings received from a foreign subsidiary in either the year the dividends are 
received or the year to which the net operating loss deduction is applied. More- 
over, the parent’s loss from operations is reduced by the amount of the foreign 
subsidiary dividend received which appears contrary to the idea of a ‘“‘net operating 
loss’’ under section 122 (d), Internal Revenue Code. 

The effect of the law is that under these conditions a taxpayer pays a 38 percent 
United States income tax on earnings previously taxed by a foreign country. 

The Wayne Pump Co. for its fiscal year ended November 30, 1948, had a net 
operating loss which was carried back to its fiscal year ended November 30, 1946. 
The 1948 loss from operations of about $627,000 was reduced by approximately 
$137,000 of dividends received from a foreign subsidiary so that the net operating 
loss under the code was $490,000. The subsidiary paid taxes in England on these 
distributed earnings of more than the United States corporation tax of 38 percent. 
Under the present law the net operating loss of $490,000 was carried back to the 
year 1946, reducing the net income of that vear from $1,998,000 to $1,508,000 
on which the United States income tax was $573,040.! If Wayne Pump had the 
same aggregate net income of $1,508,000 for the vears 1948 and 1946, but had net 
income instead of a loss in the year 1948, the aggregate United States income tax 
for both years would have been $520,980, or $52,060 less than the actual tax paid 
It is apparent, therefore, that Wayne Pump has paid $52,060 more United States 
income tax than a comparable company having the same aggregate income in the 
2 years with income from operations in both years. Exhibit B, case A, and case B, 
showing this situation in statement form, using round approximations of actual 
figures for the Wayne Pump Co. for its fiscal year ended November 30, 1948, 
year of operating loss, and its fiseal year ended November 30, 1946, year to which 
loss was carried back is attached. 

Exhibit B, case C, also attached, shows the tax result using the same figures of 
income and deduction (plus, however, deduction for Canadian taxes), but the 
foreign income of $137,000 in case C is net income from a foreign branch or 
division (Canada) as contrasted to the $137,000 as dividends from a foreign sub- 
sidiary (England) in ease A and case B. It will be noted case C has a loss in | 
year the same as case A, but the tax result is somewhat more favorable than case 
\, but still not as favorable as in case B, the company fortunate enough to have 
net income both years. It would seem the situation should be reversed, so that 
the company unfortunate enough to suffer a loss would have the better treatment 

For its following fiscal year ended November 30, 1949, a similar condition 
exists, involving a difference in tax of approximately $25,000 as compared to the 
$52,060 for the previous year. 

At this time conditions are developing that this situation might again occur 
during its present fiscal year to end on November 30, 1951. This condition did 
not develop during its fiscal year ended November 30, 1950, however. 

Congress certainly did not intend to discriminate against corporations suffering 
operating losses by depriving such loss companies of tax benefits available to 
companies operating at a profit. As the effect of the net operating loss provisions 
relative to foreign tax credit is contrary to the purpose of the net operating loss 
earry-back, it appears that Congress, possiblv through oversight, failed to consider 
the above combination of circumstances which create an unintended hardship on 
some companies. 

THe Wayne Pump Co. 
A, F. Kaiker, 
Assistant Secretary. 

This figure is before a foreign tax credit deduction of $60,310.52, with respect to foreign net incon 
in 1946. This was handled in this manner in order to eliminate unnecessary complications 
tion of the problem in this exhibit A, and in exhibits B and D. This credit appears in proper 
sequence in the detailed technical computations in exhibits E and F. It will be seen the benefit 
ou presented in exhibits B and D, is nevertheless approximately the amount of $52 
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Exuisit B 


Situation in statement form 
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(see note) 


Case C: Sam 
as case A, 
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operating loss if the net income in respect of which such taxes were imposed by 

the foreign country or possession of the United States was excluded in determining 

the amount of the net operating loss under section 122 (a), then 

**(1) such taxes shall be considered, for the purposes of this section, as 

having been paid or accrued during the last taxable year of the taxpayer to 
which any amount of such net operating loss is carried back or carried over 
under the provisions of section 122 (b), or would have been carried back or 
carried over had a net operating loss resulted through the exclusion of the 
net foreign income in the actual year of receipt; and 

‘*(2) for the purposes of applying subsection (b) of this section, the net 
income or normal-tax net income of such last taxable year shall be computed 
by including the net income in respect of which such taxes were imposed by 
the foreign country or possession of the United States.” 

Snc. 2. The amendment made by this Act shall be applicable in computing the 
credit allowed under section 131 for taxable years ending after December 31, 
1945 (including any case where taxes paid or accrued in a taxable year beginning 
prior to such date are considered under the amendment as having been paid or 
accrued in a taxable year ending after such date). If the application of this 
amendment results in a credit or refund to the taxpayer, a claim for credit or 
refund will be timely filed if filed within the provision of section 322 (b) (6), or 


within one year from the enactment of this amendment, whichever is later. 


Exnuisnir D 


Situation in statement form (after bill) 


l year ended Nov. 30, 1948 

Dividends from foreign subsidiary (England $137, 137, 000 
Net income from branch (Canada) .. $137, 000 
Other gross income. > 749, 000 . 749. 000 2. 749, 000 


Total . ss 2 S86, OOO RRH. 000 > RH. OOO 


Deductions 8 376. 000 3. 37 10 3. 376. 000 
Net income (loss) ‘ 490, O00 


Federal income tax (38 percent 
Loss credit for foreign taxes paid ($137,000X38 pe 


lax after foreign tax credit 


il year ended Nov. 30, 1946: 
Net income OOM 1. GAS. OOO 
Net o] rating loss deduction 1948 above OO 490. OOO 
Net income after carry-back 1, 508, Of Wy 1, 508, 000 
Federal income tax (38 percent 
Less credit for foreign taxes paid ($137,000X38 percent 
Tax after foreign tax credit 520, 980 
mparisons 
Aggregate net income 1946 and 1948 000 1, 508, 00 1. BOS, 000 
Aggregate Federal income tax for 1946 and 1948 520, G80 5 520, G80 


‘OTE.—The same aggregate Federal income tax is now pa 
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Exuisit E 


Computation of decreases in normal tax and surtaz for the year ended Nov. 30, 1946 
resulting from carry back of net operating loss from the year ended Nov. 30, 194 ‘8 
(actual computation filed with Form 1139, application for tentative carry- -back 
adjustment) 


1946 law | 1945 law 
Net income per return filed __-_- Fe Po ccehidn cease $1, 998,134.80 | $1, 998, 134. 80 
Less net operating loss for year ended Nov. ee 2 As 490, 240. 61 | 490, 240. 61 
Adjusted net income 1, 507, 894 19 1, 507, 894. 19 
Less excess of net long-term capital gain ove r net short- term capital loss 7, 762. 33 7, 762. 33 
Remainder 5 . whieh es Gcidlipis atts te Sedge is Saag te tainly teeta 1, 500, 131. 86 1, 500, 131. 86 
Normal] tax and surtax: : 
Tax on amounts excluding excess of net long-term capital gain over 
net short-term capital loss, 1946 basis, 38 percent; 1945 basis, 40 per- 
cent 570, 050. 11 600, 052. 74 
Tax on excess of net long-term capital gain over short-term capital 
loss, 25 percent . ‘ J iaieaaecat ee 7 £ 1, 940. 58 1, 940. 58 
Total i dacedindiheataell ctacandedial soln ee dietesilie tacialat pan 571, 990. 69 601, 993. 32 
Number of days in fiseal year ended Nov. 30, 1946--_.-- s 365 
Number of days prior to Jan. 1, 1946 ‘ ‘; 31 
Number of days after Dee. 31, 1945 ‘ Peon caiitend sais 334 
lax under 1946 law—334/365 of $571,990.69 “A ae 523, 410. 66 
Tax under 1945 law—31/365 of $601,993.32 ate inca mseians 51, 128. 20 
Total__-- a a I a a ace 574, 538. 86 


Less credit for income taxes paid to foreign countries: 


Great Britain ($57,287.82/$1,507,894.19 X $574,538.86) ___ : € 21, 827. 84 }....-- es 
Brazil (as per tax return for the year ended Nov. 30, 1946) - _ . 3, 484. 81 
Canada ($91,852.95/$1,507,894. 19X$574,5 538.86) ahuanias nabinadis aie 34, 997. 87 | 
WOE. ands Ga a i ac ice ak 60, 310. 52 | 
Balance of income taxes ee aS aii ‘ 514, 228. 34 |....-.- 
Normal tax and surtax paid per return file d_ pion ; : 701, 327. 70 
Decrease, due to carry back of net operating loss only ___- ane ; : 187, 099. 36 |_......-.-.- — 


mtn tar 








_—’ 


To 


Inc 


Le 


Ba 
Ba 


De 
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Exuisit F 


Technical application of bill to actual figures and facts, fiscal years of the company 
ended Nov. 30, 1946 and 1948 


1946 law 1945 law 


Fiseal year ended Nov. 30, 1946, reeomputation of credit for foreign taxes 
paid, under new sec. 131 (k) Internal Revenue Code: | 
Net income per return filed ' : , 998, 134. 80 $1, 998, 134 
Less net operating loss for year ended Nov. 30, 1948 490, 240. 61 490, 240 


Total ; : ; . 
Plus earry-back of 1948 foreign dividend income: 
Dividend from English subsidiary $132, 907. 50 
Dividend from Brazilian subsidiary 4, 451. 61 


, 07, 894. 19 , 507, 894. 1 


Net income—corrected 
Less excess of net long-term capital gain over net short-term capital 
loss. 


Remainder 


Normal tax and surtax: 

Taxes on amounts excluding excess of net long-term capital gain 
over net short-term capital loss, 1946 basis, 38 percent; 1945 
basis, 40 percent 

Tax on excess of net long-term capital gain over net short-term 
capital loss, 25 percent a 


Total 


Number of days in fiscal year ended Nov. 30, 1946 
Number of days prior to Jan. 1, 1946 

Number of days after Dec. 31, 1945 

Tax under 1946 law, 334/365 of $624,187.15 

Tax under 1945 law, 31/365 of $656,936.97 


Total 
Credit for foreign taxes paid: 
Great Britain (tax rate is in excess of United States 
rate) 
Amount of dividend received in 1946 $57, 287. 82 


Amount of dividend received in 1948 132, 907. 50 


Total 190, 195. 32 
Limitation on credit: $190,195.32/$1,645,253.30 X $626,968.64 
Brazil (tax rate is less than United States rate): 
Amount of dividend received in 1946 i . $9,941. 46 
Amount of dividend received in 1948 Y ; 4,451. 61 


Total ‘ ze 14, 393. 07 
Limitation on credit: $14,392.07/$1,645,253.30X 


$626,968.64 484. 72 


5, 


Amount of Brazilian taxes actually paid: 
For 1946___- sakake ‘ . 3,484.61 
For 1048...... mes wie hee : 1, 560. 29 


Total awa Sas : ‘ : 5, 044. 90 
Use lesser amount ‘ ‘ 
Canada (tax rate is in excess of United States rate; 

provincial income taxes are includible): 

Amount of net income from Canadian Division 

during 1946 $91, 852. 95 
Limitation on credit: $91,852.95/$1,645,253.30X 

$626,968.64 iene pia 35, ( va 
Total credit for foreign taxes paid, recomputed__--_---------- : 112, 526. 76 


Income tax for 1946, prior to foreign tax credit, after operating loss carry- 

back prior to new sec. 131 (k) Internal Revenue Code 574, 538. 86 
Less total credit for foreign taxes paid, recomputed under new sec. 131 (k 

Internal Revenue Code Sevnst sore a al 112, 526. 76 
Balance of income taxes for 1946 : _ 462, 012.10 
Balance of income taxes for 1946, after foreign tax credit, after operating 

loss carry-back, ptior to new sec. 131 (k) Internal Revenue Code 514, 228. 34 
Decrease due to credit for foreign taxes paid, recomputed: New sec. 131 (k 
Internal Revenue Code eee Siak ro 2, 216. 24 
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Exuisit G 


Technical application of bill to actual figures and facts fiscal years of the company 
ended Nov. 30, 1947 and 1949 


Fiscal year ended Nov. 30, 1949, net operating loss: 
Net income per return filed $110, 418. 03 
Adjustments per sec. 122 (d) Internal Revenue Code excep- 
tions, additions, and limitations. ...............-------- None 
Less foreign dividend income: Dividend from English sub- 
sidiary 174, 793. 50 
Net operating loss if net foreign income is excluded (not 
deductible but does entitle taxpayer to benefits of new 
sec. 131 (k) Internal Revenue Code) 


For information—tax computation per return as filed: 
Net income 110, 418. 03 
Normal tax and surtax (38 percent) 41, 958. 85 
Less credit for income taxes paid to for- 
eign countries: 
Great Britain (tax rate is in excess of 
United States rate): 
Amount of dividend received in 
ee inl rae $174, 793. 50 
Limitation on credit: $174,793.50/$110,418.03 
X $41,958.85 66, 421. 53 


Amount of foreign tax credit lost (see note)_...----- 


Fiscal year ended Nov. 30, 1947, recomputation of credit for foreign 
taxes paid, under new sec. 131 (k) Internal Revenue Code: 
Net income per return filed aesncuccwuc a, OG0 Gee. 95 
Less net operating loss for year ended Nov. 30, 1949 (none 
allowable) None 
2, 540, 008. 95 
Plus earry-back of 1949 foreign dividend income: Dividend 
from English subsidiary 
Net income corrected 2, 714, 802. 45 
Less—excess of net long-term capital gain over net short-term 
2, 919. 75 
2, 711, 882. 70 
Normal tax and surtax: 
Taxes on amounts excluding excess of net long-term capital 
gain over short-term capital loss (38 percent) __- aa<--. 4, 080, 515. 43 
Tax on excess of net long-term capital gain over short-term 


1, 031, 245. 37 


Credit for foreign taxes paid: 
Great Britain (tax rate is in excess of United States rate): 
Amount of dividend received in 1947 _._. None 
Amount of dividend received in 1949______ $174, 793. 50 
Total Sy Sty Se ae eas cb 174, 793. 50 
Limitation on credit: $174.793.50/$2,714,802.45 * $1,031,- 
66, 396. 73 
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Technical application of bill to actual figures and facts fiscal years of the company 
ended Nov. 30, 1947 and 1949—Continued 


Credit for foreign taxes paid—Continued 
Brazil (tax rate is less than United States rate): 


Amount of dividend received in 1947_____- $21, 367. 52 
Amount of dividend received in 1949______ None 
WR Ae tens ete ake Ss Veeck ee 21, 367. 52 
Limitation on credit: $21,367.52/$2,714,- 
802.45 X$1,031,245.37_...............-- 8, 116. 93 
Amount of Brazilian taxes actually paid: 
mee mee or as es Uh ee 5, 061. 24 
EE 27, at gd ees SS None 
a on tN 5, 061. 24 
ne ee cn waeae ae $5, 061. 24 


rate; provincial income taxes are includible) : 
Amount of net income from Canadian divi- : 
a $116, 880. 91 
Limitation on credit: $116,880.91/$2,714,802.45 < $1,031,- 
8 IEMA I SSP ae ie sa Se a eka ere ee eae 44, 398. 21 
Total credit for foreign taxes paid, recomputed__-_-_--_-- 115, 856. 18 


SUMMARY 


Income tax for 1947, prior to foreign tax credit, prior to new 
sen. 2s ce) dnperne.: seowenne (ode. eee 964, 423. 84 
Less total credit for foreign taxes paid, recomputed under new 


Sissies Sect puian ar Seco eae See bare ie 115, 856. 18 


Panne oF incomes tances for 1947... . ee ce 848, 567. 66 
Balance of income taxes for 1947, after foreign tax credit, 
prior to new sec. 131 (k) Internal Revenue Code_____--- 915, 365. 32 


Decrease, 1947 taxes, due to credit for foreign taxes paid, 


recomputed, new sec. 131 (k) Internal Revenue Code- -- 66, 797. 66 
Less increase in 1949 taxes, due to disallowance of foreign tax 
en I © ee i a. Soh eudsieueewedace 41, 958. 85 


Senora iwenakadus aauen eben aay 24, 838. 81 


Note.—In explanation of the small difference in these two figures, namely $24,462.68 and $24,838.81, it 
must be stated it arises because of various differences and ratios between the 2 years 1947 and 1949. In actual 
practice this occurs continually. If all extras are eliminated, and only the necessary facts in a simple illus- 
tration are used, the difference disappears. 


Net decrease (see note) 


STATEMENT OF Epwarp H. Kruse, Jr., In BEHALF OF THE WAYNE Pump Co. 
or Fort Wayne, INp., Assistep By A. F. KaLiker, ASSISTANT SECRETARY, 
THe Wayne Pump Co. 

INTRODUCTORY 


Mr. Chairman and gentlemen of the committee, having full appreciation and 
respect for the task confronting the Senate Finance Committee at this time, I 
shall endeavor to be as brief and concise as possible. 


STATEMENT OF CASE 


I appear before you at this time in connection with a proposed amendment to 
section 131 of the Internal Revenue Code. This section of the code relates to 
allowance of credit for income, war-profits, and excess-profits taxes paid to foreign 
countries and possessions of the United States. More particularly, the proposed 
amendment, which I shall submit herewith, relates to the treatment under 
section 131 of the taxes paid to a foreign country during a taxable vear in which 
the taxpayer has a net operating loss, or would have had a net operating loss 
had the foreign dividends or income been excluded in computing gross income. 
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It is recognized that a complete and thorough discussion of the problem would 
In view of the time element, I shall confine myself to 
a presentation of those factors deemed pertinent to the problem at hand. 








entail considerable time. 


STATEMENT RE COMPANY 


First of all, 1 wish to say that I appear as counsel for and in behalf of the Wayne 
The Wavne Pump Co. is engaged in the manu- 
facture and sale of gasoline filling-station equipment, hoists, air compressors, hose 
reels, airport equipment, and related items. 

The company has been in existence since 1891, and at the present time has tw: 
active foreign subsidiaries, one active domestic subsidiary; and one active foreign 
The subsidiary corporations are located in London, England, Ri 
Janeiro, Brazil, and Cincinnati, Ohio; the division is located in Toronto, Canada 
The Wayne Pump Co. is thus in position where it may receive income from sources 
both within and without the United States. 


Pump Co., of Fort Wayne, Ind. 


OPERATIONAL HISTORY RE CASE 


company has been a very successful enterprise throughout the years: 
however, during the vear 1948 the parent corporation suffered reverses and ended 
the vear with an over-all net operating loss. 
loss on its United States operation. 
corporation received dividends from its foreign subsidiaries. 
realized net income from its Canadian division; in 1949 it suffered a loss from i 
Canadian division. 


In 1949 the company suffered a net 
During both of these years the parent 


PROBLEM 


‘he officials of the company learned during this period of time that under 
provisions of section 131 of the code that they were not permitted to utilize th 
credit for foreign taxes paid in a loss vear; whereas they are permitted under 
present law to utilize this credit against the tax in years of income. 
1 is the crux of our problem; furthermore, it may be stated definitely that 
he situation is one in which a hardship is worked upon the company. 


This peculiar 


THE TAX CREDIT 


\s a genera! rule, 
» whether of 


citizens and domestic corporations are taxable on all of the 
int In order to encourage investment 
abroad and to prevent double taxation of foreign income, there is allowed under 
United States income tax for income, 
or exess-profits taxes paid or accrued during the taxable year to any 
country or possession of the 
deducted 
xpaver involved. 
\s a prerequisite to the use of such credit, a domestic corporation must ow! 
f the voting stock of a foreign corporation from which it receives 
For the purposes of the foreign tax credit, a domest 
us receiving dividends is deemed to have paid the income, war 
rr excess-profits taxes which have been paid by the foreign subsidiary 
the extent that they are allocable to the dividends received by the domes 


omestic or foreign origin. 


determined 


ids in a taxable vear 


corporation 


CREDIT VERSUS DEDUCTION 


For purposes of the problem at hand, and in order to help illustrate the pecu 
juity involved, it is necessary that we distinguish between the credit for foreig! 
d a deduction for foreign taxes. 


a deduction, 
mining the net 
the tax, the 
income tax itsel 


the foreign taxes paid are deducted from gross income 
income upon which the tax is to be computed; but, as a credit 
allocable amount of foreign taxes paid are deducted from t! 
It may be seen that the credit provision is in some r 
more valuable than the provision for deduction. 
fully noted that a taxpayer is in no position te take the credit in years of 
for the reason that there is no Federal tax against which to apply the credit. 
though less valuable, is certainly far more valuable than no credit 
Furthermore, in years when the domestic parent receives dividends from a 
subsidiary but has an over-all net operating loss, the credit for foreig? 
A deduction may be carried back to a taxable vear 
> so treated. 


However, it should | 


taxes is lost altogether 
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Certain other provisions in present law relating to credits and déductions are 
necessarily of importance in any consideration of this problem. Earnings or 
income received from a foreign branch or division is received in the form of net 
income and not as dividends. In such a case the net income is taxable When 
earned. The tax on net income may be taken or treated as either a deduction or 
or a credit. Therefore, under present law this situation works out equitably 
regardless of whether or not the parent corporation has over-all net income or loss. 

Earnings or income received from a foreign subsidiary corporation is received 
in the form of dividends and not as net income. In such a case 
taxable when received by the parent corporation. A parent corporation cannot 
as a general rule control the receipt or payment of these dividends from a foreign 
subsidiarv—so that instances may arise when the dividends are received, as in 
our case, in a year when the parent corporation has a net operating loss. However, 
in this case, as contrasted to the treatment available for net income, a credit may 
be taken for the tax paid only in years when the parent corporation has net 
income. In years of loss, the credit is lost; and, furthermore, the 


paid in such case may never be taken or treated as a deduction. 


< 


the dividends are 


foreign taxes 


SITUATIONS: I. THE SUBSIDIARY 


Let us now examine particular case situations wherein the principles in question 
may be well illustrated. In the case wherein the corporate structure includes a 
subsidiary from which dividends are received, the allocable amount of foreign 
taxes paid may be taken only as a credit. The foreign tax in this case may not 
under any circumstances be taken as a deduction. This works favorably when 
the domestic parent has net income, but unfavorably in years of loss—when most 
needed, 

SITUATIONS: II. THE FOREIGN DIVISION 


In the case wherein the corporate structure includes a foreign branch or division 
from which income is received, the allocable amount of foreign taxes paid may be 
taken or treated as either a deduction (from income) or as a credit 
tax 

Under no circumstances, however, may the taxpayer, civilian or corporate, 
take or treat these foreign taxes in the taxable year as both a deduction and a 
credit. 


against the 


SITUATIONS: III, SUBSIDIARY PLUS DIVISION (WAYNE PUMP 


In a case such as ours, wherein the corporate structure includes both a foreign 
subsidiary and a foreign branch or division, the domestic parent must elect f 
any taxable year whether to treat the foreign taxes paid as a deduction or as a 
credit. In view of present law, the company will naturally treat the taxes as a 
credit (against the tax) in years of net income; in years of net operating loss this 
credit will be lost completely, since there is no federal tax against which to apply 
the credit—and also because a foreign tax in this instance (i. e., tax on subsidiary 
dividends) cannot be treated as a deduction. 


SUMMATION AND EXHIBITS 


One further point in connection with this situation is the fact that any dividends 
received from a foreign subsidiary are includible in the computation of the domes- 
tic parent’s gross income, thus increasing the taxable base in vears of both income 
and loss. But, strangely enough, the credit for the tax on these same dividends 
may be taken only in years of income. 

lt appears to us that if a credit for foreign taxes paid by a subsidiary is proper 
and allowable in any instance—and apparently such is the case—then it would 
certainly appear that the credit should be granted in years of net operating loss 
when the parent corporation obviously needs it most. The parent corporation, 
under present law, is in effect penalized for suffering a loss year. 

Certainly it was not the intent of Congress to extend less advantageous treat- 
ment on a related item to a corporation suffering losses than when it is learning 
taxable income. Such appears contrary to the very purpose of section 122: Net 
Operating Loss Deduction. 

The situation may be illustrated in statement form as follows, Exhibit B: 
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Exuisit B 


Situation in statement form 


Case B: Same 
Case A: Te |jeeTegate net 
Wayne Pump ee 
ay Co IMP 4 but no loss 
, in either year 
(see note 


Case C:S ul 
as case A 
but foreigr 
income is 

from brar 


Fiscal year ended Nov. 30, 1948: 
Dividends from foreign subsidiary (England) -- ‘ 137, 000 
Net income from branch (Canada ; 
Other gross income - - - -- ' 2, 749, 000 3, 749, 000 


Total ee 2. B&H, OOO 3, 886, 000 
Deductions Sates 2 oak 3, 376, 000 3, 376, 000 


Net income (loss). ig i j ; 490, 000 510, 000 


Federal income tax (38 percent) None 193, 800 
Less credit for foreign taxes paid ($137,000 X38 percent) None 52, 060 


Tax after foreign tax credit : None 141, 740 


Fiscal year ended Nov. 30, 1946: 
Net income - . , 998, 000 998. 000 
Net operating loss deduction, 1948 above___. 490, 000 None 


Net income after carry-back - -- --- Seal 1, 508, 000 998, 000 
Federal income tax (38 percent 573. 04 S79. 240 
Comparisons 


Aggregate net income 1946 and 1948___.._.... — » , BOR, OOO 1, 508, 000 


Aggregate Federal income tax 1946 and 1948. 573, 040 520, 980 
Less aggregate Federal income tax 1946 and 1948 
Case B a a ie ra 520, 980 
iditional Federal income taxes paid on the same amount 
weregate net income because of loss of credit for for- 
eign taxes paid-_. 


following 
juctions case A ; ‘ 
Plus deduction for Canadian income taxes ($137,000X38 percent approximate) -. 52 


i . ten Sinn piciioadl " lat =e . . bisa - 3,428, 


CaSE B NOTE The amounts are the same as those in case A except that, for comparative purposes 
income for the fiscal year ended Nov. 30, 1948, has been increased $1,000,000 and net income for the 


year ended Nov. 30, 1946, has been decreased $1,000,000. The aggregate net income for the 2 years i 
same for both cases A and B 


It is proposed that the present inequitable situation could be remedied by 
following amendment, exhibit C: 


Exuipir C 


A BILL Relating to the treatment under section 131 of the Internal Revenue Code of taxes paid to 
country during a taxable year in which the taxpayer has a net operating loss 


Be it enacted by the Senate and House of Representatives of the United Stati 
America in Congress assembled, That section 131 of the Internal Revenue ( 
relating to taxes of foreign countries and possessions of the United States 
hereby amended by adding at the end thereof the following new subsection: 

‘4 Taxes paid in year of net operating loss.—If income, war profits, and ex: 
profits taxes imposed by a foreign country or a possession of the United Sta 
are paid or accrued during a taxable year for which the taxpayer has a het ope! 
ing loss (as defined in section 122 (a)), or would have had a net operating | 
if the net income in respect of which such taxes were imposed by the for 
country or possession of the United States was excluded in determining the am 
of the net operating loss under section 122 (a), then— 

Such taxes shall be considered, for the purposes of this section, as havi 
been paid or accrued during the last taxable year of the taxpayer to whic! 
amount of such net operating loss is carried back or carried over under the p: 
visions of section 122 ‘b), or would have been carried back or carried over had 
net operating loss resulted through the exclusion of the net foreign income 1 


actual year of receipt; and 
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(2) For the purposes of applying subsection (b) of this section, the net income 
or normal tax net income of such last taxable year shall be computed by including 
the net income in respect of which such taxes were imposed by the foreign country 
or possession of the United States.”’ 

Sec. 2. The amendment made by this act shall be applicable in computing the 
credit allowed under section 131 for taxable years ending after December 31, 1945 
(including any case where taxes paid or accrued in a taxable year beginning prior 
to such date are considered under the amendment as having been paid or accrued 
in a taxable vear ending after such date). If the application of this amendment 
results in a credit or refund to the taxpayer, a claim for credit or refund will be 
timely filed if filed within the provision of section 322 (b) (6), or within 1 year 
from the enactment of this amendment, whichever is later. 

The effect of the proposed amendment would be to permit the taxpayer, in 
our case the domestic parent, to apply the credit to the last taxable year to which 
any amount of net operating loss is carried back or over under the provisions of 
section 122 (b). This may be illustrated as follows, exhibit D: 

. 


Exuipir D 


Situation in statement form (after bill) 


Case B: Same|Case C ‘ 
Case A: The | aggregate net is case A, 
Wayne Pump income as case! but foreign 
Co. A, but no loss, income is 
in either year | from branch 


Fiscal year ended Nov. 30, 1948: 
Dividends from foreign subsidiary (England $137, 000 $137, 000 |.___. 
Net income from branch (Canada $137, 000 
Other gross income......._-- i . 749, 000 3, 749, 000 2, 749, 000 
Total hie audes 5 2, 886, 000 3, 886, 000 2, 886, 000 
Deductions : ‘ : ; ; : 3, 376, 000 3, 376, 000 3. 376. 000 


Net income (loss) Gua ; 490, 000 510, 000 490, 000 


Federal income tax (38 percent None 193, 800 None 
Less credit for foreign taxes paid ($137,000 38 percent None 52, 060 None 


Tax after foreign tax credit _. None 141, 740 None 


Fiseal year ended Noy. 30, 1946 
Net income , 998, 000 { ) 1. 998. 000 
Net operating loss deduction, 1948 above 490, 000 $90. O00 


Net income after carry-back : , 508, 000 oO 1, 508, 000 


Federal income tax (38 percent 573, 040 379, 2 573, 040 
Less credit for foreign taxes paid ( x38 percent 52, 060 §2, 060 


Tax after foreign tax credit 520, 980 520. 980 
Comparisons 

Aggregate net income 1946 and 1948 , O08, 000 1, 508, 1, 508, 000 

Aggregate Federal income tax for 1946 and 1948 520, 980 52 520. O80 


Note.—The same aggregate Federal income tax is now paid in all three cases on the s 
income, 


In conclusion, Mr. Chairman, I should like to thank you and the other members 
of the committee for your courteous attention during the presentation of our case. 


Senator Kerr. Mr. Ketcham, will you give your name and identifi- 
cation? 


STATEMENT OF FRANK S. KETCHAM, THE TENANT-OWNED 
APARTMENT ASSOCIATION, INC. 


Mr. Kercnam. My name is Frank S. Ketcham. I am appearing 
on behalf of the Tenant-Owned Apartment Association, Inc., of 
New York. 

Mr. Chairman, if I might have the complete statement filed in the 
record, | will take about 2 minutes of your time by reading just a 
Portion, 
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Senator Kerr. We will be glad to have the complete statement 
in the record. 

Mr. Kercnam. It is in support of seetion 303 of H. R. 4473 that I 
amappearing. Section 303, in substance, is a relief provision intended 
to eliminate a hardship under existing law which now provides that 
when a personal residence is sold at a gain the difference between its 
adjusted basis and the sale price is taxed as a capital gain even though 
the seller immediately purchases substantially identical property. 
Often such transactions are necessitated by a change in the taxpayer's 
place of employment or the size of his family. The t taxpayer simply 
sells his old residence and buys a new one at the same time with the 
result that he does 10t receive any cash or liquid assets with which to 
pay the income tax. The transaction is essentially an eee y 
conversion. Relief is needed particularly now during this period « 
mobilization when changes in the place of employment of many esi 
owners are necessitated by our defense program. 

Section 303 of H. R. 4473 does not propose to deal with this hardship 
by eliminating the tax altogether on capital gain from the sale of per- 
sonal residences. Section 303 merely provides that whenever the new 
residence is bought within the year prior to or subsequent to the sale 
of the old residence, the capital gain will be recognized only to the ex- 
tent that the selling price of the old residence exceeds the purchase 
price of the new residence. The adjusted basis of the new residence 
is reduced to the extent that capital gain on the sale of the old residence 
is not recognized, so that the basis for the new residence is the basis 
of the old residence plus the additional funds invested. 

Senator Tarr. If you simply sell a residence and do not buy another 
one, then you pay the capital gains tax just as you did be fore? 

Mr. Kercnam. Yes, sir. 

Senator Tarr. This applies only where you buy another home withia 
the year? 

Mr. Kercuam. Within the year. 

Generally speaking, the effect of this arrangement is that the entire 
capital gain will ultimately be recognized whenever the taxpayer 
sells his residence without purchasing a substitute residence. Usually 

that will be the first occasion on which the t: ixpayer will have funds 
available to pay the tax 

Under section 303, stock in a cooperative apartment corporation 
will be treated as the equivalent of ownership of a residence, provided 
the taxpayer occupie ‘d the apartment as his principal residence 
4 nder the existing law, sale of a tenant’s ¢ ‘ooperative apartment stoc! 
by which he holds his personal residence is subject to capital-gains ta 
just as is the individual’s personal residence. Consequently the 
cooperative tenant-stockholder is in need of relief just as is the 
individual homeowner. 

Senator Kerr. Does the law as it came over from the House 
recognize the stockholder in a cooperative arrangement? 

Mr. Kercuam. Yes, sir. In both the majority and the minority 
report, they favored the provision. 

Senator Ki Rk. Yes. 

Mir. Kercuam. That is all. Thank you, Mr. Chairman. 

Senator Kerr. We thank you for your appearance, Mr. Ketcham. 

(The prepared statement of Mr. Ketcham is as follows:) 
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STATEMENT OF FRANK S. KetrcHamM on BEHALF OF TENANT-OWNED APARTMENT 
AssociaTion, INc., IN SupPORT OF SECTION 303 or H. R. 4473 


Iam a member of the bars of the State of New York and the District of Columbia 
and appear here on behalf of the Tenant-Owned Apartment Association, Inc. of 
New York City. The Tenant-Owned Apartment Association, Ine. is a business 
association which was formed in 1928 to enable New York real estate companie 
engaged in the organization, sale and management of cooperative apartment 
buildings to exchange information and to promote their mutual interests. The 
Association is the only organization wholly concerned with the welfare of co- 
operative housing projects. Its management members manage one hundred and 
twenty-odd buildings in New York City, containing about 4,800 apartments. 

It is in support of section 303 of H. R. 4473 that Iam appearing. Section 303, 
in substance, is a relief provision intended to eliminate a hardship under existing 
law which now provides that when a personal residence is sold at a gain the 
difference between its adjusted basis and the sale price is taxed as a capital gain 
even though the seller immediately purchases substantially identical property. 
Often such transactions are necessitated by a change in the taxpayer’s place of 
employment or the size of his family. The taxpayer simply sells his old residence 
and buys a new one at the same time with the result that he does not receive 
any cash or liquid assets with which to pay the income tax. The transaction is 
essentially an involuntary conversion. Relief is needed particularly now during 
this period of mobilization when changes in the place of employment of many 
homeowners are necessitated by our defense program. 

Section 303 of H. R. 4473 does not propose to deal with this hardship by elimi- 
nating the tax altogether on capital gain from the sale of personal residences. 
Section 303 merely provides that whenever the new residence is bought within 
the year prior to or subsequent to the sale of the old residence, the capital gain 
will be recognized only to the extent that the selling price of the old residence 
exceeds. the purchase price of the new residence. The adjusted basis of the new 
residence is reduced to the extent that capital gain on the sale of the old residence 
is not recognized, so that the basis for the new residence is the basis of the old 
residence plus the additional funds invested. Generally speaking, the effect of 
this arrangement is that the entire capital gain will ultims ately be 
ever the taxpayer sells his residence without purchasing 
Usually that will be the first occasion on which the 
available to pay the tax. 

Under section 303, stock in a cooperative apartment corporation will be treated 
as the equivalent of ownership of a residence, provided the taxpayer occupied the 
apartment as his principal residence. Under the existing law, sale of a tenant’s 
cooperative apartment stock by which he holds his personal residence is subject 
to capital gains tax just as is the individual’s personal residence. Consequently 
the cooperative tenant-stockholder is in need of relief just as is the individual 
homeowner. 

The similarity between the circumstances of the individual homeowner and 
the cooperative tenant-stockholder has been recognized by the Congress in the 
enactment of an important relief provision. Section 23 (z) of 


=v 


recognized when- 
¢ a substitute residence. 
taxpayer will have funds 


the Internal 
Revenue Code permits tenant-stockholders in cooperative apartments to deduet 
their portion of real estate taxes and interest on indebtedness incurred in connec- 
tion with the land and buildings. Senate Report No. 1631, Seventy-seventh 
Congress, Second Session, page 51, explained that the purpose of section 23 (z) 
was to place tenant-stockholders in the same position as individual homeowners 
who were, of course, permitted the deductions under sections 23 (b) and (e 
Internal Revenue Code. 

The Tax Court also has recognized the similarity between the economic situa- 
tion of the cooperative tenant-stockholder and the individual homeowner. U.S. 
Treasury Regulation 111, section 29.23 (e) (1) (1943), provides that a loss on the 
sale of the taxpayer’s personal residence is not deductible. Similarly, the Tax 
Court has held that a loss sustained on the sale of cooperative apartment shares 
could not be deducted because it was neither incurred in a profit-making transaction, 
nor in a trade or business (Cecil P. Stewart, 5 CCH TC Mem. Dec. 229, 46,077 P-H 
Memo TC (1943)). 

Therefore, cooperative apartment tenant-owners and individual homeowners are 
recognized by the Federal income tax law as being in substantially the same eco- 
nomic position in two important respects: 

(1) deductions for interest and real property taxes; and (2) capital gain or 
loss on sale or exchange. 


86141—51—pt. 2——21 
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Section 303 of H. R. 4473 met with full approval in both the majority and 
minority reports of the House Ways and Means Committee. I respectfully 
request that this committee likewise approve this relief for residence-owners who 
suffer from extreme and often unavoidable hardship under the existing law. 


Senator Kerr. Mr. Cardwell, you may give your name and identi- 
fication to the stenographer, please. 


STATEMENT OF WALTER T. CARDWELL, COMMERCE AND 
INDUSTRY ASSOCIATION OF NEW YORK, INC. 


Mr. Carpweti. My name is Walter T. Cardwell, and I am here 
as a member of the tax committee of the Commerce and Industry 
Association of the city of New York, representing that association. 

The Commerce and Industry Association of New York is the 
largest trade organization in the New York metropolitan area, rep- 
resenting over 3,500 New York City firms of every size and type of 
business. 

Mr. Chairman, our statement is probably a little long, and I would 
like to conserve your time. With that in view, I would like to cover 
these pages rather rapidly. 

Senator Kerr. That will be fine. And your entire statement. will 
be inserted in the record. 

Mr. CarDWELL. Yes, sir. 

Along with the rest of the country, we realize that we face many 
vears of very high taxes. With that in view, we feel that it is abso- 
lutely essential that our tax bills be drawn in a way that will give us 
the needed revenue and will give maximum security to all classes of 
our people. 

We have a feeling in our association that we are about to reach the 
end of the line in the raising of the income taxes. We heard the 
centleman of the CLO yesterday speak of the heavy load of taxes on 

the low income class of people. We recognize that. It is very dif- 
ficult for a man receiving $100 a week and having two or three children 
to be faced with the proposal that he pay high income taxes. We do 
not see how he can, in our present economy. 

On the other hand, less than 4 percent of our taxpayers are paying 
about 42 percent of the total income taxes today. We do not see 
how vou can increase the income taxes on those people safely. | 
know it is common to the experience of Senators that executives 
today of their own acquaintance are retiring and saying it is not 
worth the effort. I meet them every day, and I know you do. 

There comes to mind the only source of revenue other than income 
taxes and corporate taxes, and that is the excise tax. Our association 
in its tax committee has had many discussions. We realize that you 
committee has expressed opposition to a sales tax which is pyramided 
and passed in the price of goods on to the consumers. 

While a general retail sales tax might tend to avoid that, and in the 
larger sales establishments, merchandising or trade, or whatever it 
may be, it would be easily enforced, when you reach the little hole- 
in-the-wall establishment, than your enforcement breaks down, unless 
vou have an army of enforcement officers. 

disregard of the tax, of course, ultimately breeds contempt for 
all law, and your whole tax system breaks down. 
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For that reason, our association favors a manufacturers’ excise tax 
in that it would fall upon a smaller number of establishments, some 
300,000, probably. 

Now, we feel that it is possible for the Congress to establish such 
safeguards around such a tax as would avoid the pyramiding of that 
tax to the ultimate consumer. We have all kinds of controls. that are 
established by the Congress today to protect the public. We do not 
believe that it is impossible to create such controls in a manufacturers’ 
excise tax. We think it could be done. We feel that the tax should 
be on everything, with the possible exception of food and one or two 
other items. We are willing to exclude the liquor and tobacco taxes, 
simply as a practical, realistic approach, but beyond that, we think 
that all the excise taxes should be across-the-board. 

We believe that we should strive more and more to return to taxa- 
tion for revenue and less for other purposes. 

We believe that the people of the country should have the choice of 
how they spend their money, and it is up to them to save it. We do 
not believe that one industry should be taxed 20 percent or 25 pe’ reent 
and another go free, and another be taxed 5 percent or ae r 2 per- 
cent. 

We feel that the Congress should reexamine the budgetary needs 
of our country and should make every effort to cut the appropriations. 
In our statement here we have even gone so far as to suggest a law to 
suspend the present appropriations. That probably goes too far. I 
do not know. 

Now, we feel that if we used about a 7's-percent tax rate in lieu of our 
present selected excise taxes, we would in that way gain about $3 
billion out of this proposed revenue. If we remember that for each 
point of excise tax, as was pointed out yesterday—and our studies 
show the same thing, that each point in the excise tax would give us 
about $1 billion of revenue, we feel that the excise taxes as proposed 
in the bill could be sharply reduced and should be. 

With respect to the personal income tax, we believe that they can 
be added to at the rate of a point increase in each rate rather than a 
125 percent as proposed by the House. 

We favor a lower rate of increase and such as would probably pro- 
duce something in excess of $1 billion of additional revenue from the 
individuals. We are told that next year we will have to aeataes more 
taxes, more revenue. We are facing a defense program in the country, 
but we do feel that ultimately the books must be closed, we cannot go 
on ina Ponzi-like plan of government much longer. 

We feel that the proposed taxes on corporations are excessive. The 
proposed increase of 5 percent added to the increases last year, when 
they fully become effective, would more than double the tax on cor- 
porations, and the tax on corporations would rise from $10,800 million 
on the 1949 income to over $21 billion on 1951 income . 

It is our proposal that the proposed rate not exceed 3 percent, 
which would be a combined rate of 50 percent, which, as again pointed 
out in our statement, is higher than the highest rate in World War II. 

We oppose this becoming effective at the beginning of the vear. 
We think it should be effective at the end of the year and would meet 
the Government’s demands adequately. 
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We are opposed to a reduction in the excess-profits-tax credit. We 
see no reason for it. We might just as well allow the full credit and 
increase the rate if that be necessary. 

This association, when the excess-profits tax of 1950 was under 
consideration, opposed the excess-profits-tax bill and suggested in 
lieu of it a flat percentage as a defense tax. We understand that 
Canada has done just exactly that. 

We did so for this reason. It now takes 6 printed pages to deter- 
mine the excess-profits-tax credit of corporations under the present 
bill and the tax computations that go with it. This associatioa would 
have added one line to the corporation income tax blank, the Form 
1120, and would simply have taken a flat percentage of the normal and 
surtax, Meaning that if a corporation made $1, it contributed a per- 
centage of it to the defense tax. 

We say under the Excise Profits Tax Act that does not occur. The 
corporations that are best able to pay the tax are the ones who pay 
the least, and the corporations that had poor experience in the base 
period—some did—will have to pay the most. 

One other provision in the bill, section 123, proposes to limit an 
affiliated or related group of corporations to only one surtax exemption 
and one minimum credit of $25,000 under the excess profits tax. The 
House estimates that that will produce $55,000,000 of revenue. 

The bill as drawn makes it so easy to avoid it in one way. For 
parent of a subsidiary affiliation, the bill states that if the parent 
owns 95 percent directly of the subsidiary, and through that, a chain 
of corporations, it shall receive but one surtax exemption and one 
minimum credit of $25,000 under the excess profits tax. All that 
parent need to do to break the the chain is to sell one percent of the 
stock and own 94 percent. 

When it comes to common control, I think that every Senator here 
must in his own experience have knowledge of this. I doubt if there 
is a town or a city in this country, a small city, that does not have in 
it one or more individuals who either by inheritance or over the years 
have accumulated some small capital. They may want to open up 
an electrical supply business, a plumbing shop, or a lumber yard. If 
that man now sets up three corporations for that, he is to receive only 
one surta@ credit and one $25,000 exemption. 

Now, for more than a decade and a half, the Congress realizes that, 
as rates become higher and higher, it is important for the small 
business of this country to grant them some kind of favored treatment 
to permit growth. To that end, we had lower rates on corporations 
under $50,000. Last year that was knocked out and there was sub- 
stituted the $25,000 surtax exemption. 

Now, the present bill in many of these situations will take that 
away. The House estimates $55 million. We say that, instead of 
collecting $55 million, this bill will cost the Government in revenue 
and will absolutely put to an end all of these efforts of small men all 
over this country to start new businesses. 

How can you start a business when you estimate that you may make 
$5,000, $10,000, or $15,000, and your surtax is going to be at the 
present rates? Under the old days, you could not have had it, and 
the Congress realized that. We say that this bill will put a stop to 
expansion and growth. 
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The Treasury has expressed violent opposition to so-called multiple 
corporate set-ups in this country, and has attacked those set-ups in 
the courts. The Congress itself has expressed some opposition to 
split-up businesses. Now, there are certain large enterprises that it 
is not possible to split up into cor tens. They do not lend them- 
selves to such a division. But you can take an expanding chain 
operation in this country, opening ms merchandising operations, 
retail stores throughout the country. Those locations, those outlets, 
are subject to all the competitive hazards of all similar operations in 
those communities. Oftentimes they rent a store across the street 
from a man who has a similar business. They employ local help. 
They finally end up with a local citizen who becomes a manager, often, 
of that store. 

Now, we say that those are natural divisions of enterprise, and there 
should be no reason whatsoever for the Congress to deny that cor- 
poration its $25,000 surtax exemption, nor should it deny to it a 
similar amount for excess-profits tax credit. 

We think that the Treasury will simply confuse and aggravate the 
business of the country without obtaining the revenue. We see no 
reason why it should. 

Where there have been split-ups, if they serve no purpose whatso- 
ever than to avoid tax, then we have in section 129 and section 45 in 
the code today ample weapons for the Treasury to use. Where they 
fail in their efforts to apply those, then they should fail. And so far 
in most instances they have. 

Other provisions in the bill have already been covered by others 
who have appeared. One is the withholding of dividends. We agree 
with the other speakers. We think that the failure to report by the 
citizens of this country is exaggerated. 

We feel this. How can you reduce the administrative force of 
Government when you pass laws that involve you in almost endless 
bookkeeping? These things cannot be done without human effort, 
and if vou collect millions of dollars from hundreds of thousands of 
stockholders of corporations, some of whom do not owe the tax, then 
you must refund their money, and that means more employees op 
the payrolls to administer the tay, 

We are opposed to the proposed change in short- and long-term 
capital gains and losses. We feel, like the others who have appeared 
here, that the present provision should be left alone, or even lightened. 

On collapsible corporations, the House bill attempts to cure the use 
of abuses through collapsible corporations. That is another feature 
that we think should not be in the bill. The proper administration of 
existing laws will reach any sham transactions. 

We think that the House bill has picked out a few isolated situations 
that occur at long intervals. We think they have no place in the 
revenue bill. 

In that connection, the House bill proposes to disallow or to control 
the sale of property by stockholders of a corporation to that corpora- 
tion. Now, what earthly difference should it make whether you own a 
building end sell it to a corporation or sell it to a complete stranger, 
or whether your corporation sells that or buys it from a complete 
stranger? 

If the price is not fair and is excessive, then the excessive withdrawal 
of funds from a corporation would be treated as a dividend or as income 
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to the stockholders. We say that the opportunities to do these things 
do not occur with such-frequency that they should be even challenged 
in the first place. Secondly, they should not be incorporated in a tax 
law. 

In the second place, we see no reason why they should be ques- 
tioned in any event. Computations will show that the present 
payment of a long-term gain tax will, in the case of de oa 
deductions at yee normal rates from a corporation over the life of : 
building, make it very much to the disadvantage of the owners of that 
building to engage in that transaction. The present worth of the dolla: 
will show that the Treasury will not gain in revenue, but will lose by it 

We think that the House is to be commended for one provision in the 
bill which eliminates the capital-gains tax on the sale of a personal 
residence when a new residence is purchased. It eliminates inequity 
arising because of the inflation in the cost of residences. We think 
that the House is to be commended for saying to a man, “If you sell 
your house and take the proceeds to invest in another house, we will 
not tax you.” 

Senator Kerr. You think that is welcome? 

Mr. Carpwe vt. Yes; I do. 

Senator Kerr. Very well, Mr. Cardwell. We thank you. 

Mr. Carpwe.t. Thank you, gentlemen. 

(The prepared statement of Mr. Cardwell is as follows: ) 


STATEMENT BY Mr. Water T. CarpWELL, MEMBER OF ASSOCIATION'S Com 
MITTEE ON TAXATION AND PusBLIC REVENUE AND MANAGER, TAX DEPARTMENT, 
S. D. Lerpesporr & Co. 


The economy and continued defense program threatened by excess spending 

This country is embarking on a long-term rearmament program, vital to it 
very existence. The maximum rate of spending for this program has not bee! 
reached and, in fact, will not come until 1953. If the current high level of non 
defense spending is imposed on top of the rearmament program, the public reactio: 
to this increasingly heavy tax burden will generate such pressure on Congress that 
severe cut-backs will be required in the defense effort. The history of this countr) 
indicates that this will be particularly true of a long-range program, such as i- 
now contemplated, which may last from 10 to 20 years. Complacency with regard 
to the defense effort and publie opposition to heavy taxes can be averted only it 
the American taxpayer is convinced that he is paying for efficient Government 
with heavy unnecessary expenditures eliminated or deferred. 

Unnecessarily high taxes, particularly if inequitably imposed, likewise can ruil 
our long-term rearmament effort by upsetting and hampering our whole econom) 
Survival of the free nations of the world depends on the continued maintenance 
of a healthy economy in this country, with sufficient war potential to discourag: 


aggression and to meet it fully if and when it oceurs. It cannot be stressed too 


strongly that a cease-fire in Korea will not assure world peace and that o 
rearmament must continue at a bigh level. 

Congress is to be commended for its current attempt to cut the fat from Pres 
dent Truman’s $71 billion budget. A good start has been made in eutting S| 
billion in seven appropriation bills. Further cuts still ean be made. We 
convineed that a total of $7 billion to $10 billion ean be eliminated from th« 
present budget without affecting essential Government services, 

In appearing before your committee, the Assistant Budget Director blamed | 
high spending on the continuing programs approved by Congress. This is inde: 
part of the story. To meet this problem effectively, we strongly urge a ‘‘clea 
slate’ approach. This can be accomplished by a law suspending every expenditu: 
or appropriation except for direct military- and international-aid items. Congre: 
could then reexamine the suspended fiscal program and make new authorizatio: 


only for those that meet the test of being absolutely essential. This foreed re- 


examination of current spending in no way would affect justified programs, 
they could immediately be restored. 
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The other part of the expenditure story not admitted by the Bureau of the 
Budget is that there definitely is overlapping and duplication in the Federal 
Government. By cutting back on unnecessary Government personnel, by 
eliminating many loan and grants-in-aid programs, by deferring most public- 
works projects and instituting real efficiency in the Department of Defense, the 
estimated budget saving can be made. 

Vew taxes levied to meet essential budget 

We are strongly in favor of continuing the pay-as-you-go poliev. In enacting 
new taxes, however, revenues should be sought to meet only an essential budget. 
The Senate Finance Committee therefore can point the way to further reductions 
in the present budget. It is estimated that a budget of $62 billion or $63 billion 
could be achieved. If revenues from current taxes will yield $58% billion, it is 
clear that the present tax bill then need only bring in additional revenues of 
from $4 billion to $5 billion to balance the budget. 

Further tax increases doubtless will be required next year as maximum defense 
spending is approached. This points up the importance of making the present 
tax measure a sound one. Chairman Doughton’s statement that this will be the 
last tax bill surely cannot be taken seriously and, for that reason, we are urging 
drastic revisions in the current proposal. 


General comments concerning the proposed Revenue Act of 1951 


This bill is based on political expediency. It ignores economic reality in an 
attempt to convince the mass of American taxpayers and voters that someone 
else is paying for the defense effort. It blithely calls a number of tax provisions 
‘“loopholes’”’ and adds taxes that will have serious effects on many segments of 
our economy, 

Congress must face the stark reality that the majority of taxable incomes—in 
fact, 56 percent—lie under the $5,000 level and 78 percent are below the $10,000 
level. Confiscation of high incomes and unreasonable corporation taxes will not 
produce needed revenues in the long pull. <A tax program must be devised and 
sold to the American people which will make every citizen adequately support 
the Federal Government. 


Broad excise tax strongly advocated 


It is widely recognized that the only source of substantial revenues which has 
not been tapped in our present tax structure is through a broad excise. We 
strongly urge that such a tax be incorporated in this bill. With a current labor 
force exceeding 63 million, only 44 million pay income taxes. Thus, some 20 
million people give only nominal indirect support to our Government. <A broad 
excise at a reasonable rate would reach every citizen equitably and would avert 
the danger inherent in the present tax bill of overloading the burden on existing 
sources of revenue. 

We favor a broad excise, as contrasted to the high rate selective excises now in 
effect or proposed in this bill, because 

1. Many current selective excises do not cover ‘luxuries’? but fall on regular 
consumer goods. It is in inequitable both to the producer and the consumer to 
apply excises to certain consumer products while leaving comparable items un- 
taxed. Selective excises may have a valuable function in controlling consump- 
tion of certain products, but we do not believe this should be the basie objective 
of a tax bill. Material controls and credit restrictions accomplish that result. 

2. A broad excise on all goods except food would have a much more valuable 
effect in controlling inflation. 

3. Revenues from many selective excises will fall off during the coming months 
as material shortages cause product cut-backs. A broad excise will give much 
more stable revenues. 

As between a manufacturers’ and a retailers’ excise, we favor the manufac- 
turers’ levy for the following reasons: 

1. A manufacturers’ tax can be administered more easily and effectively. 
There would be only 300,000 manufacturers paying taxes compared with over 
3,000,000 retailers. 

2. A retail tax would enter a field historically delegated to cities and States 
To impose a Federal retail tax, in addition to the many similar city and State 
taxes, would lead to numerous difficulties in administration. 

3. The objection to hidden manufacturers’ excise taxes is met if a broad tax is 
imposed. Once a uniform tax is applied to all goods purchased except food, all 
the people will comprehend fully the impact of the tax burden This is not true 
under a program of complicated selective taxes. 
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The possible objection that a manufacturers’ excise tax might pyramid is 
counteracted by the fact that in Canada, after a short 
wholesalers and retailers adjusted their mark-ups to eliminate pyramiding. 
A broad excise could be levied in one of the following ways: 
Remove all existing excises, except on liquor and tobacco, and apply the tax 
On that basis, a tax of 7's percent would 
Since present excises.which would be eliminated 
account for $4% billion, the net gain in revenues would be $3 billion. 
yroducts, except food, but leave in effect exist- 
Since adequate revenues are the objective, 
the more feasible method would appear to be to follow this plan and not reduce 
In that event, a much lower tax of possibly 
the manufacturers’ level would vield $3 billion in added revenues. 
\ broad excise yielding an additional $3 billion would be adequate at this tim 
and would make possible reduction 
personal income and corporate returns, 


“shake-down”’ 


uniformly on all products except food. 
vield an estimated $7} billion. 


Apply a uniform tax on all 
ing excises that are at a higher rate. 


any existing excises. 1 percent 


the drastic increases proposed in 


Drastic increase tn personal-income rates 1s unwarranted 

The provision in the bill to raise personal income taxes by increasing 
computed under the present law by 12% 
other taxes are being increased wo 
The rates for high income would be confiscatory under this proposal and, ev 
the increases in the middle-income classes would be so drast 
As was vividly pointed out in the minority Ways a: 
Means report, confiseating all income over $25,000 would produce a mere S750 


is unwarranted. moderat 


Increase whet ild be equitable. 
more importa! 


as to reduce incentives. 


\ recent study by a Harvard University economist showed that the present ta 
ave important effects among executives; there is a reluctance on thei: 
} e positions or to accept promotions. Proper incentives have bee 
bone of this country’s economy and should be protected zealously. 
‘nt increase a temporary defense tax is misleading. 

long-term project 
Experience with temporary taxes in this country 
into the tax structure. 

The attempt to raise substantial revenues by increasing personal rates demon 

Only by tapping new sources of revenue 
in personal rates be kept to a reasonable level which can | 


‘o call the 12! 
rearmament 
period of vears. 
inevitably 


is clearly “temporary” 


shows that 

» need for a broad excise tax. 
: s oe 

sustained safelv. 


With a broad excise tax imposed at reasonable rates, a 
in individual rates would vield needed revenuse of $1.8 billion or $2.7 


or 3-percentage point 


in capital gains rates 
percent is based on extraor- 


The proposal to increase capital gains rates by 12! 
The committe: 


by the House Ways and Means Committee. 
states that this is necessary in line with the increase in personal rates, 
ere is no connection between capital gains and ordinary 
Government 
gains which are nothing more than increased prices resulting from inflation. 
gains treatment is strongly opposer 
ime the country’s objective is to attain maximum investment 


reasoning 


the basic factor that 
substantial revenues 
‘hange In capita as it will discourage inves 
ments at the very 
in industrial expansion. 
Increase in corporation normal tax excessive 

The proposed increase of 5 percent in corporate normal tax is excessive 
should be recognized that corporations already have been saddled with the larges 
categories through the 1950 Revenue Act, which upp: 
corporate normal and surtaxes from 38 to 47 percent, with a 30 percent excess 
When these two increases become fullv effectiv 
the tax revenues from corporations will be doubled, rising from $10.8 billio: 
1949 income to over $21 billion on 1951 income. 
Corporations expect to bear a just share of the tax burden in time of emergenc) 
Further drastic increases may defeat the very objective of maximum increast 
There is much loose talk about high corporation profits and litt 
recognition of the following factors: 
In the past 5 years, 60 percent of corporate profits after taxes have bee: 
Corporations today are relying to 


tax boost of all taxable 


profits tax added early in 1951. 


production. 


retained for reinvestment purposes. 


extent on these retained earnings to replace equipment and for expansion; this is 
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a direct result of the shortage of equity capital which is becoming even scarcer 
under our present tax structure. Siphoning too great a portion of coprorate 
profits will hamper industrial expansion or require greatly increased Government 
or private loans, both of which can lead to unsound corporate finance. In the 
case of Government loans, it means tax revenues would have to be diverted back 
to industry. 

2. Corporate profits are highly overstated because of two factors. In the first 
place, depreciation based on the orizinal cost of plant and equipment is far short 
of the amount that must be set aside to meet the replacement cost. It has been 
estimated in recent years that depreciation has failed by $2 billion to $3 billion to 
provide funds for replacing capital equipment. Secondly, the upward price trend 
means that corporations’ inventory profits, resulting from the purchase of raw 
materials at lower prices and selling the finished product at a higher market 
price, are paper profits which amounted to approximately $4 billion in 1950. 
When these two factors are considered, profits in 1950 dropped from $22 billion to 
an actual profit of only $15' billion. 

3. Corporate profits are often stated in inflated dollars. When compared as a 
percentage of gross national income, profits are smaller than in many past periods. 

We strongly urge that the increase in corporate normal tax be no higher than 
3 percent, giving a combined normal and surtax rate of 50 percent which in itself 
would be 10 percent higher than the highest rate in World War II. 

Any change in corporate rates certainly should not be made retroactive, as 
proposed. Since the increase in corporate rates imposed by the 1950 revenue bill 
did not become fully effective until July 1, 1951, it would be unrealistic to impose 
such a burden. To make the increase effective, the end of this year would meet 
the Government’s revenue needs adequately. 

Reduction in excess-profits-tar credit opposed 

The provision that would decrease the base period excess-profits credit from 
85 percent to 75 percent is unconscionable. This is nothing more than an ordinary 
income tax under the guise of an excess-profits tax. A realistic base period credit 
would be 100 percent of base period profits and in fact, to be equitable, possibly 
should be 110 percent because of the deflated value of the dollar. 

The mobilization effort will benefit certain corporations through increased 
production. Many other companies, particularly small business, will find it 
impossible to maintain the past level of corporate profits because of cut-backs. 
To impose an excess-profits tax on ordinary income, as is the result when companies 
do not benefit from the rearmament program, is completely inequitable. 

The danger is clearly pointed up by the increase in business failures. Latest 
figures show these failures to be up 7 percent. 

This proposal should be completely eliminated from the bill. 


Proposal to limit surtax exemptions and minimum excess-profits credits of related 
corporations strongly opposed 


Section 123 of the bill would limit an affiliated or related group of corporations 
to only one surtax exemption and one minimum credit of $25,000 under the 
excess-profits tax. Enactment of this section would deal a severe blow to many 
corporations, would disrupt the established method of doing business of many 
firms, and, more important, virtually would halt the expansion of many small 
businesses. 

The estimated revenue of $55 million that would be achieved by adoption of 
this proposal is insignificant in contrast to the $7 billion sought under the bill and 
its harmful effects on many businesses would far outweigh the nominal added 
revenues. In the long run, revenues actually would suffer because of the damper 
put on expansion. The majority of companies that would be affected are retailers 
with 2 to 10 stores, small real-estate owners controlling a few properties, and manu- 
facturers with small subsidiaries making various products. 

Were this proposed limitation to prevail, the tax increase on small companies 
would be disastrous, since the larger the profits the smaller the percentage of tax 
increases, so that a corporation with $500,000 profit would pay only an additional 
2 percent compared to a 74-percent boost for companies with $5,000 to $25,000 
of taxable income. 

Sound business practices dictate the organization methods a businessman 
employs; taxes are only one of many important factors. Yet, under this proposal, 
the Government arbitrarily would heap severe tax penalties on companies which 
were not even considering taxes in establishing allied corporations. In attempting 


to group corporations together, the Government would violate one of the most 
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basic tenets of law; namely, that a corporation is a single entity and in effect 
would be dictating the method of organization, taking such discretion away fron 
corporate Management. 

Among the many sound business reasons for separate units are incorporation of 
branches so that local managers may have stock ownership incentive for parti- 
cipation in profits; to retain local identity; to limit liability which might jeopardize 
the entire parent company; to increase borrowing power. Incorporation ir 
separate States often is essential to overcome disadvantages that would apply to a 
foreign corporation. When a company handles competing products, separat: 
corporations may be the only means of doing business. 

All these legitimate reasons for setting up separate corporations would be 
ignored if this proposal were adopted, because existing laws and powers to contro 


any use of multiple corporations for tax avoidance purposes have not been proper 
administered 

Multiple corporations already are subjected to tax penalties. The law permit 
only an 85 percent credit for dividends received from other domestic corporations 
This results in double taxation to the extent of 15 percent of the effective rat: 
at which the parent corporation is subject to normal tax plus surtax. Conse 
quentiv, unless an existing $25,000 inclusion and minimum credit are contin 
an enterprise consisting of several corporations would pay a total norma 
surtax substantially higher than a single corporation with equal total incon 
The limitation of $25,000 minimum excess-profits credit would mean the remova 


many cases of the only compensating factor for the partial double taxation o 
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apartments under this provision as a number of New York City residents own 
such apartments instead of individual houses, as is the usual situation in other 
cities. 

CAPITAL GAINS TREATMENT OF E BONDS RECOMMENDED 

A most constructive measure would be treat the income from E bonds as capital 
gains, rather than ordinary income. It certainly is inequitable for this interest 
to be treated as ordinary income after the bond has been held for 10 years, when 
an individual can obtain capital gains treatment by purchasing a corporate stock 
or bond and after 6 months obtain the lower capital gains rates. 

The Treasury Department reports that nonreporting of E bond interest is 
widespread. Capital gains treatment would reduce nonreporting greatly and 
would assist the Treasury Department in marketing its bonds which is considered 
most important at the present time to siphon off excess consumer purchasing 
power. 


Senator Kerr. Mr. Hess. 


STATEMENT OF H. OBER HESS, CHAIRMAN, TAXATION SECTION, 
PENNSYLVANIA BAR ASSOCIATION 


Mr. Hess. Mr. Chairman, I am H. Ober Hess, chairman of the 
tax section of the Pennsylvania Bar Association. 

| should like to submit a statement covering in some detail our 
position in connection with the five points in our Federal legislative 
program. In addition, I should like to refer briefly and orally to each. 

Senator Kerr. We will be glad to have you do that. Do you have 
a copy there? 

Mr. Hess. I gave the stenographer a copy. 

The first point in our Federal legislative program deals with the 
subject of the possibility of reverter in the Federal estate tax field, 
with which | think your committee has a considerable familiarity 
It is our recommendation that the relief granted by the Technical 
Changes Act of 1949 be extended to a group of cases which were not 
covered by that legislation. 

Indeed, it is our thought that the cases that are not covered 
the ones that are the most meritorious. 

| should mention that the Technical Changes Act granted relief 
only in the cases of decedents dying on or after February 10, 1939, 
which date has no relation to the subject matter, its only significance 
being that it was the date on which the Internal Revenue Code was 
first adopted. 

The most meritorious group of cases, as we see it, are the cases of 
decedents who died between November 11, 1935, and January 29, 
1940. Those dates do have some logical significance in this field. You 
will recall that it was on November 11, 1935, that the Supreme 
Court of the United States clearly decided in the St. Louis Trust Co 
decisions that these possibility of reverter situations were not taxable 
in any measure. 

Following these decisions, the Secretary of the Treasury, on the 
19th of March 1937, promulgated regulations which flatly stated that 
these possibility of reverter cases were not taxable. 

om was not until January 29, 1940, when the Supreme Court decided 

‘ Hallock case and said that at least some of these possibility of 


re uae cases are taxable, and expressly overruled the St. Louis Trust 
Co. cases. 
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Se we are here in the interest of those decedents who died in that 
period, who created trusts, who maintained trusts, and died in reliance 
on the state of the law then in effect. 

Senator Tarr. Does a man die in reliance on the state of the law? 

Mr. Hess. Senator, persons with estates who are most seriously 
affected by the Federal estate tax are usually represented by counsel 
who are quite sensitive to the state of the law and who keep their 
clients closely posted, and I think the Senator well understands that. 
So I think it is not torturing English diction to say that people 
involved in these situations did die in reliance on a state of the law. 

Senator Kerr. They did die at a time that they were relying on 
the basis of common acceptance of the interpretation of the courts 
that said what that law was. 

Mr. Hess. Yes. Perhaps to put it another way, and use less risible 
language, it is just like this. Were it possible for the Government 
to move in the day a man dies and settle his estate tax liability and 
take his executor’s check on that day, these people would not have 
paid tax on the possibility of reverter cases during that period. That 
is, in the ease of anybody dying between those dates, his estate tax, 
had it been completed immediately and not delayed, would have 
created no problem. 

Senator Tarr. What is the situation in our case? We passed two or 
three laws. 

Mr. Hess. Senator, the statute you passed, the relief statute, was 
the Technical Changes Act of 1949, which granted a measure of 
relief back to February 10, 1939. That is, it granted relief in the 
estates of decedents who died on or after February 10, 1939. It 
pretends to grant no relief at all—it expressly excludes them from 
relief—to the estates of decedents dying prior to that time. 

Senator Tarr. What was the reason for choosing that date? 

Mir. Hess. As I indicated, that date has no rational relation at all. 
It was the date on which the Internal Revenue Code was enacted. 
It was a slightly simpler matter of statutory draftsmanship to end the 
relief there, because by so doing it was necessary only to amend the 
code. Had the relief been carried back beyond that date, it would 
have been necessary to amend the antecedent revenue acts, just as a 
matter of mechanics. 

Our reasons for supporting this recommendation are amplified 
somewhat in our statement, and I do not mean to belabor them at 
this point. 

Senator Kerr. Very well. 

Mr. Hess. That is the situation in which we are interested. 

The second point in our program also refers to a matter which was 
first given attention in the Revenue Act of 1950, which amended 
section 115 (g) of the code to provide that a closely held corporation 
might redeem a decedent’s stock without any risk of the redemption 
of the stock being taxed as an ordinary dividend. That was subject 
to certain limitations, principally that the decedent’s total estate must 
consist, at least to the extent of 50 perce nt, of stock in that cor poration, 
and secondly, the redemption must occur within the period of the 
statute of limitations plus 90 days. 

Our recommendation is that that is a very good so far as it goes, 
and that it ought to be carried a little bit farther. First, it should not 








at 


as 
of 
he 

lt 


ym 


Vis 
led 
ion 
ion 
ect 
ust 


On, 
the 





REVENUE ACT OF 1951 657 





be required that the decedent’s estate consist to the extent of 50 
percent of stock of a single close corpor ation. ; 

Senator Tarr. The Senate bill cut it down to 40 percent, did 
not, Mr. Stam? 

Mr. Stam. I think they cut it out entirely, and then in conference 
with the House put it back in at 50. 

Senator Tarr. You mean we went all the way down? We had no 
limits at all? But then in conference with the House we put it back 
in at 50? 

Mr. Stam. Yes. 

Mr. Hess. We would be glad to have it back where the Senate bad 
it in 1950. 

In addition, we should lke the period somewhat adjusted within 
which this redemption might be made. Instead of the normal 
Statute of Limitations plus 90 days, it would seem more reasonable 
that the period be whatever period—it would be stated in this fashion 

the period elapsing prior to determination of estate tax liability 
plus 90 days to make an allowance for appeals, and all that. 

The third point in our legislative program is a recommendation 
that a provision be included in the bill now before your committee 
providing for the nonrecognition of gain in the case of spin-off of 
corporate stock. We are recommending specifically exactly the pro- 
vision that the Senate Finance Committee put into the revenue bill of 
1950, but which was taken out in conference. 

Senator Tarr. Was that “spin-off?” 

Mr. Hess. Spin-off. It is a mild form of corporate reorganization 
which comes about in this way. An existing corporation transfers a 
part of its assets to a new corporation and then distributes the new 
corporation’s stock to the stockholders of the existing corporation 
without the cancellation of any of the old stock. 

We recommend that that type of transaction be added to the list 
of corporate transactions in which gain or loss is not recognized at 
that time. 

Senator Kerr. Until it is implemented? 

Mr. Hess. That is right. 

The fourth point in our program involves the change in the carry- 
back and carry-forward of the net operating loss. You will remember 
that in the Revenue Act of 1950 the law was rewritten so that now 
net operating losses may be carried back 1 vear and forward 5 , whe Tet 
prior thereto they could be carried back 2 years and forward : 

The way the law was written, a considerable measure of cli 
was done, no doubt umintentionally, to a limited group of corporations, 
and the inequity came about in this fashion. The new law was made 
applicable to all taxable vears beginning after December 31, 1949. 
The Revenue Act of 1950 was not passed until September 23, 1950, and 
there are corporations who had already gone into liquidation during 
the early part of the year. 

During the early part of the vear they may have taken steps—and 
I think some indeed did take steps—calculating as a part of the cost 
of what they were doing that they nad receive a refund of taxes 
previously paid by reason of the 2-year carry-back provisions. In 
other words, they were done out unintentionally of 1 year of the carry- 
back and the carry-forward in these liquidating situations. We 
recommend the correction of that limited inequity 
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Our fifth point recommends a liberalization of the deduction of 
medical expenses in the manner indicated more fully in that statement 

Senator WituraMs. In changing that carry-forward and carry-back 
provision, would you recommend taking it off the vear forward and 
putting it on the year back? 

Mr. Hess. I think the result we would be looking for would b 
accomplished perfectly if the effective date of this provision in th 
Revenue Act of 1950 were simply changed so that it would not appl) 
to any corporation which had committed itself to liquidation prior to 
September 23, 1950. In other words, allow the old law to apply to 
them. 

Senator Kerr. To eliminate the retroactive feature of the new lay 
with reference to corporations which had within a certain period prio 
thereto liquidated, relying on the provisions of the old law? 

Mr. Hess. That is it exactly. 

Senator Tarr. What do you want to do about medical expenses? 

Mr. Hess. We should like to see some liberalization of the limits o/ 
the deduction. 

Senator Tarr. On what? 

Mr. Hess. It is all a matter of figures. The bar association did not 
authorize me to recommend any specific new figure. Therefore, w: 
shall have to leave the matter of figures to the discertion of the com- 
mittee. However, one other feature- 

Senator Tarr. Do you think it is not big enough, or do you think 
you have to have too many of them before you can deduct them, or 
what? 

Mr. Hess. The 5-percent floor is thought to be too high. 

Senator Tarr. There are no deductions until you get up to 5 pel 
cent? 

Mr. Hess. At the present time, there are no deductions until you: 
medical expenses exceed 5 percent of your adjusted gross income. |i 
is our thought that that ought to be reduced. At the present tim: 
there is a ceiling on the deduction for medical expenses of $2,500 for a 
single person 

Senator Kerr. For joint returns, and $1,250 on individual returns 

Mr. Hess. Yes, that is the way it is, plus $1,250 for each dependent 
I think, subject to an over-all maximum of $5,000. We think the ceil- 
ing ought to be lifted. 


Also, you will note in our statement that we recommend that medi- 
cal expenses which are incurred in connection with a decedent’s last 


‘ 


illness and which are therefore usually paid by his executor, ought 


be deductible on his, the decedent's life period’ return. As the law 


now stands, they are not deductible at all, no matter how large a1 


amount. 
Thank you very much, sit 


Senator Kerr. Very well, Mr. Hess. We thank you for your ap- 


pearance. 
Mr. Hess. Thank you. 
(The prepared statement of Mr. Hess is as follows:) 
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STaTEMENT OF H. OBER HeEss, CHAIRMAN OF THE TAXATION SECTION OF THE 
PENNSYLVANIA Bar ASSOCIATION 


The recommendations for change in certain provisions of the Internal Revenue 
Code which are discussed in this statement were approved for action by the general 
assembly of the Pennsylvania Bar Association at its midwinter meeting held in 
Pittsburgh on January 19, 1951. While general revenue revision appears not to 
be an objective of the pending H. R. 4473, it is suggested that the sharply in- 
creased tax burden, which that bill as now drawn | peaeeee s, makes this an ideal 
time to consider the correction of certain e xisting inequit 


ESTATE TAX POSSIBILITY OF REVERTER 


This recommendation is addressed to the need still existing for further remedial! 
egislation in the possibility of reverter field. Perhaps the matter may best be 
approached by stating the general problem, the solution offered by Congress to 
date, the need for further congressional action. 

The legal question which gives rise to the problem under consideration is one 
of statutory interpretation and may be simply stated. From the beginning the 
Federal estate tax statutes have taxed property which a decedent transferred 
his lifetime if the transfer was “‘intended to take effect at death.’’ That is. if the 
transfer was intended to take effect at death, the property was taxed as if the 
decedent had never transferred it. But what is the meaning of the words 
‘intended to take effect at death’? If, for example, a man gives away property 
but provides that if he survives the transferee he shall get it back, has he made a 
transfer “‘intended to take effect at death’? There is a possibility until he dies 
that the property may revert to the donor, but does this so-called possibility of 
reverter mean that the transfer was “‘intended to take effect ai death” as those 
words are used in the statute? 

The Supreme Court decided in the negative in two cases handed down on 
November 11, 1935, and said the transfers were not taxable: Helvering v. St. 
Louis Union Trust Company (296 U.S. 39), and Becker v. St. Louis Union Trust 
Company (296 U.S. 48). 

After these decisions came down the Treasury changed its regulations to ts 
the same view expressed by the Supreme Court in the St. Louis cases. T 
change was effected by T. D. 4729, which was approved by the Secretary of the 
Treasury on March 18, 1937, and which said: 

“If, as a result of the transfer, there remained in the decedent at the time of his 
death no title or interest in the transferred property, then no part of the property 
is to be included in the gross estate merely by reason of a provision in the instru 
ment of transfer to the effect that the property was to revert to the decedent upon 
the predecease of some other person or persons or the happening of some other 
event.” 

So matters stood, and instruments of transfer were written and transferors died, 
in reliance on the Supreme Court’s decisions and the Treasury regulations, until 
January 29, 1940. On that day the Court overruled its prior decisions and de- 
cided Helvering v. Hallock (3809 U.S. 106). Contrary - its prior decisions, it 
now held that the existence of a possibility of reverter in the transferor did mean 
that the transfer was “intended to take effect at death” and 1 the transferred 
property was taxable. 

In the Hallock case the decedent’s reversionary interest or possibility of re- 
verter was contingent only upon his surviving one other life, but in many later 
cases the same result was reached where the decedent would have had to survive 
all of many persons much younger than himself before his reversionary interest 
would vest. And many cases made it clear that there was no distinction between 
situations where the decedent had reserved expressly the reversionary interest 
and those where it existed by silent implication of the law These trends of de- 
cision culminated in Commissioner v. Estate of Spiegel (3835 U.S. 701 (1949 
vhere the decedent’s reversionary interest was so remote that its actuarial valua- 
tion was placed at seven one-thousandths of | percent of the value of the trans- 
ferred property. Nevertheless, the Court held the transfer was intended to take 
effect at death and held the transferred property taxable at 100 percent of its 
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Congress was not slow in correcting to some extent the harsh rule of the Spiegel 
Cast The Technical Changes Act of 1949 (Public Law 378, 8lIst Cong.) was en- 
acted on October 25, 1949, and insofar as relevant to the so-called possibility of 
reverter cases it div ided them into the following three categories: ' 

1) Those where the decedent died prior to February 10, 1939. 
2) Those where the decedent died after Februarv 10, 1939, having made a 

transfer prior to October 8, 1949, subject to a reversionary interest 
3) Those where the decedent made a transfer after October 7, 1949, sub- 

)a reversionary interest 
ical Changes Act made no change in the first group of cases. They 
inder the Hallock case. The third group are those current situa 
a Well-advised transferor can take care of himself. 

‘ond group were handled in this fashion. If the reversionary interest 
xpressly reserved the transferred property is not includible in the tay 
no matter what the yalue of the interest in proportion to the total 

If the reversionary interest was expresslv reserved, and 
1 less than 5 percent of the property transferred there is 
‘rest is worth more than 5 percent the whole value of the 
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It is believed that these requirements are unnecessarily stringent. The time 
limitations of the first requirement may very well be too short in many cases. It 
may not be known what taxes have to be paid until long after the end of the 
period—as in the ease of prolonged litigation. It is reeommended that this time 
be extended to at least 90 days after the tax liability is finally determined. 

The requirement that the stock in question be at least 50 percent of the dece- 
dent’s estate may well operate unfairly, especially in cases where the close 
corporation business is actually done by more than one corporation. It is recom- 
mended that the provision be revised to extend the relief to any situation where 
stock is redeemed to pay death taxes, without regard to the size of the block of 
stock in proportion to the total estate. 


t 


INCOME TAX-——EXTENSION OF CORPORATE REORGANIZATION PROVISIONS TO INCLUDI 
“SPIN OFFS” 


A “spin off’? occurs when M, an existing corporation, transfers 
erties to N. a new corporation in exchange tor stock of N al ! 
ceived is distributed to stockholders of M without surrender or ¢ xchange of any 
part of their stock of M. If in such a transaction stockholders of M surrender 
part of their stock in exchange for N stock a “split off’ occurs The Internal 
Revenue Code does not presently provide for nonrecognition of gains in such 
transactions even though the transactions are supportable by sound business 
reasons. When the Senate Finance Committee reported H. R. 8920 (whieh 


part of its prop- 
the stor k so re 


i A 
became the Revenue Act of 1950) to the Senate, it added a section (No. 207) to 
the House bill to provide for nonrecognition of gain or loss in the case of spin offs 


It was silent as to split-offs.) The Finance Committee pointed out that the 
currently effective nonrecognition provisions of the code usually covered a split-up; 
i. e., When M corporation is replaced entirely by two or more new corporations 
and the stocks of the new corporations are distributed in liquidation to stock- 
holders of M. The Finance Committee believed that corporate reorganizations 
which accomplish substantially the same effect should be given the same tax 


treatment. Moreover, the Senate committee considered it economieally unsound 


to impede reorganizations which break business up into smaller units. 
In order to prevent the proposed provision for nonrecognition of gain in spi 


pin- 
offs from being used as a device to permit corporate profits to be distributed 


l 


IT 


such a way that stockholders could avoid the normal and surtaxes applicable to 
dividends upon receipt of the spun-off stock and be subjected onl 
gains tax if and when the spun-off stock is sold the Senate Finance Committ 


to capital 
tee 
limited the nonrecognition provisions to those cases where both corporations were 
intended to continue carrving on business after the reorganization and the 
reorganization did not represent merely a device for the distribution of 
and profits of the existing corporation. 
The Senate adopted these recommendations of its Finance ¢ 


earnings 


conference the Senate receded and thus these provisions were not it 
was enacted into law. 

When there are sound business reasons for a spin-off or split-off a corporation 
should not be forced to the more cumbersome and expensive split-u 
to immunize its shareholders from income tax upon the receipt of 
does not chanee their proportional interest in the business e) terprise 

The desirability of dividing corporate assets into two or more corporations is i 
many instances too obvious to require extended discussion and when supported 
by sound business reasons should be encouraged. 

It is reeommended that a provision similar to that which the Senate Finance 


Committee added to H. R. 8920 be now added to H. R. 4473. 


INCOME TAX CHANGE IN CARRY-BACK AND CARRY-OVER PROVISION 


Section 215 (a) of the Revenue Act of 1950 amended section 122 (b) of the 
Internal Revenue Code (relating to the allowance of carry-backs and earrv-overs 
bv providing for a l-vear carry-back and a 5-year carry-over instead of t] 
vious 2-year carry-back and 2 vear carry-over. This amendment is mad 
cable to taxable vears beginning after December 31, 1949. 

According to the House Wavs and Means Committee rey 


Was intended as remedial, particularly in aid of small ¢ 
the over-all period is extended from 5 to 7 years th 
be a coneession to retain a ecarrv-back for even 1 vear, 
provide relief in particular circumstances where the carry-fory 
‘is inappropriate.” 
86141-—-51—pt 
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As applied to those corporations which sold their assets and liquidated prior to 
enactment of the 1950 act on September 23, 1950, this amendment works a hard- 
ship. Typical of such cases is the small closely held corporation with inventory 
and depreciable assets actually worth less than book where the sale was made on 
the justifiable assumption that the loss could be carried back 2 years. It is also 
characteristic in such cases that the law in effect at the time unquestionably had 
a definite bearing on the selling price simply as one of the bargaining factors, and 
the effect was to reduce the selling price. 

Corporations going out of business, frequently on a distressed-sale basis, should 
not be penalized in order to compensate the revenues for relief extended to con- 
tinuing or new corporations. 

It is recommended that the amendment effected by section 215 (a) of the 

tevenue Act of 1950 be made inapplicable to corporations completely liquidating, 

or which were in process of complete liquidation on September 23, 1950, if the 
liquidation is completed by the end of the second taxable vear beginning after 
December 31, 1950. 


INCOME TAX REVISION OF PROVISION FOR DEDUCTION OF MEDICAL EXPENSES 


The medical expense deduction first came into the code in 1942. The Senate 
Finance Committee at that time expressed its belief that a medical deductior 
should be allowed in determining the heavy burden of war taxes then being 
imposed because the committee thought it imperative to maintain a high level of 
public health and morale. 

The medical deduction was originally allowable only to the extent that suc! 
expenses exceeded an arbitrary 5 percent of net income with a limitation of 
$2,500 on joint returns and $1,250 on individual returns. 

Since 1948 the law has permitted an increased deduetion to the extent of 
$1,250 for each additional dependent, with a maximum deduction limitation of 
$5,000 on joint returns and $2,500 on individual returns. 

The cost of living including medical expenses during an inflationary period, 
such as this, has increased tremendously. It would seem that the maximum 
deduction should be increased commensurate with the increased cost of living and 
more importantly, medical expenses should become allowable long before they 
reach 5 percent of net income. 

In the case of last illness where the medical expenses are paid after death by 
the executor, as frequently happens, the medical expenses are lost as a deduction 


on the individual’s last life period income-tax return. 

It is recommended that more liberal provisions for medical expenses in this 
period of increasing individual taxes be enacted and that medical expenses paid 
after death be made deductible on the life period return of the decedent 


Senator Kerr. Mr. Javits. 
You may identify yourself to the reporter. 


STATEMENT OF BENJAMIN A. JAVITS, INDEPENDENT INVESTORS, 
INC. 


Mr. Javirs. Iam Benjamin A. Javits, president of the Independent 
Investors organization. 

Senator Kerr. What time do you need, Mr. Javits? 

Mr. Javirs. I would say about 10 minutes. 

Senator Kerr. That will be fine. We can put vour entire state- 
ment in the record, and you may summarize it. 

Mr. Javirs. It is pretty well summarized in the statement. 

Independent Investors, Inc., is an organization made up of small 
independent investors—stockholders, small-business men, _policy- 
holders, savings bank depositors, bondholders, property owners all 
over the United States. The organization is in no way tied up with 
management or banking groups. It is the only general organization 
of its kind that is not subsidized by publicly owned corporation 


treasuries. 
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All of its officers and directors are independent investors who are 
neither officers nor directors of any publicly owned corporation. 

The principal purpose of Independent Investors, Inc., is to make 
the American people aware of the little fellow’s stake in the American 
economic system and to make the investor an active constituent of 
American business. Our purpose is to balance out the political power 
of the American citizen with his economic power. 

The organization is vitally interested in a close relationship with 
members of Congress and Government so it may convey to them 
the views of investors of whom there are more millions than any 
other group. 

We realize that in this hour of stress the country needs all the 
revenue it can get and we want to be helpful, but we do have some 
views with respect to how the money should be raised. We are con- 
cerned with the Government’s attitude, of course. We do not 
believe that the attitude of the Government at any time should be 
confiscation of capital no matter how it is dressed up, because con- 
fiscation of capital involves the question of the right to own private 
property without fear of Government confiscation. We all know the 
old adage: The power to tax is the power to destroy. 

lf tangible property is in danger of confiscation by Government then 
ownership of intangibles is also usually destroyed. In place likes 
Germany and Russia where confiscation of capital was, and is, the 
order of the day personal intangible property—freedom of religion, 
freedom of speech, freedom of assemblage were destroyed. This 
“private property”? we now fight for. 

(a) We are concerned with the capital-gains tax. We believe that 
it is, in principle, a confiscation of capital and is, therefore, wrong. 
We further believe that the present rate and the proposed increased 
rate, if it is going to be retained, will not produce the revenue the 
Government should get. A reduction in rate to 15 percent will 
bring in twice as much revenue as you receive now, or will receive 
with the proposed increase. The House Ways and Means Com- 
mittee apparently observed one suggestion we made in the House 
tax bill already passed. In a statement made before them on Feb- 
ruary 21 of this year, I said: 

The workingman who has bought a house, or built one, 20 years ago for say, 
$6,000, cannot replace that house today for less than $15,000 The refore, it 
seems unreasonable to penalize him $2,250 in taxes, when he sells the house 

The same holds true for securities and other property. 

We further made what might be called a sporting proposition, t 
the House Ways and Means Committee, but which we believe is 
sound. We submitted the suggestion that the law applied to capital- 
gains tax should be revised to 15 percent and the holding period to 
3 months; that the law should provide that this should be tried for 
6-month period; that if the capital-gains tax collected by the “pia 
ment is not substantially greater during that period than the capital- 
gains tax presently collected under the 25-percent law, then all the 
capital-gains taxes collected during the trial period should be retro- 
actively increased to 25 percent or even 28's percent, which you now 
have in the bill. 

We know the Government will get more revenue, and more revenue 
is the important and salient point. 
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(b) We are opposed to the 20-percent withholding tax on dividends, 
The loophole you seek to close here is so small that it will be more 
annoying than practical. 

In the first place, 20 percent withheld on small holdings is unfair 
to the stockholder group. In too many cases—and I have letters 
from lots of our members to support this—this income must be used 
for necessary living expenses, and they do not owe any of it for ‘Sames, 
especially the older people whose deductions are great. They get no 
interest while the money is withheld, and some of them ceemialies 
about that. 

Second, we ave opposed to this tax because it will throw a terrific 
burden on the corporations and will add tremendously to their ex- 
penses. This is unfair and unreasonable. The corporat ions’ expenses 
will shoot upward and these expenses are deductible, before the 
Government gets any taxes. So whatever loophole might be closed 
will be eaten up by a deductible expense—an additionally heavy one 
to which corporations will be put. 

Third, there are many listings on corporate books of brokers who 
have to split the stock among many holders, and that is equally true 
of trustees. This seems a further unfair burden to the body economic. 

Senator MrILirkin. I suppose it would be very difficult to estimate 
the figure. But has any estimate been made of what the cost would 
be at the corporation level of maintaining this system of withholding? 

Mr. Javrrs. It would be the purest guess, but I have been told by 
one secretary of the corporation that he figures that it would add to 
the costs anvwhere from $15,000 to $100,000 a vear. 

Senator Mitiikrx. Mr. Stam, are there anv estimates on that? 

Mr. Sram. I do not think there are. We had some meetings with 
a group of corporations, and they did not seem to feel under that 
automatic method that was suggested in the bill that the cost would 
be very great. 

Senator Minuikry. I realize that it would be extremely difficult to 
make an accurate estimate. 

Mr. Sram. It would not be very great. 

Senator Miuurkry. Thank you. 

Mr. Javirs. As I understand it, vou are trying to collect at the 
most $350,000,000, which vou think escapes vou, as far as revenue 
that vou are entitled to is concerned. 

Senator Minuikin. I am inclined to believe that that figure is 
grossly exaggerated. 

Mr. Javits. So do I. I was going to say that. 

Senator Miturkix. I am not in the position to prove that it is 
grossly exaggerate “dl. 

Mr. Javirs. That sounds like too much, because vour total taxes 
would be on dividends of $7 billion, and you certainly do not collect 
all that. And if vou do collect—TI do not know how much vou collect 
on dividends—the percentage is way out of line, in any event. 

Should I go ahead? 

Senator Kerr. Go ahead. 

Mr. Javirs. Fourth, it goes against the grain of our American 
system because it Is, In a Way, a polic e-state me ‘thod of ¢ ‘ollee ‘ting taxes 
from responsible members of society. I say “police-state”’ because it 
is not necessary, it simply is a display of power. Withholding on 
salary and wages is a totally different proposition. 
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(C) We believe that double taxation is unfair and confiscatory. 
This is a kind of tax penalty, and will come home to roost some day. 
Our citizens will pay fair and square taxes. They don’t have to be 
fooled or coerced or put in “double jeopardy”’—if ] may use a little 
literary license. Your committee should correct that inequity. 

Senator Tarr. Do you mean the inequity on stockholders of cor- 
porations? 

Mr. Javirs. Yes, ] mean the double tax on dividends. 

(D) We believe that professional people scientists, doctors, law- 
yers, engineers, architects, et cetera—should be able to provide for 
their own future, Ag jt stands now, they cannot put anything aside 
in spite of their heavy investment in getting somewhere in their pro- 
fession. As you know, it takes at least 15 years for a professional 
man to get recognition and when he does, under the present tax laws. 
he cannot provide anything for his future. 

Senator Frear. What do you mean by that? 

Mr. Javirs. What is that? 

Senator Frear. What do you mean by that? 

Senator Kerr. He means that when he gets into the highly pro- 
ductive period, his income tax rate is so high that most of What he 
produces during that time that he has the greatest capability is paid 
off to the Government in taxes, and that he has little of it Teft. 

Senator Frear. From what | have read—it may not all be true 
however, I put a lot of confidence in the press many of these people 
that you have mentioned here have done pretty well for themselves 
in providing for the future. Is that just a small percentage? 

Mr. Javirs. No. As a matter of fact, I have not participated in 
this, but I understand that the bar association for lawyers and the 
professional people have suggested that in the preparation of the 
tax bill, provision be made that a certain percentage of the earnings, 
10 percent to 15 percent, could be set aside and put into Government 
bonds, and when these are sold, for a person’s old ace or disability, 
he then pays a tax. In that way, to set up a fund for the professional 
man, 

In my experience, I know a number of professional men who cannot 
possibly accumulate anything at the present time, 

Senator Frear. You also have in your acquaintance some who can, 
however, 

Mr. Javirs. Yes: some Who can and some who have. And I 
think most of those people are the older people, the people who have 
been able to accumulate something during a time When it was easy 
to do. Now, of course, the differentiation is that a man in business 
can, by operating through a corporation—and most men do—accumu- 
late something on a capital-gains basis. When he gets to the point 
Where he wants to retire, he can sell, and he has something for his 
old age. The professional man does not have that. And that is 
particularly true of those who are just coming up how and who need 
some help to carry on, 

Senator Frear. Thank you. 

As to our views on the tax problem generally, we should like to see 
the elimination of politics in this new tax program, or “its heavy con- 
lent of political expediency”’ as the New York Times puts it. We 
think polities should be adjourned for the emergency. Dishonesty 
should not be encouraged by a tax structure, Confiscation, dis- 
crimination, or onerous paper work does just that. 
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Labor pays its share of taxes in any event; if not directly, then in the 
price of goods. The little fellow pays most of the taxes regardless of 
what you may do to the big fellow. The big fellow is a symbol of 
our civilization. We would like to see all the people big fellows—in 
other words, very well off. That is the key to our kind of successful 
world; at least the opportunity must be preserved or all is lost. 

Wealth privately owned is just as much a sign of our liberty and 
independence, as the opportunity to be President, Congressman, or 
Senator. The Government must preserve the right to accumulate 
capital in the hands of private people. But 90 percent taxes of income 
that could be productive, is confiscation. 

The American people should have constantly new vistas of oppor- 
tunity opened up for them. The present tax structure, and the struc- 
ture in principle for many years past, as you know, have made the 
chances smaller of going into business for oneself. Or, if it hasn’t made 
them smaller, has made it more difficult to survive. Every American 
should have the opportunity to go into business for himself and to 
find the capital for it. This is the competitive pattern that gives our 
people the lowest prices and the best wages. 

The New York Times, in its editorial of June 28, 1951, believes 
that a fresh start should be made on taxes and believes we can get 
substantial revenue without destroying the sources of private capital 
We agree with that. 

Also, according to an editorial in the current Life magazine (issue 
of July 9, 1951) there are 19 million people in America who pay no 
taxes. To us this means that there are 90 million more who should 
know they are also paying for their Government. Life magazine 
favors a universal sales tax. So do we. 

As to an across-the-board sales tax, the American people are not 
afraid to face the truth and should know exactly what the cost of 
government is in terms of their labor. You gentlemen, great as is 
your service to the country, would be rendering a still greater service 
if there were no hidden taxes and the people could see clearly thei: 
share of the cost of government. It might help to get the people 
aroused so that the waste in government would be cut “down tremen- 
douslv. 

A general sales tax, and a tax on expenditures, in this emergency 
period, are taxes which are constructive and will leave some money 
for private investment which should not interfere with the raising of 
revenue on a pay-as-you-go basis. 

Senator Minuikixn. How do you distinguish between a_ genera! 
sales tax and a tax on expenditures? Just what do you mean by that? 

Mr. Javirs. I mean a general sales tax, a tax on all those who get 
paid for goods or services. What I mean by a tax on expenditures 
I mean if you are going to tax a man who, sav, has a $200,000 income, 
very substantially, as you probably have to do in this emergeney, you 
should leave him some money for investment purposes, in other words 
vou vive him an opportunity to accumulate private capits al. 

But if he wants to live on a $60,000, $70,000, or $80,000 or $100,000 
basis per vear, then he should pay a little bit more to permit him 
to live on that scale, so that he does not take the money out of th: 
productive processes. In other words 

Senator Miiirkin. When he spends his $60,000, $70,000, $80,000 
a vear, does he not aid the productive processes? 
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Mr. Javits. Well, he may or may not. I think what you are 
trving to do, in time— 

Senator MiLiikin. How do you save money and not aid in carrying 
out the productive processes? 

Mr. Javirs. For instance, if you buy a luxurious yacht for personal 
purposes 

Senator Mitiikin. That involves a payroll for those who build 
the yacht; that involves the material supplier 

Mr. davies. | agree with you. 

Senator MILLIKIN (continuing). It involves the buying of oil or 
whatever is involved to propel it; it involves a payroll to run the yacht. 

Mr. Javirs. Yes, sir. I want to put a penalty upon the fellow 
who is at the present time enjoying, and might enjoy some extra 
luxuries and, therefore, he ought to pay a little extra for that privilege. 

Senator MILLIKIN. We are running a luxury economy in this 
country. 

Mr. Javits. Well, yes. Of course, democracy is a luxury. 

Senator Mriuikin. If you discourage luxuries in our economy, 
then you will face an economic cataclysm. 

Mr. Javirs. Well, I personally go along with you. Here I am 
trying to be a little bit more practical, a practical politician, which 
lam not, of course. 

Senator Kerr. But you recommend that we do not do that. 

Mr. Javirs. What is that? 

Senator Kerr. Would you reserve to yourself the — as a 
private citizen that vou would deny to us, who might not be here 
without some political activity? [Laughter.] 

Senator Tarr. You suggest an interesting theory, | suppose, when 
vou first suggest that if a man saves a certain amount every vear 
he shall not be taxed on the savings. 

Mr. Javirs. That is right. 

Senator Tarr. Now, vou have a corresponding theory that if a man 
spends his capital for consumption purposes, you are going to put a tax 
onthat. That is a new idea, but there are lots of people today spending 
their capital to keep themselves going. 

Mr. Javirs. That is true. 

Senator Tarr. And you could tax them to the extent that they 
would spend their capits al over and above their income, | suppose. 

Mr. Javirs. That is right. 

Senator Tarr. It would be a little tough, I think. 

Mr. Javirs. Well, I simply do this because you may say that in this 
great period of stringency or emergency or possible outside danger, 
that a fellow who wants to indulge himself in any great luxury should 
pay a little extra burden for doing it. But 

Senator Tarr. On the other hand, there are lots of people who, 
perhaps, just save or spend their capital because they have some 
emergency which requires them to do so, and it is a little hard to tax 
them on that extra spending while they are digging into their own 
capital. 

Mr. Javirs. I agree with you. What I should have said there is 
luxury expenditures. I would like to amend it to that extent. 

Senator MinLikin. It would be very interesting to know the pro- 
portion of our payroll involved in making goods for luxury expenditure, 
and | think if you could evolve some kind of a system to restrict that, 
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you would have a system to destroy our economy, and I suspect that 
would be the result. 

Mr. Javirs. Logically that would be the result. 

Senator Tarr. If vou were to cut off all luxuries tomorrow, you 
would have the biggest depression that the world ever saw. 

Mr. Javirs. [ am sure about that, too. 

Senator Mituikin. During the depression it was socially inadvisable 
for people to spend money. I suggest that, if we are not willing to 
let a man do as he pleases with his money, the social pressure should 
be on him to spend his money in times of “depression, spend it for cars 
or to buy cologne; spend it for new houses, spend it for luxuries, if you 
please, but spend it. That is one goog cure for a depression. But 
the social pressure was just the opposite. People who had the yachts 
that you are talking about tied their yachts up to the docks and dis- 
charged the workers who ran the yachts, discharged the fellows who 
supplied the yachts. 

Well, when you multiply that all over the country, we were doing a 
very foolish thing. 

Mr. Javirs. May I add that I would like to see every American 
have a vacht. [Laughter.] 

Senator Kerr. Do you recommend a provision of that kind in this 
act? Or is that just an academic observation? [Laughter.| 

Mr. Javirs. Just an academic observation. 

Senator Kerr. All right. You may go ahead, Mr. Javits. You 
were at the third paragraph on page 5 

Mr. Javirs. The American people don’t want to be too rich and 
all-powerful. No—the American people don’t want the Government 
to be too rich and all-powerful. Iam trying to get through on a time 
limit here. [Laughter.] 

The American people want to be rich themselves. The Govern- 
ment should be owned by the people—not the people owned by the 
Government. 

We have no quarrel with substantial taxes on inheritance; we have 
no quarrel with substantial excise taxes which, in effect, are sales 
taxes; we believe excise taxes prove that a substantial sales tax is 
feasible. 

We are ready to help formulate a constructive tax program, but it 
must be one that will build our economy to great heights of uninflated 
dollars so that the initiative of our people will give us a three-, four-, 
or five-hundred-billion-dollar economy—not an inflated economy. 
Private rights need not be destroyed by the need for public money. 
The people need not be fooled. Our working rich need not be soaked. 
And, with our capitalism dedicated to eliminating all poor people, we 
still can provide plenty of money for our Government and our 
defense. 

Senator Mintuikin. You mean eliminating their poorness. 

Mr. Javirs. What is that? 

Senator Miiiikix. You mean eliminating the poorness. 

Senator Frear. Not the people. 

Mr. Javirs. Poorness is correct. I quite agree with that. 

We plead for the elimination of politics in the formulation of a just, 
even though it may be a heavy, tax program, and we are sure that 
even the people who now believe that they would be hurt by a general 
sales tax or a “spending” tax, or the exemption of investments for 
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productive purposes, will find that the United States will have a 
healthier, bigger, and greater income so that the people can afford the 
cost of whipping collectivism here and communism abroad. 

The principles that Independent Investors, Inc., is trying to convey 
to you honorable gentlemen are: 

(1) People should know directly what their cost of Government is. 

(2) Capital should be permitted to accumulate in private hands 
for productive purposes. It must not be confiscated. We urge upon 
you not to get even close to the point where confiscation extends to 

capital and, therefore, freedom—except for the emergency. The 

American people would be better off with deficit financing, and Gov- 
ernment loans, than to go beyond the 25 percent of the total income 
of this Nation for Government expenditures. They can stand that 
sort of thing for the period of the emergency only. The bill you now 
pass should be for the emergence y and should say so. 

(3) The bill you pass should be such, if possible, as to help to bring 
us to a $500 billion vearly economy of real dollars so that our taxes 

can be prope rtionately less. That can only happen with incentive 
capital in the hands of the people. The emergency may last for a 
long time, and the country may need $100 billion a vear for military 
and other sound Government operations. 

We wish at this time to take the opportunity of suggesting also 
that there should be no abatement in the defense-mobilization pro- 
gram. We feel that investors, generally, favor no abatement in the 
expeditious arming of our great Nation regardless of cost. We are 
interested in our dollars, and we want to accumulate them; but even 
in our hands, as with our lives, too, they are dedicated to the service 
of this country, and to the building of a nation which will be equally 
powerful in peace and in war. Only a productive nation possesses 
that power. Only a nation which has a private and a free economy 
because that is the epitome of all freedoms which can create the zeal 
and moral fiber to stand up and win against any odds. 

Senator Kerr. All right, Mr. Javits. We thank you for your 
appearance. 

Mr. Javirs. Thank you for vour courtesy. 

Senator Kerr. Mr. Rolla D. Campbell. 

All right, Mr. Campbell. Will vou identify yourself? 


STATEMENT OF ROLLA D. CAMPBELL, PRESIDENT, NATIONAL 
COUNCIL OF COAL LESSORS, INC., ACCOMPANIED BY H. L. 
PARKER 


Mr. Campsetu. Mr. Chairman, does the committee have copies of 
my statement? 

Senator Kerr. We have copies. 

Mr. CampsBe tt. | have here a little illustration which I would like 
to have passed around to the committee members. 

Senator Kerr. All night, Mr. Campbell. 

Mr. Campseuyi. Mr. Chairman and gentlemen of the committee, 
IT am Rolla D. Campbell of Huntington, W. Va. 1 appear here as 
president of National Council of Coal Lessors, Inc., which is an 
association composed of owners of coal lands which are leased, or 
which are available for lease, to operating companies. I am per- 
sonally interested in coal lands, both as a stockholder in coal-land 
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companies and as a direct owner. I am an active lawyer, and my 
firm’s clients are principally coal operators and coal-land owners. 

My purpose in appearing here today is to urge this committee to 
give its approval of section 307 of H. R. 4473. This section may be 
found at page 91 of the bill. Material e xplanatory of this section may 
be found in the accompanying report of the Ways and Means Com- 
mittee on pages 31-32, and on pages 117-118. Our presentation to 
the Ways and Means Committee may be found on pages 770-773 of 
the committee hearings. I shall also suggest some desirable changes 
in the text of the new material contained in section 307. 

Incidentally, I have copies of the bill and of the report which might 
be helpful to the members of the committee if they would like to pass 
them around. The new material in section 307 is indicated by 
underscoring. 

Senator Kerr. On the new document you gave us? 

Mr. Campse.t. Yes, the effective part. 

The purpose of section 307 is to tax coal royalties in the same 
manner as timber royalties have been taxed for some years. This 
section, if enacted into law, will remove a tax discrimination against 
lessors which retards the mete of coal lands. 

Senator Butter. Mr. Campbell, do you care for some questions 
as you go along with your prepared talk? 

Mr. Campset. Senator Butler, if you can have them wait until J 
finish, | would appreciate it very much. Then I will be glad to answer 
any questions. 

Senator Butrier. All right. 

Mr. CampsBeci. The inequity under existing laws has become worse 
with every increase in tax rates and with every decrease in the pur- 
chasing power of the dollar. 

The essence of a coal lease is to effect, when the coal is mined, a sale 
of capital assets. The coal when mined becomes wholly the property 
of the lesse The only purpose of the lease is to permit the lessee to 
mine and ianaeia of the coal. But the money paid to the lessor for 
the coal, usually called royalties, is not under existing law treated as 
proceeds of f the sale of capital assets. Instead, the gain of the lessor 
from coal royal lties is taxed as ordinary income. 

If a landowner sells the surface of his land, the gain is properly 
treated taxwise as a capital gain and taxed as such. If he sells his 
coal for a lump sum or for a specified price per acre, the gain is properly 
treated taxwise as a capital gain and taxed as such. 

If he sells his timber for a lump sum or at so much per acre, the gain 
is treated taxwise as a capital gain and taxed as such. 

If he sells his timber on a stumpage basis at so much per thousand 

‘d feet, to be paid for as cut, the gain is properly treated taxwise 
vain and Tae d as such. 
if he sells his coal on a tonnage basis to be paid for as mined, 
is improperly treated as regular income and taxed at rates 
higher than those applicab le to capital gains. 
is our sincere bell f that coal royalties should be treated taxwise 
as proceeds of the sale a capital assets. The benefits of such a change 
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would extend to all coal lessors, whether corporation, trust, partner- 
ship, or individual, and regardless of the amount received. 
Coal leases have some distinguishing characteristics. Generally, 


very long affairs and run for periods of 25 years and longer. 
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Most of thera run for the life of the deposit leased. Usually a modern 
mine will not be installed unless reserves available will justify full 
operations for a term of 25 years or longer. Many leases in existence 
today were originally negotiated prior to World War I, and some may 
last for more than 100 years. 

Another peculiarity of coal leases is that, in most cases, they provide 
for a royalty payment of a fixed amount per ton of coal produced. 
The rates generally were fixed by the older leases when coal prices 
were much lower. While royalty rates have risen somewhat in the last 
few years, the big production from the older leases carrying the lower 
fixed royalty rates acts as a definite brake on substantial rises in 
royalty levels. 

Another peculiarity is that the total amount to be paid by the lessee 
is uncertain. 

Another peculiarity of both coal and timber leases is that the interest 
of the lessor is not finally terminated until the timber is cut or the coal 
is mined. 

Coal lessors have suffered severely under the combined effect of 
inflation which has cut by half or more the purchasing power of their 
royalties, of an increase in their expenses, likewise caused by inflation, 
and of discriminatory taxation which has taken a greater and greater 
share of the royalties. The result of this tax discrimination in many 
cases is virtual confiscation. 

I can illustrate it by a simplified example. For example, assume a 
lease effective in 1929 carried a royalty rate of 10 cents. 

The cost-depletion allowance, we will assume, will be 2 cents, leaving 
8 cents after depletion. Expenses of operation would be approxi- 
mately a cent, leaving a net before income taxes of 7 cents. 

The income tax at that time would be approximately a cent; so that 
the lessor company could distribute 6 cents to its stockholders out of 
the 10 cents. The income tax to the stockholder would be another 
cent, approximately; so that the stockholder would have 5 cents out 
of the 10 cents which he could spend after taxes. 

Now, take that same lease today. The royalty rate will be 10 cents; 
the depletion rate will be 2; the expenses would have doubled; so, that 
is 2 cents, and the net before income tax is 6. The income tax to the 
corporate lessor is approximately 3 cents, leaving 3 cents to be dis- 
tributed; and then, when the 3 cents are distributed, it is subject to the 
individual-tax rates which, of course, will vary with the stockholder, 
but we will assume it will run anywhere from 30 to 50 percent, going 
in on the top brackets, which would leave anywhere from 1}3 to 2 cents 
of spendable income to the stockholder which, taking account of 
inflation, now is only worth half that, or about 1 cent, a reduction of 
80 percent in spenable income. 

Senator Tarr. This “depletion rate,’’ what is that? 

Mr. Campne yi. That is a cost depletion which is allowed, based 
upon the original cost of the coal. 

Senator Tarr. I mean, who gets the allowance, the stockholder o1 
the company? 

Mr. Campre.yt. Well, the owner gets the allowance. 

Senator Tarr. What do you mean when you say ‘they keep the 2 
cents’’? 

Senator Kerr. That is a depreciation factor. 
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Senator Tarr. I know. What do they do with the 2 cents? 

Mr. Camere yt. Well, they usually keep it or they may distribute it. 

Senator Tarr. If you take the whole thing as a capital gain, you 
wipe that out. 

Mr. CampsBe.t. No; cost depletion is a return of capital. My 
pomt goes to the rate of tax to be applied to — rain over cost. 

Senator Tarr. When vou return capital, it is all a return of capital, 
and the - is ohy I do not see the consistency in vour point. 

Mr. Campretyt. When vou own a house, Senator, and vou have paid 

senens for it, and vou sell it for $20,000, the profit on that house is 
$10,000, and that profit is subject to vour capite il-gains tax. 

Senator Tarr. I understand that. I am just asking why. The 
theory of deple tion is that the depletion covers the property, and that 
the rest is income 

[r. Campreci. That is correct. 

Senator Tarr. Then, if vou change to a capital gain, why is there 
any di ple tion? Ido not see the whole thing then as it is. 

Mr. Campreryi. Well, there might be a constitutional 

Senator Tarr. The depletion is a return of capital, but vou are 

¢ it is all a return of capital, and I would think then you would 
to pav the capital gains on the whole rovalty. 

Kerr. I think his position is that the sale is a sale of 

and th Lat the income re presents, first, a return of f the initial 


cost. which he identifies as 2 cents. 
Mir. CAmpsBetyu. That is correct. 
Kerr. And that which he receives above that should 
gain. Jt is a part of the sale price that was 
capita l. and then, whe n he gets it. he puts tf the 


hat it cost into the pocket that he took it out of ne hye 


and the rest of it he is taxed on as though it were a capital 
rising from the sale of capit tal. 
} LL. That is corr 
I do not see why. It would seem to me vou would 
theory or the other; either it is income or 
al, then I suggest vou would have to pay a 
thing after you deduct what you put in. 
. Whatever it is. 
there Is ho question but what the vain 
a profit, but so is a gain on the profit on 


used the 2-cent figure as an arbitrary 
urn of the initial cost. 
: that is correct. 
And, if it were different, then he would change that 
. to what the initial cost was 
} fure, Senator, because I think it is a 


think he meant that that was 
firure, as | understood 
-[ assume you can, 

I to the coal mine like 
10,000, and that is a capital 





the 
tha 
oth 
whi 
the 
use 
te 
be 

\ 
Iw 
lan 
UNC 
N 
Cos 
frec 
a lo 
‘] 
hil 
put 
low 
for 
pro 
on 

con 


REVENUE ACT OF 1951 673 


investment surely, but if you depreciate a loan you reduce it down 
to $5,000. If you sell it for $20,000 you get a capital gain of $15,000. 

Mr. Campse tu. That is correct. It works exactly the same on 
coal properties. 

Senator Frear. It does? What is this 2 cents? Is that a return 
on capital? 

Mr. Campre.ti. We would call that depreciation if we were thinking 
of it in terms of a house; in other words, the accrued depletion which 
you have taken 

Senator Frear. Yes. 

Mr. CAMPBELL (continuing). Would be a reduction of the value of 
your property, the reduction of your base, and if you should then 
resell it, why, that reduction would go into your profit, There is 
no difference between them. Both have the same significance, a 
return of capital. 

Senator Muixiurkin. There is a double aspect. If vou have a 
corporation that is the lessor, assuming we did what you want us to 
do, the corporation would pay a capital-gains tax. 

Mr. CamMpBe.u. Yes. 

Senator MILLikin. But in its distribution to the stockholders, the 
stockholder would pay an income tax. 

Mr. Campse yi. That is correct. The capital-gains feature would 
not carry ove! 

Senator Minurkin. That is right. 

Mr. CaAMPBBLL (continuing). In the distribution of dividends to the 
stockholders. They would continue to be taxed at the normal rates. 

Senator Tarr. Except there are a good many individuals, are there 
not? 

Mr. CAMPBELL. Yes; there are, and, of course, the difference to 
them will depend upon the rate which each one has. I would say 
that, as an ordinary rule, people who own coal lands do have some 
other income. Frequently they are very dead investments, and people 
who do not have some other income cannot afford to carry them for 
the length of time often necessary before they can be put to productive 
use. 

Senator Burter. Can the increased costs to the coal land owners 
be passed on in any Way to their lessees? 

Mr. pmenaet If is very diffieult, Senator Butler, to do that. 
I would say a great part of the production of coal today comes from 
lands which are ‘alee owned by the operators or which are leased 
under the old leases carrying the low royalty rates. 

Now, you all know from previous hearings with reference to the 

Coal Act that the coal business is a highly competitive one, and there 
frequently have been long periods when the industry will operate at 
a loss. 

The result is that the coal operators are extremely loath to pay a 
higher royalty rate than their competitors, and if a company wants to 
put a new mine right next to one that is already developed, and has a 
low royalty rate, why, it naturally does not want to increase its cost 
for royalties 2 or 3 times what its competitor is paying. That big 
production at a low cost or a low royalty rate has a very definite brake 
on the ability of the landowner to get a higher royalty rate to over- 
come the effects of inflation. 
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Senator Kerr. The royalty rate is as nearly inflexibly fixed upon 
a fellow getting ready to lease a piece of land that is not under lease, 
as it is on a fellow whose land is already leased, and the amount fixed 
by the old lease; is it aot? 

Mr. Campse.t. In practical effect, that is true, Senator. 

Do vou have any further questions? 

Senator Kerr. All right, Mr. Campbell. 

Mr. Campne.t. We presented our case to the Ways and Means 
Committee and it found merit in it and adopted the substance of our 
preposal in section 307 

We proposed to the committee that the following sentence be added 
to section 117 (k) (2) of the Internal Revenue Code: 

The date of disposal of such timber or coal shall be deemed to be the date on 
which such timber is cut or such coal is mined 
But it was not added in H. R. 4473. We believe that this sentence 
would clarify and make certain the intention of the Senate when sec- 
tion 117 (k) (2) was added to the Internal Revenue Code in the Rev- 
enue Act of 1943. Under both timber leases and coal leases, fine! 
disposition from lessor to lessee does not occur until the timber is cut 
or the coal is mined. However, the Treasury took a different view 
and held that, with respect to the lessor, the disposition occurred 
when the lease was made, and its position hes, apparently, been up- 
held ne the Tax Court of the United States in Springfield Plywood 
Corp 5 TC No. 91 (1950)). The peculiar facts in this case re 
sulted in a ruling which certainly ought not to be given general appli- 
cation. Correction of this decision will require affirmative action by 
Congress. 

The facts in that case indicated that it was really a present sal 
rather than a lease, but the court passed remarks which indicated 
that it would uphold the Treasury’s construction. 

It would seem obvious that a landowner cannot at the same tim: 
dispose of coal or timber and retain an economic interest therein 
This remark is directed to the exact language of the section. 

There are practical difficulties in applying the meaning that disposi- 
tion occurs when the lease is made. Suppose that 30 years ago a 
landowner acquired a tract of coal or timber and held it for 7 months 
and leased it on a long-term lease. His neighbor acquired anothe: 
tract of coal or timber and leased it within 5': months of acquisition 
Although each lease might run for a 50-year period, the first lessor 
would get capital gains treatment under section 307, as explained by 
the Ways and Means Committee report, while the second one would 
not. Such a result is highly inequitable and is unnecessary. Th: 
result could be obviated and the 6-month holding period retained by a 
simple statement that disposition shall be deemed to oceur when thi 
timber is cut or the coal is mined, and we urge that such a provision 
be added to section 307. Such a provision will be of great importance: 
to individual owners, whose interests change hands more frequently 
than in the case of corporate owners. 

The code has already expressly fixed the time of cutting as the tim: 
of sale or disposition by the operator when he computes his capita’ 
gains on hi s timber under section 117 (k) (1). The language is 
a ee the cutting of timber * * * by the taxpave! 
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timber * * *.”’ We ask that the same rule apply alike to lessor 
and lessee, namely, that sale or disposition occurs when the timber is 
cut or the coal mined. 

Section 307 contains a sentence that the coal owner shall not be 
entitled to the allowance for percentage depletion provided for in 
section 114 (b) (4) with respect to such coal. We did not propose 
this sentence but we do not object to it. We thought it would be 
implied in any event. However, it should be noted that this reference 
to percentage depletion applies only to lessors. There 
in our proposal, nor language in section 307, to affect in any manner 
whatsoever the computation of the depletion allowances to which 
coal lessees or operators are entitled under the code. 

Section 307 contains another sentence which we did not recommend. 
It reads: 


is no intent 


In the case of coal, this paragraph shall not apply if such owner is personally 
obligated to pay a share of the cost of mining operations. 

This language probably originated with a desire to exclude from the 
lessor-lessee relationship arrangements known in the oil and gas 
industry as working interests. Similar language appears elsewhere 
in H. R. 4473——for example, on page 40 in the definition of royalty 
in connection with withholding of taxes. But if such language were 
given literal effect, it would deny the benefit of section 307 to many 
transactions which are normal or standard in the leasing of coal. 

For example, it is not an uncommon provision for a coal-mining 
lease to place on the lessee the obligation to pay property taxes which 
may be assessed against the coal or coal land subject to lease. Where 
these taxes are assessed against the lessor, under the laws of many 
States they become the personal obligations of the lessor. Yet such 
taxes constitute part of the operating cost of the lessee. In other 
instances, a lessor may share some of the expenses of driving through 
faulty coal to see if good coal can be found beyond, or may share in 
drilling expenses for the same purpose. In other cases, the lessor 
may reimburse the lessee for engineering expense in connection with 
mining surveys, or the lessee may reinburse the lessor for similar 
expense. It 1s our belief that the intent of the quoted sentence was 
to exclude cases which might be described as joint adventures or as 
partnerships, or cases where the lessor is a coprincipal in the mining 
enterprise. We do not believe that the sentence is necessary in section 
307 for the reason that the Bureau and the courts are competent to 
determine when a lease arrangement exists and when a coadventure 
or copartnership exists. Undoubtedly this view has already been 
taken with respect to timber, because the sentence is not made appli- 
cable to timber. If, however, it is the belief of the committee that 
some such language should be left in the section, it is our sincere 
belief that the language should be changed. The sentence would be 
satisfactory if it read as follows: 

In the case of coal, this paragraph shall not apply if such owner stands in the 
relation of coadventurer or copartner with respect to the lessee in carrying on the 
mining Operations. 

Or the sentence might read as follows: 

In the case of coal, this paragraph shall not apply if sueh owner is personally 
obligated, by virtue of his agreement with the mining operator, to pay a fixed 


percentage of the cost of mining operations, rather than a part or all of certain 
specific items of expense. 
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In conclusion, we believe that a coal lease presents a classic case 
for the application of the capital-gains provisions, and we respectfully 
submit that this honorable committee should approve section 307, 
modified in accordance with our suggestions. 

Senator MILLIKIN. Let me put a case to you, please. 

Mr. CampsBe.u. Yes, Senator. 

Senator Mitiikix. John Doe leases Black Acre to Y for coal- 
production purposes. John Doe retains a rovalty on the coal. He 
also engages in the mining operation. In that kind of a case, would 
you make an exception as to the capital-gain treatment of the royalty 
concerned? 

Mr. Campre ty. If the lessor is an active participant in the mining 
enterprise, he would be excluded from the capital gains by the language 
of section 307. 

Senator Mintuikin. Why? 

Senator Kerr. Don't vou think his income from royalties should 
be recognized, and if he were not an operator 

Mr. Camppre.i. Yes; 1 do. I suggested that the sentence be 
deleted. 

Senator Kerr. Then his income that he receives as an operator 
should be handled on the basis as if he were only an operator. 

Mr. Campspeiyi. That is correct. I know a specific instance of that 
sort, Where a landowner leased an undivided interest in his oil and gas 
to an operator. The operator pays a rovalty on that undivided 
interest, but the landowner shares in the expenses with respect to 
the remaining undivided interest. 

Senator Kerr. Don't vou think if he establishes both identities, 
that he should be permitted to separate them with reference to his 
tax liability? 

Mr. CampsBeii. Yes; I do, Senator. 

Senator Kerr. That is the point. 

Senator Miuiikin. But I don’t believe vou said so. 

Mr ng ee I think you are correct in your criticism of my 
remarks, because what I was trying to do was to make certain that 
the ineaiee joe would not have the effect of excluding from the 
benefits of section 307 a case where a lessor might for some reason or 
other contribute to a specific item of expense. 

Senator Muinurkin. I don’t think that has the slightest relevancy 
to vour point. The lessor’s ap eg to the working interest 
may be the thing that is necessary for him to get any royalty, and he 
has the most legitimate reason, and he may have the most legiti- 
mate reason, for contributing to the working interest, and I certainly 


} 


do not think—if it is sound to tax coal royalties on a capital-gains 


basis, I cannot think of the slightest reason why he should not have 
that benefit 

At the same time as Senator Kerr pots out, he should bear 
whatever the normal-tax liability is on the operating interest. I se« 
no conflict hanna he two. In fact, the economic usefulness of 
each status is complemented by the other. 
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Mr. CampsBe tu. I think your comments are entirely in order and 
proper. ‘The purpose of my remarks was to see that the language in 
section 307 was not such as to exclude from the benefit of section 307 
arrangements which are common in the coal industry. 

Senator Miruurkin. We have vot to watch what we are doing here 
because pretty soon we are establishing precedents in other field 

Senator Kerr is more familiar with the facts than [ am, but it 
frequently happens that a man will make an oil lease on his property, 
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Mr. Camppetui. That 1 
Senator Minurkin. But im order to get action so that 


some of that conventional royalty, he will contribute to 


or 5’ 
S right. 


interest for the development and exploration of the pr 

no conflict whatever between the two, and L see 

each according to its status. 
Senator Kerr. Nor is there any difficulty involved 
Senator Miiirkin. Not the slightest difficulty. 
Mr. CampBe.L. I do not want to be misunderstoo 


where there is a relationship of lessor and 


( 
A 


should not apply, to the extent that the relat 
relationship ol a coprincipal and a les 
should be treated separately, 
Senator MibLikin. Tax each according to the nature 
Mr. Cameseiy. Yes 
Senator Kerr. In other words, you would allocate 
owner that which was his, and to the lessee that whic 
Mr. CampsBeuu. That is right. 
Senator Kerr. All right. 
Mr. Camppetnt. Mr. Chairman, Mr. L. H. Parker 
would like to ask your indulgence to permit him to 
words about this time of disposals. 
Senator Kerr. At this point we have a Mr. Black who has to catch 
a plane, and who is next in line, and it might be that it would be p 
ble for the other gentleman to appear later after the other sche 
witnesses have been heard, Mr. Campbell. 
Mr. Camppetu. I think he will only take 1 or 2 minutes. 
Mr. Parker. The only thing | had to say was that I w 


ay 


tUtl 


as associated 
with the Forest Committee on Taxation, and cooperated in draftin 


the timber provision, and from my experience, section 117 (k) (2 


if 


\ - 


was made retroactive wav back to 1913 to establish what we thought 


was the original principle which had been upset by bureau ruling in 
1940, and it is my distinct and firm recollection that in the old 
days the time of disposal of the timber was the date on which the timber 
was cut, not on which the contract was made. 

Senator Kerr. The lease was made. 

Mr. CAMPBELL. I thank you very much indeed for vour indulgence. 

Senator Kerr. Your illustration will be placed in the record at this 
point. 

(The illustration referred to follows:) 
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Mr. CampBe... I submit a revision of section 307, showing specifi- 
cally the changes which I hope will be made by this committee: 


Sec. 307. Tax TREATMENT oF CoAL ROYALTIES. 

(a) DEFINITION OF PROPERTY USED IN THE TRADE OR BUSINESS.—Section 117 
(j) (1) (relating to the definition of property used in the trade or business) is hereby 
amended by adding after the word ‘‘timber’” in the second sentence thereof the 
following: ‘‘or coal.” 

(b) GAIN OR LOSS UPON CERTAIN DISPOSALS OF TIMBER OR COAL.—NSection 
117 (k) (2) relating (to the disposal of timber) is hereby amended to read as follows: 

**(2) In the case of the disposal of timber or coal (held for more than 6 months 
prior to such disposal by the owner thereof under any form or tvpe of contract by 
virtue of which the owner retains an economic interest in such timber or coal, th 
difference between the amount received for such timber or coal and the adjusted 
depletion basis thereof shall be considered as though it were a gain or loss, as th 
case may be, upon the sale of such timber or coal. Such owner shall not be en- 
titled to the allowance for perceptage depletion provided for in section 114 (1 | 
with respect to such coal. +8 the esse of coat this doetertee sted shelt Hot tpphe if 
stteh eater te persenetty obtierted te pie ot sete of tlre east af Hrith HE ope Fetes} 
The date of disposal of such timber shall be deemed to be the date on 
ws cul or such coal is mined 

(c) CLERICAL AMENDMENT.—-The heading to section 117 (k 
gain or loss upon the cutting of timber) is hereby amended 
*““(k) GAIN OR LOSS IN THE CASE OF TIMBER OR SOR. i 

(d) Errective pare.—The amendments made by this section shall be applica- 
ble only with respect to taxable vears ending after December 31, 1950 (whether 
the contract was made on, before, or after such date), but shall apply only with 
respect to amounts received or accrued after such date. 


Secretary Hory (presiding). Mr. Black? 
Mr. Black, give your name and connection. 


STATEMENT OF JOHN W. BLACK, JR., PRESIDENT, DIXIE DRIVE-IT- 
YOURSELF SYSTEM, ACCOMPANIED BY WILLIAM A. WATSON 


Mr. Buack. John W. Black, Jr., of the Dixie Drive-It-Yourself 
System, of Birmingham, Ala. 

Senator Hory. All right, proceed with vour statement. 

Mr. Buack. Mr. Chairman and members of this committee, we 
appreciate the time you have given us. 

We are here in regard to what has already been mentione ut briefly 
once, and that is section 123, which relates to affiliated or closely 
held corporations. 

As you know, and as was incorporated in this bill, any group of 
two or more corporations which have at least 95 percent of the voting 
power of all classes of stock owned directly or indirectly by one or 
more individuals, and not more than five, must file a consolidated 
return with one surtax credit and one excess-profits-tax credit. 

In the report of the House Ways and Means Committee on this 
bill, H. R. 4473, they state as follows: 

Evidence has been presented to this committee which indicates that a sub- 
stantially smaller incentive led in some cases to the artificial splitting up of 
business enterprises into a large number of individual corporations during World 
War IT. 

We are not contending that is not so. What we are contending 
is that under the present regulation, as it stands, it will hurt not only 
small business in the future, but will certainly hurt small business 
corporations previously formed. 
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Our own corporations, of which there are nine, were formed in 1931, 
with no tax benefit in mind. 

As we all know, the tax structure in 1931 was that the first $3,000 
were completely exempt, and all over $3,000 we paid a flat 12-percent 
tax 

We g 
and I would like to give these figures to this committee. 

It was found that in our smaller corporations, when we report 
this income collectively, with just the single exemption, we found that 





ve some figures here taken from our corporate statements 





the corpo aking the smallest amount of money would pay 
st amount of tax. In fact, our smallest corporation, if this 
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verv heavilv inde We started out with a praver and great hopes 
with fear and trembling, and at that tame we had to set up separa 

, 7 73 ~ 
corporal ns simpiv vi ause one o1 the Corporations co lid vVerv @asu 
ia i I \ rations thev had 
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I would like to extend this point. 

Senator Horny. You spoke of the law requiring a consolidated return. 
You do not have to make a consolidated return under this, but you 
would be permitted only one exemption. 

Mr. Buack. Yes. We would spread the one between nine corpora- 
tions; you are right about that. 

I would like to make this point: We have been in business 20 years, 
and we have never split any of our corporations. They are and 
remain as they were formed. Yet now, if this new law goes through, 
we have to file a consolidated return. 

This new law hits small businesses in other ways. First, the 5-per- 
centage-point increase in the normal tax amounts to a 20-percent 
increase to one or any of our corporations, making $25,000 or less 
per annum. 

Second, the forced division of the surtax exemption between related 
corporations will cost us anywhere from 20 to 60 percent more money 
in taxes this year, in addition to the increase in the normal tax, as 
advocated in the House bill. 

Third, the spreading of the excess-profits-tax minimum credit will 
be an additional tax burden, but the amount will be unknown until 
our final calendar-year figures are available. 

We know, and we believe, that the revenue bill of 1942 actually 
made the corporate split-up a profitable venture. It was that revenue 
bill that financed or began to finance World War II, and we started in 
with higher-notch provisions and with the various exemptions and, 
as I have said before, many corporations have split since 1942 for tax 
purposes only; we have not. 

I would like to submit the following, and recommend the following, 
if I could be allowed to. We submit that this committee should take 
action along one of the following lines stated in order of preference: 
First, eliminate entirely from the law these changes that, in effect, 
force the consolidation of affiliated corporations, and further penalize 
small business. 

Second, write into the law provisions that will give the Internal 
Revenue Department discretion in determining whether or not separate 
corporations have been organized and used primarily for the purpose 
of tax evasion. 

Senator Tarr. I think that is impractical, Mr. Black. I mean, we 
were considering it, but I cannot see any merit to it. Gradually, if the 
tax advantage is one way or the other, corporations will drift into the 
place where they get the tax advantage, and they have some other 
reason for doing it, some other legitimate reason for doing it, and they 
drift into it sooner or later. 

I do not see how we can base this distinction on the motives of the 
people who do it. There might be some distinction based on the 
separate enterprises being really separate enterprises, although I can 
see great difficulty in drawing that kind of a definition. 

Mr. Buack. Well, I can see the hard part of distinguishing this. 

Senator Tarr. I cannot see how you can base it in the long run on 
motive. The motive diss appears after 

Mr. Buack. Well you could be right. If someone obtains a good 
tax lawyer it might be possible to find the motive. 

Senator Tarr. Yes. 
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Mr. Brack. We would like to make a third recommendation if this ) 
would be better; set a date and apply the changes only to those corpor- 20) 
ations organized since the date so set. \ 

Senator Tarr. I have a good deal of—one thing that does seem to this 
me perfectly clear—the other thing is pretty much confused—is that \ 
the tremendous increase, coming on top of the other increase that we ere! 
are giving everybody, is a tremendous burden on these companies. cen 
If it is going to be done at all, it seems to me that that increase ought ( 
to be spread over 3 or 4 vears, to let them get used to it. tiol 

But, on the other question, what worries me more is as to how you mv 
are going to distinguish these corporations. “N 

Mr. Biack. Could we possibly set a date? As TI say, we have been we 
in business 20 vears. We established our corporations in 1931 when pos 
the tax made no difference to us at all, and in fact, for 3 or 4 vears we ‘| 
had a hard time even keeping our head above water and staying in L ox 
business. A date could be set, for example, 1942, when it actually ‘| 
started. tion 

Senator Taft, in our own business, we could have set up separate the 
corporations, because we have a truck rental and long-term-contract tio 
department, and a passenger-car pore | and long-term-contract de- S 
partment, and they are in separate bull dings 1n each instance. This pril 
could have been accomplished in 1946 and for 5 vears we would have que 

obtained a terrific benefit with these extra exemptions, if we had so anv 
desired. I think it is the intent and the purpose, and possibly the are 
showing of good faith in this bill that would exclude such companies ans’ 
that have been in business, as separate set-ups for a protracted period if tl 
of time. bus 

Senator T \FT. Well, there are lots of other cases where the shouting \ 

is going to be just as loud. I do not think you are going to get people indi 
asking for this change here on any date. of s 

ie Brack. Well, vou heard Mr. Cardwell, from New York, this S 
morning. He brought it up from a different angle the instance of a 10-] 
man who has accumulated some cash and wanted to set up an electrical \ 
store or plumbing shop, and he owned it, or his wife owned it, and they in ] 
had two businesses together, and they would have one exemption and bou 
file one return. here 

Our vice presidents or resident managers are interested in the net that 
profits after taxes in each of our corporations to the extent of 25 percent ence 
and are, in effect, stockholders, even though they do not hold stock, con 
and we believe that the law should be so written as to avoid penalizing stoc 
these managers. I ar 

It is understood in the House bill as it is now written that everyone's aco. 
tax will be increased 12'; percent. Mr. William A. Watson, who is the Si 
vice president and manager of our New Orleans corporation, is with ent 

today. His tax will not - increased by me rely 12'5 percent and who 
his income reduced eee - because of the effects of section 123 busi 
and the fact that a great Salles of his personal income is derived from sepe 
the protits aiter taxes of his operat ion, thin 

Senator Hoey, J would like at this time to ask Mr. Watson a few In « 
questions if we have the time. has 

Senator Hory. You will have to make it very brief because we busi 
have a lot of witne sses who are W aiting. vou 

Mr. Brack. Yes, sir. the 


Mr. Watson, you have been in this business for how long? sma 
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Mr. Watson. I have beer with this corporation for 20 years, about 
20 vears and a half. 

Mr. Brack. Would you explain just briefly to the committee how 
this would affect your income and your bracket of tax. 

Mr. Watson. I think that I am probably typical of a number, a 
great number, of employees who work for small corporations on a per- 
centage-of-profits basis. 

Of course, a lot of hg Sa HP would be affiliated under the defini- 
tion of this section 123, but the earnings of a corporation determine 
my personal earnings. 

Now, even if we go ahead on our small corporation in New Orleans, 
we are obliged to take only a portion of the exemption for surtax pur- 
poses, that immediately cuts back my earnings for the vear. 

Then, in addition to that, the tax on my personal income goes up, so 
[ get reduced both ways under the proposed legislation. 

I think section 123 almost takes the view that goes on the assump- 
tion that all corporations that are described under it were formed for 
the purpose of tax evasion, and [ think that is a very erroneous assump- 
tion to work under. 

Senator Tarr. No, that is not the principle, I do not think. The 
principle is that they are giving exemptions to small business. The 
question is when a fellow has got a hundred stores is he small business 
any more just because they are in separate towns. J mean, that is the 
argument for the proposal. I do not say it is a sound one. The 
answer seems to be that the distinction vou are trying to make is that 
if that is a big business made up of a lot of little businesses, it is little 
business still. 

Mr. Warson. That is true, and we are explaining here, that the 
individual manager of each town anda corporation Is a de f icto owner 
of stock, although he does not legally own the stock, see what T mean? 

Senator Tarr. It was pointed out by one man that if you had a 
10-percent interest in the stock, then this law would not apply 

Mr. Warson. That is correct. But, Senator, we were organized 
in 1931. Had I had the capital at that time to have put in and 
bought the 25 percent of the stock then available we would not be 
here today because we would not be involved. Sut due to the fact 
that I had not the capital, I contributed to this corporation my experi- 
ence, my ability, and mv desire to work, and in return | obtained 
contract calling for 25 percent of the net profit after taxes. It is nota 
stock interest, but it ce rtainly works the same as a stock interest. But 
[ am being penalized now because | did not have the capital 20 vears 
ago. 

Senator Tarr. But you see the distinction. Here you have one 
enterprise in one town doing the same business, we will say, as your 
whole nine companies. They get one exemption. You are doing that 
business, only you are doing it in nine towns and doing it in nine 
separate corporations, and you get uine exemptions. That is the 
thing that apparently the staff and the Treasury thought was unfair. 
In other words, vou are just as big a business really as the fellow who 
has only one establishment and in one town, doing nine times the 
business. Even with this change, you do not get vour rate = to 
you do not get the rate any higher than every other corporation in 
the country is doing, vou see. I mean this is a spec ial exe cashes for 
small business. Now, shall it go nine times to a concern that is really 
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one concern? I think you have got to draw a distinction somehow 
about the character of the separate units that are in existence as a 
condition of their being allowed to be a small business. That is a 
hard line to draw, but I think that is the line to follow if you want to 
get relief, rather than some of the things suggested. 

Mr. Biacx. I have many business associates who have split their 
corporations and this was done purely for tax purposes. These cor- 
porations differ from ours in that they are located in the same vicinity 
and in most instances operate out of the same building. In so far ¢ 
our corporations are concerned they are widely scattered and are 
only separated to the extent of the cities in which we operate. It 
might be explained that we presently are operating in most major 
southern cities from New Orle: ans, La., to Cine ee, Ohio, and there 
is a separate corporation in each of these citie 

nator Tarr. Well, it certainly is having a very disastrous effect 
on a lot of people. 

Mr. Back. Section 123 will reduce the return on our investment 
to — tely 144 to 2 percent. 

Mir. Warson. You are hitting at a great number of men, Senator, 
who are not stockholders at all, that is the trouble. 

Mr. Buack. Senator, we appreciate your giving us the time. 

Senator Hory. Thank you very much. 

I am advised that there are two witnesses whose testimony is short, 
and we will call them at this time. 

First, is Mr. Clarence Schock. Will you give the reporter your 
name and connection. 


STATEMENT OF CLARENCE SCHOCK 


Mr. Scnuock. My name is Clarence Schock. I am a citizen of 
Pennsylvania, and reside in Mount Joy, Lancaster County, Pa. 
Senator Hory. Have a seat if vou like, Mr. Schock. 
Mr. Scuockx. Mr. Chairman, I am afraid I will be out of sight if | 
down. Iam rather small in stature 
Senator Hory. All right. Use your pleasure. 
Mir. Scpock. Mr. Chairman and other members of the committee 
hink I am about as blind as a bat, but thev tell me that I am talking 
Hoey, Senator Millikin, and Senator Taft. I hope that 
, vil! find it possible to stay and not walk out on me before I g: 
through. I will try to be as brief as possible. 
I am appearing before you this morning on behalf of worthy 1( 
corporations, organized and operated for the benefit of charity an: 
ation, the charters of which require that all net earnings must go 
be used fo: the benefit of educational institutions which hav: 
es to teach and a student body to be taught; which also requir 
ven in case of dissolution, all assets must go to the same ben: 
and which also provide that the 101 (6) corporations ma) 
business solely for the ey ‘pose of earning funds to be use 
for the benefit of charity and education. 
: Horry. These scianaiine do they manufacture thing 
wholly unrelated 
Mr. Scuock. I beg pardon? 
Senator Hory. Do these corporations manufacture goods and so 
forth wholly unrelated to the beneficiaries? 
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Mr. Scuock. They may do either. I am talking broadly, Senator. 
They may be manufacturing goods or they may be doing mercbandis- 
ing, but they go into these businesses—the kind I am talking about, 
that are permitted to go into any kind of business solely for the purpose 
of earning funds to be used solely for charity and education. 

Senator Hory. It is your position that they ought to be free from 
taxes, while engaged in business in competition with other folks? 

Mr. Scuock. If you will let me finish I will tell you how it could 
be perfectly : safe to let them do it. I am talking about the worthy 
ones. ‘There have been plenty of evasions; there have been plenty of 
misuses, unethical use of the privilege of exemption, and I hope that 
you will punish those who dare to make unethical use of exemption, 
and I think you can do it. 

Now, let me tell Vou, l am hoping that you Senators will 
Congress to amend H. R. 4473 so that it will bring about 
results: First, impose penalties upon those who dare to ma! 
the privilege of exemption and second, give the Revenu 
power to compel an audit of an exempt corporation by a reputab 
auditing organization at the expense of the exempt corporation as 
often as the Revenue Department sees fit so to do, but not more 
ireque ntly than once a vear, in order that the operations of an exempt 
corporation may be an open book to the Revenue Department. 

Third, | ple ‘ad with vou to 


rrant exemption to the wor 


corporations, to con iple te exe mpl lon, Sir, pr 
that they are not guilty of unfair competition. 

Senator Mitiikin. Let us suppose—I am not 
one way or the other, but let us suppose a case, supposing 


dry goods store on Main Street in the town of qu 
posing that Senator Hoey has one right next to me d 
kind of business. 

Mr. Scuock. Yes. 

Senator MILLiktn. Supposing that Senator Hoey is’ ope 
that dry goods store for the worthy purposes that you mention, 
vets tax exemption. 

Mr. Scnock. Yes. 

Senator Miiurkin. How are you going to equalize the situation so 
far as I am concerned, who is engaged in the business of competing 
with him? 

Mr. SCHOCK. | um about to tell you that as | vO On 

Senator Mitirkin. | would like to know that 

Mr. Scuock. | think I can poimt out how it can be done. To m 
it is an easy thing to do 

Now, let me see, where was | at—about the Revenue Department 
having power to compel audit of exempt corporations. 

Now, third—I have asked you to grant exemption, that was the 
third point. 

The fourth point is if a 101 (6) corporation undertakes to go into 
business, as it is permitted to do under its charter, solely for the pur- 
pose that I have stated, and if such corporation engages in competition 
with nonexempt businesses, and if said exempt corporation shall have 
during any fiseal vear from the profits of said fiscal vear have given to 
charity and education no less than the same amount that it would 
have been compelled to pav as income tax to the Federal Treasury 
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if it were not exempt, then I sav that such a 101 (6) corporation should 
be deemed to be worthy of exemption. 

Senator Miniikix. How do you make good to me the competition 
which | am getting from Senator Hoey because of tax exemption for 
his worthy objective? 


Mr. Scuock. | have told vou that if he has got to pay the same 
amount of income tax, his revenue will be reduced just the same as 
the other fellow. He will not dare to do i He will lose money. 


He will be in the same position if he has to pay the same amount of 
income tax. 


Now let 
t , 


Lor, 


me add to the fourth provision that if an exempt competi- 
such as Senator Millikin has described shall have been duly 
warned to desist from any unfair business practices and a Federal 


shall have decided that such competitor shall have continued 
ruiltv of 
i lose his exe mption; and also, as previously stated, exemption 
be lost if such competitor fails to pay to charity or education as 
1 case he were not exempt. 
\FT. You are suggesting that he figure up his income tax 

equired to pay the full amount of 


of such unfair business practices, then such competitor 


much as his income tax would have Deen 


) 
{f that income tax to 


to go on further and require 


ls of some sort to the charity, too. 


urn besides—he 


to turn them 


paving 
of dividends the 


to do that Il wo ild admit that. 
cTrant exemption to these people, put 


behave themselves, and punish the ones 


‘y must be kept from doing 
fifth condition is that the 
remuneration whatever for 

and emplovees and managers 


alarp ry>v? t ' 
NLiaCies I Ss 


mu e ho great 
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than the value of the services rendered to the corporation. That is 
also a qualification for exemption. 

Next, sixth, I think is my number—you have got me a little mixed 
up—give the same consideration as to exe mption to worthy 101 (6) 
corporations which Congress has seen fit for many years to give to 
municipal authorities, only there is no need for granting a deduction 
from taxable income for the benefit of the holders of bonds of such 
corporations. 

Now then, here is the most important of all, No. 7: Make it a con- 
dition of the privilege of exemption that such a 101 (6) corporation 
must be able to prove to the Revenue Department that it has paid 
no more for fixed assets, including land, buildings, and equipment, 
than the true fair value of such assets, as of the time of the purchase 
of the same. That is something that has been very much abused; 
and in addition to that if said 101 (6) corporation bas not already 
itself done so, let the Revenue Department have power to compel an 
appraisal of the fixed assets of such a corporation at the expense of 
the 101 (6) corporation, by a competent appraisal company, in ordet 
that the Revenue Department may know just what the actual value 
of the fixed assets was at the time they were purchased. 

That is the most important of all, in my opinion, because from 
what I hear about things that have been done under this privilege 
of exemption, there have been some enormous violations, I would 
call them almost crimes willfully committed; of course, that kind of 
thing should be stopped, and you can stop it ali right. It is only 
matter of passing the right kind of laws, Senator Taft—I am addressing 
Senator Taft, am I not? 

Senator Tarr. Yes. 


Mr. Scuock. I am as blind as a bat; I cannot see you, but vou 
might add the compelling of the payment to char tv or education 


of a certain amount of dividends in addition to the amount of tax 


exemption. 

Senator Tarr. A certain amount of the net earnings. 

Mr. Scuock. But the corporation does not alw: LVS have to pay 
dividends. You know sometimes they pass dividends so that you 
ought to be careful about how that would be imposed. But let me 

say if all these things are done, the exempt corporation must pay the 
same amount as income tax to charity or education that the noen- 
exempt corporation must pay—the exempt corporation must pay the 
same amount of money to charity and education that the nonexempt 
one must pay into the Federal Treasury and if you follow the rates 
that are in H. R. 4473 now, that would be 52 percent of earnings in 
one case will go to charity and education, and in the other case it 
would go into the Federal Treasury. 

Forty-eight percent is left, and they will be in precisely the same 
position under those circumstances. You vould, as Senator Taft has 
suggested, compel them to pay income tax, or 1 mean an additional 
dividend to charity and education, equal to a moderate dividend on 
the value of the assets of the company. 

Senator Tarr. Equal to some percentage of their net earnings, I 
would say. 

Mr. Scnock. How is that? 

Senator Tarr. Equal to some percentage of their net earnings. 

Mr. Scuocx. No; I would say 

Senator Tarr. For that year. 





REVENUE ACT OF 1951 


™~ 


rtain percentage of their net worth. I think that would be 
Of course, I am pretty liberal on that question. I do not 
elieve that any corporation should be allowed to pay more than 5 


HocK. I would suggest, Senator, that it be something equal 


6 percent on the honest-to-goodness original paid-in capital; but 
that would be heresy under the present understanding of the Ameri- 
. reas entert ; 


nterprise. 


te ownership of property and the operation of it 
eve in strict regulation of it, and I think the power 
] ? fe + : , ’ + , Y 
ited, and you cannot immit it unless 


< 


» . . 1, 
you requce 
+} . ] 
est that i 


he re 


it is paid even when it is invested 
is no othe Wav Oi 1a] j 


in 
aeing 
+1 +} . 
passed i seventl | 


enough ol 


ot} 
Ali 
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claim that under those circumstances if Congress taxes corporations 
such as this 101 (6) corporation, it will be taxing the public schools 
of a sovereign State and it will be taxing a political division of a 
sovereign State; it will be taxing the department of public instruction 
of a sovereign State; it will be taxing an executive department of a 
sovereign State. It will, in effect, be taxing a sovereign State. 

That, gentlemen, Congress has been reluctant, always been reluc- 
tant, to do, and I believe it has alw: ays been indispose d to im pose a 
tax on any corporation which gave its all and devoted its whole 
attention to help to carry on a aad fe tion of a political division 
of a State or a division of an executive department of a sovereign 
State. 

Now, let me wind up in this manner. Let me offer two ] i 
for amendment to H. 2. 4473, one of which is proposal which, 
if enacted into law will grant exemption to such 101 (6) corporations 
which give their al! to educational institutions which have faculties 
to teach and a student body to be taught; the other of which, pro- 
posal B if enacted into law will grant exemption to 101 (6) corpora- 
tions which elve their all to public schools. 

I hepe that Congress will see fit to grant an exemption to the larger 
and broader group, but if for any reason it cannot see its way clear 
so to do, I cannot see how Congress can consistently see fit to depart 
from its time-honored custom, and in pose a tax on a LOL (6 corpora- 
tion which gives its all to public schools, when such gift is approved 
and accepted by an executive department of a sovereign State and 
used to carry on a normal function of a division of an executive 
department of a sovereign State. 

I desire to offer also herewith four statements by prominent edu- 
cators of the public school system of Pennsylvania. 

Senator Horny. They may be included in the record. 

Mr. Scnock. How is that? 

Senator Horny. The ‘vy may be included in the record. 

Mr. Scnocx. That is the idea. I knew you would not 
time to read them. 

Senator Horny. No. 

Mr. Scuoox. I could not do it, Senator, because 1 am too blind. 
I would have to pass them on to someone else to do it. 

You will let me tell you the names of the educators, won’t vou? 

Senator Hory. Yes, sir. 

Mr. Scuock. One of these is by Dr. D. L. Biemesderfer, president 
of the State Teachers College of Millersville, Pa.; one is by Dr 
Harry L. Kriner, pre ‘sider il of the State Teachers ( ‘ollege of Shippens- 
burg, Pa., who is here in this room at this time, and who is here to 
take my place in case I should have failed to get here. 

There is a copy of one which was sent directly to Senator George 
by Dr. Swope, ener of the State Teachers College of West 
Chester, Pa.; and : copy of one which was sent by Dr. Rohrbach, 
president of the State Teachers College of Kutztown, Pa.; and one 
by Dr. Arthur P. Mylin, county superintendent of public schools for 
Lancaster County, Pa. 

Senator Hory. They will all be included in the report. 
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(The letters referred to follow:) ship 
‘ . thou 
LANCASTER County Pustic ScHoo.s, pi 


Lancaster, Pa., July 6, 1951. I 
Hon. Water F. Grorce, exen 
Chairman, Senate Finance Committee, com] 
Senate Office Building, Washington, D. C. Fed 
DeraR SENATOR GEorGE: The need for trained elementary teachers in the public char 
schools of our country is very great. <A certain company, of which I am familiar, from 
has turned all of its profits toward the preparation of teachers for this important one | 

field. 101 
If H. R. 4473 is not amended to exempt corporations of this type, there would be in P 

a considerable reduction in the scholarships awarded by this company. Conse- avai 
quently, many young people would not be financially able to attend college to in tl 
receive training in this important field of elementary education. If 
It would seem to me that the new revenue act could be drafted in such a manner tion, 
so that corporations giving all of their profits to public education would be exempt Stat 
from taxation. in tk 
Sincerely yours, am { 
Artuur P. Myuin, sible 
Lancaster County, County, asse' 

Superintendent of Shcools. 


COMMONWEALTH OF PENNSYLVANIA 
DEPARTMENT OF PuBLIC INSTRUCTION, 
SrateE TEACHERS COLLEGE, 
Kutztown, Pa., July 2, 1951. 
Hon. Water F. Grorce, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

My Dear Senator Georce: This letter represents a request for tax exemption 
for all 101 (6) corporations all of whose net income is donated for the benefit of D 
public education. 

This instution is the beneficiary of $1,000 from a 101 (6) corporation which 
provides all of its net income for scholarships in 195 1-52, This amount provides 
scholarships for five students who are preparing for elementary teaching. 

All 101 (6) corporations should be required to be audited annually at their 
own expense by a reputable firm of accountants. 

Such 101 (6) corporations should be required to contribute to publie education 
at least as much as their Federal income tax amount would be if they were not in an 
exempt category. This requirement is necessary to control unfair competition 

All 101 (6) corporations must be controlled so that benefits accruing to directors, Ree 
officers; emplovees, and stockholders shall represent only salaries with the amount lin - 
no greater than the service rendered. fo 

Sincerely yours, a 


Hon 


stud 
com 
be ¢ 
colle 


tion 


and 
wor 
thei 
A 
State TreACHERS COLLEGE, fro1 
West Chester, Pa., July 8, 1951. pub 
Hon. Water F. Grorae, The 
Chairman of the Senate Finance Committee, if t! 
United States Senate, Washington, D. C. sch 
Dear Str: The West Chester State Teachers College is one of the beneficiaries nos 
of a 101 (6) corporation which, we understand, is organized and operated pri- e 
marily for charitable and educational purposes. Other Pennsylvania teachers aid 
colleges which receive scholarship grants from this corporation are the Millersville aa 
State Teachers College, Shippensburg State Teachers College, and Kutztown = 
State Teachers College. ize 
Scholarships are given needy and worthy high-school graduates who wish to 
attend one of these colleges in pursuit of elementary education. These scholar- 


A. W. Ronrpack, President. 


A 
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ships are awarded in the amount of $1,000 each for a 4-year period. Three 
thousand dollars was assigned the West Chester State Teachers College which 
amount was given one resident and four day students. 

I am informed that Congress is considering a tax measure which would not 
exempt a 101 (6) corporation from paying Federal income tax even though the 
company is incorporated as a nonprofit organization. It seems to us that a 
Federal tax imposed upon this and similar corporations is bound to handicap 
charitable and educational institutions which receive much needed assistance 
from such corporations. Trained teachers for the elementary grades presents 
one of the most serious problems in public school education today. Corporation 
101 (6) has come to the assistance of the State Department of Public Instruction 
in Pennsylvania by making these scholarships in the colleges mentioned above 
available to deserving high-school students in order to prepare them to teach 
in the elementary schools of the Commonwealth. 

If a Federal income tax is assessed against the earnings of a nonprofit corpora- 
tion, I have no doubt it will seriously affect the operation of many private colleges 
State colleges, State teachers colleges, private schools and public schools which, 
in the past, have benefited from this source of income. It is for this reason that I 
am appealing to you and the members of your committee to consider and, if pos- 
sible, to exempt from Federal tax all corporations which devote their earnings and 
assets to educational, charitable and cultural purposes. 

Sincerely yours, 
CHARLES 8S. Sworn, President. 


COMMONWEALTH OF PENNSYLVANIA, 
DEPARTMENT OF PuBLIC INSTRUCTION, 
STatTE TEACHERS COLLEGE 
Shippe nsburq, Pa., July 4, 1951. 
Hon. Watrer F. GEORGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Senator GEORGE: During the coming college vear 10 of our college 
students will receive scholarships given to them by a company whose charter 
compels it to give all profits to public education. These 10 students would not 
be able to attend college without these scholarships worth $1,000 each. Our 
college is only one of four in the State receiving these benefits from this nonprofit 
corporation. 

If a new revenue act taxed 101 (6) corporations which are organized solely for 
education, the scholarships mentioned above would be substantially reduced, 
and the benefits now given to public education and benefits permitted for educa- 
tion and charity would suffer. I am informed by a Member of Congress that 
exemptions “of these nonprofit corporations would make it difficult to draw a 
line between the worthy and the unworthy.” The very reason for the existence 
of government is to have an arbiter which can distinguish between the worthy 
and the unworthy. Surely the law can be drawn in such a way that the un- 
worthy can be punished and the worthy can be given permission to continue 
their good work. 

As I understand the situation, the original reason for exempting any group 
from taxation was to enable such group to perform services of such value to the 
public that they should not be called upon to contribute to the public treasury. 
These services include such things as would be necessary for the State to perform 
if they were not being performed by private organizations. I contend that the 
scholarships which enable students to prepare for the teaching profession are 
not only desirable but necessary. 

As president of a college maintained by the State, and with students receiving 
aid from a nonprofit corporation, I urge you and your committee to draft the 
new revenue act in such fashion that corporations honestly giving its profits to 
education be permitted to continue in their worthy program without being penal- 
ized and without being classed with corporations unworthy of tax rexemptions. 

Sincerely yours, 
Harry L. Kriner, President. 
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COMMONWEALTH OF PENNSYLVANIA, 
DEPARTMENT OF PuRLIC INSTRUCTION, 
State TEACHERS COLLEGE, 
Millersville, Pa., July 6, 1951. 
Hon. WALTER F. GEORGE, 
Chairman, Senate Finance Committee, 


Senate Office Building, Washington, D. C. 


DEAR SENATOR GEORGE: As president of the State teachers college at Millers- 
ville, Pa., | have had first-hand knowledge of the benefits which accrue to young 
people of less than moderate means when they are enabled to come to college 
because of scholarship grants. About 20 of our 1951 freshmen, most of 
whom would not have been able to enroll in college at all, enjoy this opportunity 
because of a scholarship plan which was initiated by a small local corporation of 
the 101 (6) classification. 

The plan is designed to assist competent but financially needy young men and 
women to prepare for service as teachers in elementary schools. There is, as you 
know, a great dearth of adequately prepared teachers in this field. Boarding 
students at this college, if by competitive examination and satisfactory recom- 
mendation entitled to a scholarship, may receive an award of $250 per vear 
$1,000 over a 4-year period) from this corporation. Day students may qualify 


25 per vear ($500 over a 4-vear period 1 
f the corporation which provides these scholarships to Millersville 
other Pennsylvania State teachers colleges) requires that all 
used for the benefit of charitv or education For vears, net 
‘noused in this way. The Revenue Act of 1950 has withdrawn 
from corporations such as this, thereby reducing the amount 


| 


ailable for scholarships for the kind of young people who come to a low- 

ge like ours to prepare to teach children in the elementary schools. 
1e considered opinion of the writer that nonprofit corporations 101 (6 
ings, as revealed by competent audit and by charter statement of pur- 
sed for charitable or educational services should be exempted from 
vinent of income taxes prov ided it can be shown that all persons connected with 
corporation as members, officers, directors, or employees receive nothing from 
corporation, direetly or indirectly, other than salaries in an amount which the 

al of the service rendered entitles them 
‘common objection of unfair competition raised by nonexempt corporations 
may be justly met if the exempt corporation is required in each fiscal vear to have 
paid out from the earnings in that year to charity, education, or to a political 
division of a State, an amount not less than the amount of Federal income tax 
which it would have been required to pay, had it not been exempt. 

The fact that certain corporations or organizations have been guilty of flagrantly 
abusing the provisions of a former revenue act should not cause a new act to 
impose penalties upon corporations whose practices, both with respect to earning 
income and to its disposition when earned, have been conducive to the advance 
ment of the best interests of healthy business life and to the furtherance of worthy 
‘haritable, educational, and community enterprises 
able to bear honest testimony to the unselfish purpose and able 


of the corporation whose eharter and whose integritv makes 


y 
ge education and entrance to an honored and socially vital profes- 


iat of the teacher, for approximately 50 yvoung people in 4 teachers’ colieges 
in Pennsylvania \ good revenue act should not take away from these young 
people no from society the opportun ties now offered bv this corporation any 
more than it should allow unscrupulous corporations or individuals to profit from 
evasions or malpractice under a loosely drawn act. 

It is my earnest hope that the existing revenue act may be amended to enable 
101 (6) corporations of the kind described in this letter to serve the worthy objec- 
tives. which alone, cause this letter to be written. 

Sincerely yours, 
D. L. BremesperRFER, President. 

Mr. Scuock. Yes. Thank you for that. I hope you will give con- 
sideration to these. I thank you for granting me theeprivilege of 
appearing before you today. 

Senator Hory. We are very glad to have had you. 

Mr. Scnock. I hope you will give some consideration to this sub- 
ject because it is pretty deep down in my heart, and it seems to me 
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when people do something to help the publie schools, it gives Con- 
gress an easy chance to help to support that kind of effort on the part 
of acommunity. I cannot see how if you administer the laws I have 
suggested, there is any chance of getting away with any crooked 
business. 

Thank you very much. 

Senator Horny. The next witness is Mr. J. J.O’Malley. Give your 
name and address to the reporter. 


STATEMENT OF JAMES J. O’MALLEY, PRESIDENT, FIRST FED- 
ERAL SAVINGS & LOAN ASSOCIATION, WILKES-BARRE, PA.; 
ACCOMPANIED BY OSCAR R. KREUTZ, EXECUTIVE MANAGER, 
NATIONAL SAVINGS AND LOAN LEAGUE 


Mr. O’Mauuiey. Mr. Chairman and gentlemen of the committee, 
my name is James J. O'Malley, and | am president of the First Fed- 
eral Savings & Loan Association of Wilkes-Barre, Pa. I appear here 
today in my capacity as chairman of the Federal legislation committee 
of the National Savings and Loan League. 

With me, and available for questioning, is the executive manager 
of the National Savings and Loan League, Mr. Oscar R. Kreutz. 

On behalf of the members of the National Savings and Loan League 
I wish to thank the committee for giving us this time. I should like 
to make it clear that we requested this opportunity to appear because 
of the nature of the attack which was made on savings and loan asso- 
ciations by a witness before the House Ways and Means Committee. 
This witness is scheduled to appear also before this committee. 

I will be very brief. However, we will be very glad to answer any 
questions. 

The question of changing the tax status of mutual financial insti- 
tutions was considered in the House Ways and Means Committee 
where a decision was made not to recommend such a change. Wi 
hope that you will come to the same conclusion. 

Kirst may I emphasize the special character of savings and loan 
associations. One hundred and twenty years ago a group of people 
met in Frankford, Pa., and formed the Oxford Provident Building 
Association, the first of its kind in this country. The association had 
two main purposes: the pooling of the savings of its members and the 
use of those funds to finance homes. The essential character of build- 
ing and Joan, and savings and loan associations has not changed over 
the years. Today they are doing an increasingly important job in 
providing thrift facilities for the small saver and home financing 
facilities for the average family seeking its own home. 

However, there is an important difference between the method of 
meeting losses in the early associations and the modern associations. 
The change in this regpect is the result of experience, and the require- 
ment of State and Federal laws. 

In the original association, all of the net earnings each year were 
divided among all of the members pro rata according to their share 
holdings. When losses occurred, they were charged against all of the 
members’ holdings on a pro rata basis. 


86141—51—-pt. 2-24 
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In the modern association, a portion of the earnings are retained 
each year in a special fund for the purpose of absorbing losses. The 
portion of such earnings which is retained for the protection of all 
members is determined by statutory requirements and prudent 
management based upon the long experience of building and loan 
associations in general. 

The purpose of this more modern arrangement for absorbing losses 
is to deal fairly and equitably with all the members of the association. 
Under the old arrangement, some members withdrew from an associa- 
tion before losses developed in loans on which they had received their 
pro rata share of earnings. In such cases the remaining members 
were forced to absorb an inequitable share of the losses. 

Income received by a savings and loan association is entirely used 
for the payment of operating costs, allocation to necessary loss re- 
serves, and dividends. Therefore, all earnings beyond those used for 
expenses and necessary reserves are taxable in the hands of the mem- 
bers who mutually own the association. 

The effect of this is that the average building and loan, or saving 
and loan association, in 1949, produced approximately $5,000 of tax 
revenue for each million dollars of savings. 

Senator Tarr. Do you mean to say that the earnings are tax able 
in the hands of the members even though they are distributed? 

Mr. O’Matiey. No, Senator. They are taxable in the hands of 
the members as they receive them. 

Senator Tarr. Yes, that is what I meant. 

Mr. O’Matuiey. That is what I meant, Senator. 

Senator Tarr. That is what I thought. 


Mr. O'Matuiey. That is right. 


al banks The basis for this statement is set forth im full detail 


in our supplementary statement which we would like permission to 


This was 50 percent more than the tax revenue produced by com- 
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institutions which were then making loans to finance homes were building and loan 
associations, but even these institutions were crippled by the general loss of con- 
fidence in all financial institutions. But the Seventy-third Congress found that 
building and loan associations were especially well fitted to finance homes of the 
low- and middle-income groups and so the Congress authorized, as a part of the 
Home Owners’ Loan Act, the creation of Federal savings and loan associations. 
The Congress directed the Federal Home Loan Bank Board to give ‘‘primary con- 
sideration to the best practices of local mutual thrift and home financing institutions 
in the United States” in issuing charters for such associations. The Congress also 
provided substantial financial assistance to the development of these associations. 

Today, building and loan associations, both State and federally chartered, 
number approximately 6,000. Their combined assets exceed $16 billion. Some 
$14 billion of savings in these associations are held by approximately 10% million 
members, while 3% million persons are borrowing members. Last vear alone 
building and loan associations financed 900,000 homes for the people of America. 
Most of these home buyers were in the middle- or low-income groups. 

As a further encouragement to the development of these associations, the 
Seventy-third Congress also provided for the insurance of their shares through an 
instrumentality of the United States, the Federal Savings and Loan Insurance 
Corporation. Thus the member of a building and loan association takes no risk 
as does the investor in an ordinary business corporation, but neither does he expect 
nor receive anything more than a very modest return on his savings. 


BACKGROUND, DEVELOPMENT AND MUTUALITY OF BUILDING AND LOAN ASSOCIATIONS 


There has been no change in the basic purpose of building and loan associations 
since their origin in this country in 1831, nor has there been any change in the 
functions which served as the basis for their exemption from Federal income taxes, 

Under the original terminating plan, one group of members pooled their savings 
to provide funds to finance homes of other members. If losses resulted from such 
loans, they were equitably distributed among all the members on a pro rata basis 
by the simple device of recapturing the necessary portion of the earnings which 
had been divided among all members but retained by the association until the 
maturity of the shares. 

The serial plan which later became popular was in effect merely a combination 


of several terminating groups of shareholdings within the same association. Here 
again losses as well as earnings were equitably distributed pro rata among tl 


Lit 


members of the association. 

These plans of operation were cumbersome so they were generally abandoned in 
favor of the simpler tvpe of operation as exemplified by the Federal Savings and 
Loan Association which represents a combination of the best practices of local 
thrift and home financing institutions as required by the Congress when it author- 
ized their chartering. 

However, the basic concept of the building and loan association has not changed. 
The association is still the facility through which people of small means pool their 
savings in order to provide for the financing of the homes of their fellow ecitiz 
The benefit to the individual saver from this arrangement is that he obtain 
safety and earnings available through a loan secured by a first mortgage on an 
American home. It is doubtful whether many of the members of building and 
loan associations would be able to obtain these advantages without pooling their 
savings with those of other people. 

As in the case of the first association each member of the modern association 
is a cooperator with the other members in this undertaking for the mutual benefit 
of all members. As a part owner of the assets of the association he receives a 
pro rata share of the earnings in the association after the payment of operating ex- 
penses and provision for present or potential losses. In the event of dissolution 
voluntary or involuntary—he receives his pro rata share in the distribution of 
assets. This relationship constitutes mutuality. 

As we said in our main statement submitted to the committee, the modern 
arrangement for absorbing losses deals fairly and equitably with all the members 
of the association. There is no basie difference between assessing the members 
of a building and loan association for their pro rata share of losses after they occur 
and the retention of a portion of the members’ earnings on their share accounts 
to meet losses before they occur. 

For the information of the committee there is attached a letter of January 16 


‘ ’ 


1951, from the Federal Savings and Loan Insurance Corporation on the subject 
of the loss experience among building and loan associations. This letter clearly 
shows that building and loan associations are following a sound policy in building 
necessary loss reserves for their continued safe operation. 





696 REVENUE ACT OF 1951 


THERE ARE NO EARNINGS IN EXCESS OF DIVIDENDS 


We are in a period of high prices and prosperity and have been for a number of 


Obviously these associations must build adequate loss reserves. Th 
total ame 


at the end 
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int in the reserve accounts of insured building and loan associatio1 
of 1950 was 6.9 percent of their assets. 


It is apparent from this rati 
that building and loan associations are not retaining an excessive portion of their 
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3. The tax would inevitably restrict the sound growth of building and loan 
associations and they would be unable to maintain their position in the expanding 
economy and the expanding field of mortgage debt. The impairment to the 
operations of such associations would necessarily diminish in comparable degree 
their service in the promotion of thrift and home ownership. 


ECONOMIC CONSEQUENCES OF A DIRECT FEDERAL INCOME TAX 
LOAN ASSOCIATIONS 


A tax upon gross income in excess of the immediate cost 
dividends distributed to members of building and loan associatior 
is likely to have the following broad effects upon the national economy: 
1. The harm to the economy through distortion of home financing s ipply 
exceed the value of the tax revenue. 
2. Demands for direct Government financing, guaranteeing 
would be multiplied. 
3. It would eventually result in the substitution of Gover: 
subsidies and controls in lieu of privately operated institutions and 
petition 
t. Until such substitution occurs, costs of housing and home 0\ 
despite the variety of legislation designed to bring down such 
5. Undue harm to thrift and savings’ habits could result 
governmental encouragement. 
Building and loan associations currently hold 31 percent 
home mortgage debt as compared to 16 percent for the next 
holders. ‘They finance about 50 percent of the total amount 
loans in the United States which are not Government guara 
which are made by financial institutions. They specialize in tinar { 
of the middle- and lowest-income groups. For example, approximatel 
of the loans made by these associations in 1949 to finanee home con 
home purchase were made to families with incomes of less than 
percent were made to families with incomes of from $3,500 to $4,500. 
of their governing laws and methods of operation thi are 
institutions which are equipped to make loans of this type 
throughout the entire country. 
If the functioning of these institutions and their normal 
there will, of necessity, be a lessening of the supply of money for home f 
especially in the critical middle- and low-income field. Such curtailment 
operation of doubtful safety must result from a tax. Federal and State 
visory officials are constantly prodding these associations to increase their reserves 
more rapidly, i. e., at a higher rate. 
It has been the long-standing policy of Congress to foster these institutions for 
he promotion of thrift and home ownership. To that end the Federal Home 
Loan Bank'tSystem was established, as was the country-wide system of Federal 


savings and loan associations and the Federal Savings and Loan Insurance Cor- 
poration. For the same purpose the Eighty-first Congress enacted H. R. 6748, 
which further strengthened the building and loan movement wh idi , 
the early return to the Treasury of funds which had been advan 
thirties to the Federal home loan banks and the Federal Savi: 
surance Corporation. 

Nearly all of the States have statutes recognizing the sound 
by these institutions. 


D 
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APPENDIX A TO NATIONAL Savines AND LOAN LEAGUE SUPPLEMENTARY 
STATEMENT 


FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION, 
Hovusina AND Home FINA Aq 
Washington 25, D. 
Mr. Oscar R. Krevrtz, 
Executive Manager, National Savings and Loan League, 
Washi gton 6, D e 
Dear Mr. Kreutz: We are glad to give vou information bearing upon the 
subject of loss reserves which you raised in your letter of January 3, 1951. First, 
we may stress their importance and, second, we may give you the results of our 
studies on the question. 
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The history of all types of financial institutions has shown in no uncertain terms 
that adequate provision for possible future losses is vital to safe operation. More- 
over, protection against losses must be anticipated in advance. To await their 
realization is too late. In institutions such as savings and loan associations, losses 
are mainly cyclical in character and may not make their appearance for a decade 
or more. This makes the problem more difficult to perceive and possibly more 
complex because of the deceptive successes of prosperity. Today loss reserves 
also take on more significance than at any previous time. 

In turn, savings : 


and loan associations occupy a large niche in the financial 
economy so that 


their operations play a‘vital part in the functioning of the 
The Federal Government itself is directly involved because of 
nsurance of savings through one of its instrumentalities. 


national economy. 
the i In giving recognition 
) this larger perspective, prudent management and business statesmanship must 
ade quate pro\ ision for loss reserves, I 

F national importance. 

the creation of the Home Loan Bank Board and the Federal Savings and 
nsurance Corporation, cumulative and over-all records relating to losses of 
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category would be in a weaker financial position than those mentioned in the 
previous category. 

To test this type of condition, we made a study of six associations of scattered 
geographical location. Since the losses were recognized at the time insurance 
was granted, there is no way of measuring the actual losses which were realized 
from the liquidation of the real estate itself. Hence, we may simply advise you 
that the ratio of the write-down to the total assets of these institutions amounted 
to 19.9 percent. 


Test No. 3. Analysis of 35 associations were segregation of assets was necessary to 
qualify for insurance. 

Still another method used by the Insurance Corporation as a means of rehabili- 
tating institutions in the thirties was that of segregating unsound assets into 
separate liquidating trusts or corporations. The shares issued by such institutions 
to cover the remaining good assets were then insured by us, while the shares against 
segregated assets realized only liquidating dividends to the extent made possible 
by the proceeds received from the liquidation of the segregated assets. 

We know that there were at least 177 associations subjected to this 
but once again complete records were not always kept of the results. 
we do have fairly complete records showing the final losses in 35 case 
to apply our findings to the problem before us it seemed best 
to the total assets as of the date of segregation and not simply 
segregated assets. The purpose of this is to bring the manag 
perspective, since the universally recognized measure of los 
institutions is the ratio of such reserves to the 
eases of this type the final losses of the 35 ins 
time of segregation of $25,917,550, amounted 
total assets. 


Test No. 4. Pesults of 3 anstitutions lig iidated 1 
Fund. 
Finally, there are the familiar cases wher 
tiretv, and not in part as was true in Test No. 
results of such liquidation are generally not available. 
associations were liquidated voluntarily by the direct 
State authorities seldom kept comprehensive 


we have been able to obtain the results of the liqu 
bv the Massachusetts Share Insurance Fund. 

In this instance, because of the existence of the 
losses which it suffered from the liquidation of 
tained. The assets of the 9 cooperative banks 


time they were taken over and the net losses to 


to $1,541,000, or 17.6 percent of the assets. For 
were obtained from a book entitled ‘“Three Score at 
Tucker, which is a history of the cooperative banks ir 
We hope that this Jimited information will be helpful 
glad to answer any inquiries that you may wish t | 
Best wishes. 
Sincerely yours, 
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Senator Tarr. I do not understand your statement ‘‘produced ap- 
proximately $5,000 of tax revenue for each million dollars of saving.”’ 
Do they produce that through the payment by the stockholders, you 
mean, of the return that they got? 

Mr. O’Matuey. Senator, I would like permission to ask Mr. Kreutz 
to explain that. He has the figures. 

Senator Tarr. Is that what you mean? 

Mr. Kreutz. Yes, that is correct. I could go into detail if you 
want, that is correct. 

Senator Tarr. That is what you mean? 

Mr. O’Mau.iey. And the supplemental statement will explain it, 
Senator. 

The sources of the data used are official reports of Government 
agencies. 

By and large, the average banker is a friend of the building and loan 
movement. Countless bankers have encouraged the organization of 
and now support savings and loan or building and loan associations in 
their communities in view of the special purpose of our associations. 
Generally speaking, a savings and loan association and a commercial 
bank are not competitive and we deplore the unfair and untrue state- 
ments which have been made about the building and loan movement 
by representatives of a small segment of the banking field. 

Now a word about reserves for losses. These associations are not 
accumulating excessive loss reserves. At the end of 1949, the total 
loss reserves of all insured associations were 6.9 percent of their assets. 
Parenthetically I may say that the insured associations hold nearly 
80 percent of the assets of all associations and, therefore, are a sound 
example to use. These legal reserves are a necessary provision for 
meeting future losses and while they may be called by various names, 
they are all loss reserves. 

As the managing officer of such an association, I can assure you that 
a loss reserve is an absolutely necessary ingredient of sound operation. 
Our operations are of a long-term character. All of our mortgage loans 
are made for a long term of vears. Based upon more than a century 
of experience we must expect long-term losses. We can only be pre- 
pared to meet these losses by making annual allocations out of income 
to loss reserves. 

A direct tax would either result in the accumulation of inadequate 
loss reserves or a reduction in the rate of dividend distributed to the 
members of our associations. 

Prudent management would, under a direct income tax, continue 
to make necessary allocations to reserves for losses. Consequently, a 
direct’ tax levied on these mutual thrift organizations would fall 
squarely and heavily upon the small saver through a reduction in his 
dividends. 

For example, if we assume that such a tax was in effect im 1949, 
and that consistent with statutory requirements and prudent manage- 
ment policies, these associations had made the same transfers to 
reserves for losses as were actually made, and a 38-percent tax rate 
had been in effect on these associations, their weighted average 
dividend rate would have dropped from 2.52 percent to 1.75 percent. 
If the tax rate had been 47 percent, the weighted average dividend 
rate would have dropped from 2.52 percent to 1.41 percent. Obviouslya 
direct Federal income tax on these associations would have come direct- 
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ly out of the pockets of the 10,500,000 small savers of the country who 
are members of building and loan associations, and would have 
resulted in taxing twice the already taxable earnings in the hands of 
the recipient. 

At the time the House Ways and Means Committee was conducting 
hearings, the Washington Post on March 16, 1951, in a lead editorial 
emphasized this point which I have just made, namely, that such a 
tax would be a tax on thrift. This newspaper said, “A tax of this sort 
would reduce the interest paid to depositors, discourage the accumu- 
lation of new savings and lead to withdrawals for current spending.”’ 
The newspaper went on to emphasize further the inflationary effects 
of a tax because it would discourage thrift. Many other newspapers 
have expressed similar editorial opinions, and I would like to leave 
with the committee an editorial from our paper, the Wilkes-Barre 
Time Leader, saving practically the same thing. 

The document referred to is as follows: 


DiscouRACE THRIFT? 


ise Wavs and Means Con 


nat coneern comnu 


Tone 


"’ 
to encourage thrift, not to discourage 


Mr. O’Matiey. Such a tax would be unfair because, as I pre- 
viously pointed out, savings and loan associations already produce 
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and there would be unwarranted increased financial risk to the Federal 
Savings and Loan Insurance Corporation. 

Therefore, we urge that in the interest of the continued encourage- 
ment of thrift and individual home ownership, you permit the build- 
ing and loan movement to retain its present tax status. 

Senator Horny. Any questions? 

Thank you very much, Mr. O’Malley. 

Mr. O’Mauuiey. Thank yeu very much for the opportunity to 
be heard. 

Senator Hory. The committee will now take a recess until 
o'clock. 


(The following letter was subsequently supplied for the record: 


First FEDERAL SAVINGS AND LOAN 
ASSOCIATION OF WILKES-BARRE. 


Senator WaLtTEeR F. Greorce, 
Chairman, Senate Finance Committee, 
l nited States Ne nate, Washington 25. ro 


My Dear Senator: On Tuesday, the 10th, it was my privilege to appear as 
chairman of the Committee on Federal Legislation of the National Savings and 
Loan League before the Senate Finance Committee to discuss the tax status of 
savings and loan associations. Later in the hearings the serious charg 


Was 
made that savings and loan associations in general require bi ‘rs and other 
members to sign proxies at the time they take out membership 

In mv own institution, the First Federal Savings and Loan Association of 
Wilkes-Barre, we have never requested any person to give us a proxy at the time 
he becomes a member of the association. When we send out notices of our meetings 
we also send out proxies for the convenience of our members in case they cannot 
attend the meetings. Every proxy is, of course, revocable at the pleasure of the 


at a 


member, 

From a quarter of a century of experience and observation of savings and loan 
practices throughout the country and from discussions with supervisory officials, 
it is my opinion that our method of obtaining proxies is consistent with the prac- 
tice of most associations. 

(Any association’s management which attempts to force members to give their 
proxies would soon get into trouble with supervisory authorities [ am satisfied, 
therefore, that in practically all cases associations’ management do no more than 
invite their members to send in or give their proxies, and in all cases any proxies 
given by members are revocable at their pleasure. 

Because of the importance which was attached to this point by certain witness 
I would appreciate it very much if this letter could be made a } 

f the current hearings before your committe e, 
Respectfully yours, 


Ol 


7: a: O’M \ 


Whereupon, at 1 p. m., the committee recessed to reconvene at 
3 p.m. the same day.) 


AFTERNOON SESSION 


Senator Hory (presiding). The committee will come to order. 
The first witness, Mr. Harris, will come forward 
Mr. Harris, will vou give vour name and connection to the reporter? 


STATEMENT OF W. GIBSON HARRIS, SOUTHERN DEPARTMENT 
STORES, INC. 


Mr. Harris. Mv name is W. Gibson Harris, of the law firm of 
Parker, Fairbank, Neal & Harris, of 411 Mutual Building, Richmond, 
Va. 

[ greatly appreciate the opportunity of being heard today on what 
is such an important matter to so many of our clients, including 
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particularly, but not exclusively, Southern Department Stores, Inc., 
of Richmond, Va 

As | understand it, this committee is endeavoring to determine the 
fairest and most equitable way to raise the funds that are necessary 
for the operation of our Government during the ensuing year. The 
House-approved bill which is now before you would, in general, pro- 
vide such funds by an across-the-board increase of approximately 
12% percent on individual taxes and a general increase of the norma! 
corporate income tax from 25 percent to 30 percent, which would 
amount to an increase in the total corporate income tax varying from 
about 10.6 percent for corporations with the highest net incomes to 
20 percent for those with net incomes of $25,000 or less. 

[ am one of the witnesses who, despite the small amount of publicity 
this particular provision has received, would call your attention to 
one section of the bill which would have the effect of increasing the 
total taxes of a certain class of corporate taxpayer, not merely 12% 
percent or 20 percent, but upward of 100 percent. If it is doubtful 
whether a general increase of from 10 to 20 percent can be justified 
for anyone, we believe that it is beyond question that no corporation 

can afford to have its already high tax bill more than doubled. 

The provision to which we are referring is section 123 of the bill. 
Subsection (a) of that section in effect removes from all but one of a 
group of affiliated corporations the surtax exemption of $25,000. 
That means that all the income of such corporations would be subject 
to the surtax of 22 percent in addition to the normal tax, which 
the House bill would ine rease from 25 to 30 percent. Thus the first 
$25,000 of such a corporation’s net income would be taxed at 52 percent 
instead of 25 percent, an increase in tax of $6,750 or 108 percent. 
This provision would have the unfair result of hitting smaller cor- 
porations the hardest, for section 123 (a) would not increase the tax 
on that portion of a corporation’s income in excess of $25,000 and thus 
the larger the portion of the income over that figure, the smaller the 
percentage of tax increase. That is illustrated in detail by schedule 
A set out below, showing, for example, that in the case of a corporation 
with net profits before taxes of $1 million the percentage of increase in 
income taxes amounts only to 11.95 percent. 

Subsection (c) of section 123 applies the same principle to the 
excess-profits tax by removing the minimum excess-profits credit of 
$25,000 from all but one of a group of affiliates. That means that an 
affiliated corporation would pay the excess-profits tax of 30 percent 
on its excess-profits tax net income in excess of its actual credit even 
though its actual credit is less than $25,000. Obviously this provision 

can increase a corporation’s exc ess-profits tax only on that portion, 
or some part thereof, of its net income below $25,000 and like sub- 
section (a), thereby serves to put the disproportionate burden upon 
the smaller corporations. It is not by accident that a representative 
of that size corporation is addressing you now, and that you have 
heard virtually no objections from groups of large affiliated corpora- 
tions, to whom the increases of section 123 are relatively unimportant. 

Why, then, in the light of these apparent inequities and incon- 
gruities, has the Treasury Department recommended the adoption of 
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section 123, whic h it realizes will bring in only a comparative ‘ly small 
amount of $55 million of additional revenue, $55 million compared 
with $7 billion which has been asked for? 

Certain large corporations which have always operated as one 
corporate entity have recently seen the apparent tax advantages of 
splitting into a number of separate corporations purely to effect tax 
savings. We share the Treasury’s view that in such a case the at- 
tempte “l split-up should be disregarde d and the group of new cor pora- 
tions taxed as one entity. Moreover, the Commissioner of Internal 
Revenue already has the authority to take this action under section 
* 29 of the Inte rnal Revepue Code as well as under other provisions 

law, including section 45 of the code. The Commissioner has 
ue taken this position and so acted, and his present request 
for the enactment of section 123 into law stems from the fact that 1 
a number of recent court case he has been uUnsuUuce sstul in show ing 
that the taxpaver’s dominant 
ance. This fact is reflected in tl 
Means Committee, which says, and I quot 

Evidence bas bee: presente d to this com: 
tially smaller incentive led in some eases to the 
enterprises into a large number of individua 


Pe rhaps in view of these decisi 
be strengthened to prevent this 
statutory presumption that the split-uy 
organization after, say, January 1, 1951, or any other 
upon, Was for tax-avoidance purposes, and therefore 
regarded unless the taxpayer can prove by a prepor ul 
evidence that his real reason was purely a business one unrelated to 


taxes. Or, if you would go Hag further, vou could make that pre- 
sumption not merely rebuttable but conclusive. 

That would cert: ainly stop the practice about 
sioner is rightly concerned, and at the same time not affect the 
different situation of a group of affiliated corporatio ete for 
vears have been separate entities for good bona fide business reasons 
unrelated to tax avoidance or advantage. Our law 
is only an average-sized one and our clients are loc: 
local corporations, but virtually every corporate 
has one or more small corporations affiliated with it in , 
to bring the group within the definition of “controlled groups” ‘and 
make the penalty of section 123 applicable. These so-called groups 
were not created with any thought of tax avoidance: There were and 
are good business reasons for their existence. Often, in fact, they 
operate entirely different types of business. 

I would like now to describe to you in more detail the history, 
growth, and organization of one of those clients of ours who would 
be most adversely affected by this particular provision. 

Southern Department Stores, Inc., is a Virginia corporation created 
in 1928 to provide top-level management for small department stores. 
Over the years it has acquired varying stock interests in 27 separate 
corporations throughout Virginia, West Virginia, North Carolina, and 
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South Carolina, each operating one department store or junior depart- 
ment store. The percentage of interest in each of those separate 
corporations which is owned by Southern varies from a low of 32.9 
percent to a high of 100 percent. Thus in the case of some of the ‘se 
corporations Southern does not own even a controlling interest, but 
nonetheless it provides the management for all of them on exactly 
the same basis. 

These corporations have always been separate corporate entities. 
The biggest reason for this is that, like Topsy, they just grew that 
way. Historically, many of them were existing corporations before 
Southern bought an interest. It was only natural for them to con- 
tinue as they were, and there were many valid business reasons for 
preserving their separate identities. The 27 stores in question are, 
for the most part, located in the smaller towns and villages where 
there is a great deal of local pride and feeling against outsiders 
Everything possible has been done to preserve the local nature of 
the individual store and to identify it with its community. Each 
store is different and adapted to the needs of the particular locality 
which it serves. Some are large, some are small, but all are different 

The name of each separate corporation is likewise different, each 
carrying a local name, as for example, Halifax Department Store, 
Inc., in Halifax, Va.; Anderton’s Inc., in Tappahannock, Va.; and 
Grayson’s, Ine., in Warrenton, Va. The Anderton family owned 
Anderton’s for years before Southern bought an interest, and it kept 
that same name, and the same is true of Grayson’s, and many others 
of the stores. 

When Southern acquires an interest in a new store, an effort is made 
to keep the former local owners in the picture. For example, when 
Timberlake's, Inc., in Staunton, Va., was purchased last December, 
the former local owners retained as large an investment in preferred 
stock as Southern made in common stock. That store, known as 
Timberlake’s, had been operated there for years, and it is still being 
operated the same way. 

Southern believes it good business for the manager of the local 
store to have the incentive of a stock interest in the local corporation, 
and is helping and has helped many of its managers to acquire such 
an interest. Also, as was brought out in the case of another group 
of affiliated corporations this morning, the compensation of those 
managers, some with stock interest and some without, is usually based 
upon the corporation’s net profits. 

Further, the local character of each corporation has enabled it to 
do its current borrowing from the local banks on a personal and highly 
satisfactory basis. 

An additional very important reason exists in the principle of limita- 
tion of legal liability. The operation of each store, including par- 
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ticularly the long-term leases that they are being called upon to 
enter into, involves considerable risk and as long as there are separate 
corporations each store is in effect insulated from any misfortune or 
liability of the others. Also, as we have said, the 27 stores here 
under discussion are located across four States, and I am sure the 
members of this committee are all familiar with the business as well 
as legal reasons for conducting business in a particular State as a 
native corporation rather than being subject. to 
treatment so often accorded foreigners. 

In every sense of the word, the local corporation is a small business 
It stands on its own feet. For example, each store’s lease is with 
that particular local corporation, 

It is thus apparent that the loosely knit group of corporations 
affiliated with Southern Department Stores is a very different animal 
from any large corporation which now for tax reasons attempts to 
split into a number of different entities. Let us consider how the 
tax increases contained in section 123 would affect these corporations. 
Of the 27 stores in the Southern group, nine of them are at the present 
time owned in excess of 95 percent by Southern and would therefore 
come within the provisions of section 123 if that percentage of stock 
ownership should still obtain on December 31. The figures for those 
nine corporations, as prepared by Ernst & Ernst. certified public 
accountants, are set out on schedule B set out below. That schedule 
shows that the House bill would increase the income tax of those 
nine corporations on their last year’s net income an average of 94.7 
percent, and would increase the total of their income and 
profits taxes an average of 122 percent. 

The total increase in the case of one of the corporations is 174 
percent, and in another it is even 191 percent. The only reason that 
the average is not higher than 122 percent is the fact that two of the 
corporations had net profits considerably in excess of $25,000. 

We wish to point out another respect in which section 123 seems 
inequitable. When Southern opens a new store in a new location. 
as it is planning to do, for example, this September in Covington, Va. 
it expects that new corporation to show a loss for the first several 
years before it gains steady customer acceptance, just as schedule B 
shows that the Halifax Department Store, opened 2 few vears ago, is 
still operating ataloss. The loss of any one of the affiliated corpora- 
tions connot be offset against the profit of the others unless the entire 
affiliated group files a consolidated return and pays the penalty of an 
additional 2 percent tax. But section 123, which iu effect taxes as 
one corporation all affiliated corporations with a net profit for the 
year, still does not allow the loss of another to be offset. That is. 
it doesn’t unless a formal consolidated return is filed and the addi-_ 
tional 2 percent tax is paid. 
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There is no question, gentlemen, in our minds but that section 123 
would have a drastic effect upon limiting and virtually curtailing the 
expansion of a group of corporations such as this. The reasons for 
this were explained in detail this morning by another witness. 

Also, we wish to emphasize the ease with which this particular sec- 
tion could be avoided. <A group of affiliated corporations subject to 
section 123 could avoid every penny of the additional taxes imposed 
thereby by merely disposing in a bona fide way of sufficient stock 
to reduce its stock holdings below 95 percent. And the additional! 
taxes are so substantial that virtually no small group could afford 
not to do so. Yet there is certainly no national policy favoring such 
an enforced disposal of stock. 

Thus, in summary, we believe that section 123 is a far wider and 

¢ provision than is needed to close the loophole the Treasury 
in mune seman o cure the evil of corporate splitting for tax pi urposes. 
eems distinctly unfair to small corporations in general, and there 
appears no reason whatsoever for more than doubling the tax burden 
of established Froups of affilis ted corporations continuing business 
exactly as they always have, with never a split-up and with no thought 
of tax avoidance. No corporation can stand having its taxes doubled, 
and we submit that no law-abiding one with a proper purpose and 
propel organization should be asked to. 


[ appreciate very much the opportunity of appearing here today. 


Senator Hory. Thank vou very much. 
Schedule A and schedule B referred to are as foilows:) 


SCHEDULE A 


104, 000 
260, 000 
520, OOO 
1, 040, 000 
2, 600, 000 
», ZOO, ODO 
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Senator Horry. Mr. Sidney Stahl. 
Mr. Stahl, will you give your name and connection to the reporter? 


STATEMENT OF SIDNEY STAHL, NEW YORK STATE CREDIT UNION 
LEAGUE, INC. 


Mr. Sraut. My name is Sidney Stahl, and J represent the New 
York State Credit Union League, which is a voluntary association of 
credit unions operating in the State of New York. 

Mr. Chairman and members of the committee, when I originally 
asked— 

Senator Hory. Do you have a prepared statement? 

Mr. Srauy. No; I do not have a prepared statement, I am sorry. 

Senator Hory. Go ahead. 

Mr. Srauu. This is my first experience in testifying. 

Senator Hory. Go right ahead. 

Mr. Stant. When I originally wrote to Senator George requesting 
an opportunity to testify, the House Ways and Means Committee 
was considering their bill, ‘and we were concerned about the provision 
with regard to requiring credit unions to withhold the tax on dividends 
at the source. 

However, H. R. 4473, section 1202, presently exempts credit unions 
from this particular requirement. I hope that this committee will see 
its way clear in maintaining that status. 

Senator Tarr. I think the less said about it the better, on the 
whole, from your standpoint. 

I do not think that we are likely to disturb the House provision, 

Mr. Sranz. I would, however, like to take this opportunity to 
read to you some facts about the credit unions. 

Credit unions have been brought into being for the purpose of 
eliminating usury. They are chartered either by the State or Federal 
Government and there are at present approximately 11,000 credit 
unions operating in the United States. 

Each credit union is examined annually, either by the State or 
Federal Government. Credit unions operating under Federal law 
have been given recognition by Congress as associations organized for 
the purpose of promoting thrift and creating a source of credit for 
providential or productive purposes. 

Numerous acts by various State legislatures have also given express 
legislative recognition to credit unions as serving a proper and useful 
purpose. 

In recognition of their useful and beneficial nature, as instruments 
to eliminate the evils of usury, both State and Federal credit unions 
have been exempt from the requirements of paying any Federal income 
tax. The essence of the successful operation of a credit union is a low 
overhead and low cost of operation. 

Credit union treasurers are usually part-time employees who are 
paid very small salaries and frequently they are volunteer workers 
who receive no compensation at all. The latest available figures, as 

| April 30, 1951, indicate that there are now a little over 11,000 
credit unions. To place on the unpaid or low paid treasurers of the 
vast majority of these credit unions the job of reporting, computing 
and accounting for a withholding tax on the members’ dividends 
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would be to place a serious burden no the credit union movement and 
would be a step in the wrong direction. 

Senator Hory. Do you have objections to the bill? 

Mr. Sranu. No, no ‘objection. 

Senator Minuikin. He is anticipating trouble. 

Senator Hory. I think that is about it. 

Mr. Stranu. No, Senator Millikin, 1 am not anticipating trouble, 
but I felt that somewhere in the record of this committee our case 
should be stated. I do not know who is to follow. In New York, 
for example, I made a test of 37 credit unions that paid dividends at 
the close of 1949. 

These 37 credit unions had 16,000 members, a little over 16,000 and 
3,584 of the 16,000 received a dividend of over $4. 

I just want to illustrate to you that the dividends in credit unions 
are nominal, that the cost to the Government in checking up the tax 
that would be of record would be burdensome to the Government 
as well. 

Senator Tarr. What do you invest in? Loans to members? 

Mr. Srauu. Yes, sir. 

Senator Tarr. Just members? 

Mr. Stan. Just to members of the credit union. 

Senator Tarr. You cannot loan to anyone else? 

Mr. Srauu. That is correct. 

Senator Tarr. Thank you. 

Mr. Srauw. So, gentlemen, I appreciate the opportunity. As I 
say, I have no prepared statement. I did not anticipate any diffi- 
culty here. I am very grateful. 

As I mentioned to you, this is my first experience in testifying 
before a legislative committee, and I thank you very much. 


(A prepared statement, subsequently submitted, follows: 


STATEMENT OF SIDNEY STAHL ON BEHALF OF THE NEW YorkK Strate CREDIT 
Union Leacup, Inc. 


My name is Sidney Stahl, and I represent the New York State Credit Union 
League, which is a voluntary association of credit unions operating in the 
State of New York. When I originally wrote to Senator George requesting ai 
opportunity to testify, the House Ways and Means Committee was considerit 
their bill and we were concerned about the provision with regard to re: 
credit unions to withhold the tax on dividends at the source. 

However, H. R. 4473, section 1202, presently exempts credit unions from this 
particular requirement. I hope that this committee will see its way clear in 
maintaining that status. 

I would, however, like to take this opportu itv to read to you some facts about 
the credit unions, 

Credit unions have been brought into being for the purpose of eliminating usury. 
They are chartered either by the State or Federal Government and there are at 
present approximately 11,000 such credit unions operating in the United States. 
Each credit union is examined annually either by the State or ee Govern- 
ment. Credit unions operating under Federal law have been given recognition by 
Congress as associations organized for the purpose of promoting thrift and creating 
a source of credit for provide nt or produc tive purposes. Numerous acts by 
ous State legislatures have also given express le gislative recognition to 
inions as serving a proper and useful purpose. 

In recognition of their useful and beneficial nature as instrume 
the evils of usury, both State and Federal credit unions have been 
the requirements of paving anv Federal income tax (section 101 
nal Revenue Code and Treasury Regulation III, section 29.101 (4 

The essence of the successful operation of a credit union is a | 
low cost of operation. Credit union treasurers are usually pe 
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who are paid very small salaries and frequently they are volunteer workers who 
receive no compensation at all. The latest available figures (as of April 30, 1951) 
indicate that there are now 11,000 credit unions in the United States. To place 
on the unpaid or low-paid treasurers of the vast majority of these credit unions 
the job of reporting and computing and accounting for a withholding tax on mem- 
bers’ dividends would be to place a serious burden on the credit-union movement 
and would be a step in the wrong direction. 

Credit unions are not set up for the purpose of making substantial profits and 
the total amount of dividends paid out by them is relatively small and would 
have no appreciable effect on the national economy. 

All credit unions are under governmental supervision and receive periodic 
State or Federal governmental examinations. This insures that such sums as 
should be paid out in dividends are actually paid out to the members and such 
payments are already taxable under existing law in the hands of the members. 

Careful analysis will show that the vast majority of credit-union members are 
conscientious and stable elements of the population who give full recognition to 
their tax obligations. In view of this circumstance and the small amount of 
dividends involved per credit-union member, it would appear probable that the 
added cost to the Government of bookkeeping and record filing under the pro- 
posed legislation, as applied to credit unions, would more than offset any addi- 
tional tax revenue that could possibly be derived from credit-union members. 

In New York, as an illustration, | made a test of 37 credit unions that paid 
dividends at the close of 1949. These 37 credit unions had 16,000 members: 
3.584 members received dividends of over $4, 1,951 of these members received 
dividends of over $10. In other words, there were 10,689 members who received 
a dividend of less than $4. 

The Municipal Credit Union in New York State which was organized 36 vears 
ago. at the close of 1949 had 38,028 members; 29,400 received dividends of less 
than $5 per annum for the past few years; 24,260 of their members received 
dividends of less than $1. All dividends in excess of $100 are reported to the 
Government as required by law. None have exceeded $150. 

In view of the foregoing, I sincerely hope that the credit unions may be exempt 
from any requirement that the personal income tax on dividends be withheld at 
the source. 

This is my first experience in appearing before the lawmakers of our country, 
and I am grateful to you for the opportunity. 


Senator Horny. Thank you, sir. 
Mr. Taylor. 
Mr. Taylor, will you identify yourself for the reporter, please? 


STATEMENT OF HARTWELL F. TAYLOR, CONSUMER BANKERS 
ASSOCIATION 


Mr. Taytor. Mr. Chairman and gentlemen of the committee, my 
name is Hartwell F. Taylor. I am executive director of the Con- 
sumer Bankers Association, an organization with a membership of 
85 banks and 22 branches, located in 32 States. Combined assets 
of the members of this association total nearly $2% billion, a large 
percentage of which is represented by time deposits and savings 
accounts of several hundred thousand American citizens. 

The member banks of this association have, for many vears, had a 
great interest in the so-called little man, the average citizen of our 
Nation, and have been recognized throughout our country as leaders 
and pioneers in making banking available to the average man, both 
in the field of savings and in financing the credit needs of individuals 
and business firms. Most of our members specialize in financing the 
purchase of automobiles, household appliances, medical expenses, 
educational expenses, and many other credit needs of the citizens of 
America. 
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By and large, the members of this group have been leaders in paying 
depositors a higher rate of interest on savings deposits than the larger, 
strictly commercial banks. 

Our members are vitally interested in the future of this great Nation 
and in the welfare of its citizens. The ‘vy are particularly interested in a 
stable economy and a balanced budget. They fully realize the emer- 
gency in which this country finds itself today and the struggle which 
is taking place between the ideologies of communism, on the one 
hand, and our great free-enterprise system, on the other hand, which 
has done so much to build the high standard of living enjoyed by our 
citizens today. They are in full accord with the efforts of our Govern- 
ment to build a defense program that will insure a lasting peace for 
tomorrow and the years to come. 

We believe in a tax program that will permit us to pay our own way 
and not continue to pile up a heavy and staggering debt which will 
burden us and our economy for years to come. However, we believe 
in a program of taxation that will see every American citizen and 
business firm contribute an equal share rather than for the larger 
share to be borne by some and a lesser share borne by others. We 
believe that every citizen and firm has an obligation to help finance 
our defense program and the operation of our Government on an equal 
basis, with partiality shown to no single person or group. 

In this connection, we have viewed with increasing concern the 
freedom from taxation which has been enjoyed for years and is pres- 
ently enjoyed by a larger number of business concerns, mutual savings 
banks, credit unions, cooperatives, building and loan associations. and 
savings and loan associations, who claim to be mutual organizations 
but, who in the true sense, are not mutuals at all, and operate for 
profit just as much as any other business firm or corporation. 

Senator Tarr. What is a consumer bank? It is a regular 
owned bank with stockholders? 

Mr. Taytor. Yes. It is the old Morris Plan Bankers Association, 
Senator. 

Senator Tarr. Tbe Morris Plan Bank? 

Mr. Taytor. Yes. We have broadened our membership now to 
include many other banks. 

Senator Tarr. The Morris Plan Bank. 

Mr. Taytor. Your Ohio National Bank in Columbus is a me ‘mber. 
Clyde Shively is a member of our group. 

Senator Tarr. | was not too sure. 

Mr. Taytor. Most of these self-styled mutuals are unfairly 
competing with other organizations which are carrying a heavy tax 
burden along with serving the needs of their customers. 

In America today there are approximately 531 mutual savings 
banks, 6,000 savings and loan associations, 10,000 credit unions, 503 
produc tion credit associations, and 1,200 farm loan associations, with 
total resources running into billions of dollars. In 1949 the total 
earnings of these organizations amounted to nearly $1 billion. It is 
reasonable to assume that 1950 earnings exceeded this figure or were 
at least as great. 

Not one cent of tax was paid to our Government by these organiza- 
tions on these earnings. If they had borne their fair and equal share 
of the tax burden, at the same rate as other firms with which they 


stock- 
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are competing, our Government would have received several hundred 
million dollars in additional revenue last year. 

These mutual associations enjoy an exemption from taxation today, 
which is based on a principle that has long ceased to exist. There is 
no logical reason why the profits of these concerns should not be taxed 
at this time. Other institutions, already taxed beyond their rightful 
share, are more heavily taxed, while these associations remain untaxed. 
The tax bill of every citizen and business is heavier because they do 
not pay any part of the tax bill. 

These mutual and cooperative financial institutions attempt to 
justify their tax-free status upon the ground that they are small local 
thrift organizations which provide safe depositories for small savings 
and that they have no income to tax because they are nonprofit 
organizations operating on a mutual basis. These arguments fail to 
recognize the basic changes which have taken place in these institutions 
in the last 10 to 20 years. 

Congress originally exempted these associations from taxation 
because as they were or iginally constituted, their sole purpose was to 
accept small savings funds in a local community and finance the 
purchase of homes “for people with small incomes. The manner in 
which they formerly operated kept them from offering any substantial 
competition to fully taxed organizations. In addition the corporate 
income-tax rate at that time was not large enough to be of competitive 
significance. 

Today building and loan associations, savings and loan associations, 
cooperatives, and mutuals are operating on a much more aggressive 
and enlarged scale and competing strongly with our chartered banks 
for the savings of the public. In eifect they constitute a third banking 
system in the United States. They spend large sums of money each 
year advertising for the savings funds of the people and creating the 
impression io the public mind that they are banks in every sense of the 
word in spite of the fact that they are expressly forbidden to do this 
by an act of Congress. 

They have strayed from their original purpose of financing homes 
and accepting small sums for deposit from thrifty persons who pur- 
chased shares in their organizations and who exercised complete 
control over the management of these firms. Today even their 
signature cards accepted from shareholders at the time shares are 
originally purchased, incorporate a printed proxy turning over to the 
officers of these associations the power to vote and run the business 
as they see fit, without consultation with members. 

Because they enjoy a tax-free status they are able to compete with 
taxpaying banks by offering a higher rate of return on funds left with 
them and are attracting deposits from our banks because of this 
unfair advantage. 

In 1949 the average size of a savings and loan association was 
approximately $2 million. Today there are less than 15,000 banks 
in the United States with an additional 4,000 branches, serving the 
needs of the American public. Most of these banks are making loans 
to individuals for the purchase of homes and in many instances the 
rate of interest charges on such loans is less than the rate charged by 
savings and loan associations. I might add that of the 15,000 banks 
11,200 of them have total resources of 744 million and less. All of 
these banks are paying a Federal income tax on their earnings and 
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helping to support our Government finances, and, at the same time, 
offering services to the people at nominal cost. Why, then, should 
we permit a total of 18,234 mutuals and cooperatives, a number almost 
equal to the total of all banks and branches in this country, to con- 
tinue to offer their services, which are in direct competition with the 
taxpaying banks, free of any share of the tax obligation? 

There are numerous examples which could be pointed out to you at 
this time to prove the fairness of imposing a tax on these organizations, 
but I would be presuming on your time today if I did so since I have 
learned that a more complete and detailed presentation of these facts 
will be made to you tomorrow by a representative of another banking 
organization. 

Every member of our association wants to do its part in helping to 
support the cost of operating our Government and building our 
defense program. Our testimony here today is not based on any 
desire to cut the tax bill below what you gentlemen shall decide is 
needed, but we are here to raise our voice in protest against a con- 
tinuation of an unequal distribution of the tax obligation. 

We have no desire to see mutuals, cooperatives, and savings and 
loan associations taxed on any other basis than are our banks and 
business firms, but we urge this committee to give serious considera- 
tion to imposing the same tax on them that is now imposed on other 
business firms. 

Thank you, Mr. Chairman. 

Senator Hory. Thank you very much. 

Senator Hory. Mr. Schwulst, will you give your name and connec- 
tion to the reporter? 


STATEMENT OF EARL B. SCHWULST, PRESIDENT, THE BOWERY 
SAVINGS BANK OF NEW YORK CITY 


Mr. Scuwutst. Mr. Chairman and gentlemen of the committee, 
my name is Earl B. Schwulst. I am president of the Bowery Savings 
Bank of New York City. I speak for the National Association of 
Mutual Savings Banks, which represents the 529 mutual saving 
banks of this country. 

May I say, Mr. Chairman, that I have with me a supplemental 
statement that, with the permission of the committee, I should like 
to file after I have finished reading my summary statement. 

Senator Horny. That may be filed and put in the record. 

Mr. Scuwutst. The median-size savings bank has assets of $14 
million; more than half the banks have assets of less than $15 million. 

The first two mutual banks in this country were established in 
Boston and Philadelphia about 1816 by public-spirited citizens to 
provide a place where thrifty people of small means could place their 
savings for safekeeping and investment. From that day to this, 
mutual savings banks have been operated without profit to anyone 
except for interest paid to their depositors, the small-wage earners. 

The savings-bank movement spread throughout the eastern section 
of the country. The mutual savings banks are mostly in New England, 
New York, New Jersey, Maryland, Pennsylvania, and Delaware and 
a few in the States of Ohio, Indiana, Minnesota, Washington, and 
Oregon. 
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At the end of 1950, mutual savings banks had total deposits of 
$20,025,117,118, representing 19,263,695 accounts, with an average 
account of only $1,039.53. The average interest paid in 1950 was 2 
percent. Of these accounts 10 percent, or 1,942,387, were held by 
school children with an average deposit of about $233 per account. 
The savings banks have long ‘attempted to inculcate thrift by en- 
couraging school children to open savings accounts, even with dimes 
or any small amount they can spare. Surely our Government would 
not want to tax the penny savings of school children. 

The savings banks are operated by trustees under strict State 
control and supervision entirely for the benefit of the depositors. 
These trustees usually serve without compensation or at most receive 
nominal compensation for attending meetings. They can have 
absolutely no pecuniary interest in any transaction in which the bank 
is involved. 

These banks are mutual institutions without capital stock or 
stockholders, established for the sole purpose of promoting thrift by 
small-salary and wage earners. All the earnings which can properly 
be distributed are taxable to the depositors themselves, the remaining 

arnings being added to reserves for the protection of depositors as 
authorized by State statutes and often to meet the specific require- 
ments of State and Federal supervisory authorities. 

These banks, ever since there has been a corporate income tax, have 
been exempt from it. This long-standing exemption is based on the 
social purpose they serve, that is, the encouragement of thrift by wage 

arners, thus preventing destitution and public help as far as possible. 

This social purpose is equally as important as the social purpose of 
other exempt organizations, such as unions and employees’ trusts. 

Senator MinirKrn. May | interrupt to ask you a question, please? 

The preceding witness in referring to building and loan associations 
and savings and loan associations, and cooperatives and mutuals, said 
that— 

Even their signature cards accepted from shareholders at the time shares were 
originally purchased incorporate a printed proxy turning over to the officers of 
these associations the power to vote and run the business as they see fit, without 
consultation with members. 

What do you know about that? 

Mr. Scuwu sr. He was speaking, I think, of the savings and loan 
associations. In the case of the mutual savings banks, the depositors 
are creditors of the institutions. There is no vote. These banks are 
run by trustees under the supervision of the banking department. 

Senator Mitirkrin. You are saying that that is not applicable to 
mutual savings banks? 

' Mr. Scnuwutsr. It is not applicable to mutual savings banks. 

Senator MIL.rKIn. It is not applicable to the particular type of 
institution you have in mind? 

Mr. Scuwutst. That is right. 

Senator Miiurk1n. And you are not attempting to testify as to the 
other types of institutions? 

Mr. Scuwutst. I am not testifying as to savings and loans at all. 
I am testifying solely with respect to “mutual sav ings banks. 

Senator Tarr. Mr. Schwulst, you say here: 

This long-standing exemption is based on the social purpose they serve, that is, 
the encouragement of thrift by wage earners, thus preventing destitution and 

public help as far as possible. 
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Does not the Morris Plan Bank in Cincinnati and every other 
savings bank attached to a larger bank perform the same social service 
in encouraging thrift? I do not think that that is a basis for exemp- 
tion. You have to rely on the mutual character of the thing rather 
than its purpose. I do not see any justification for exemption for that 
purpose, because you would encourage other people to do the same 
thing. 

Mr. Scuwutsr. Of course, Senator, there are many stock institu- 
tions and many commercial banks that are engaged in the thrift 
promotion business. 

But I think the difference between a stockholding type of thrift 
institution and an institution engaged in the promotion of thrift, such 
as the mutual savings bank, is that that is the sole purpose for the 
existence of the mutual savings bank, whereas the stockholding type 
of thrift institution is, I should think, since it is a stockholding type 
of institution, to earn a profit for the stockholders. 

We have no stockholders, sir. 

Senator Tarr. It is to earn a return on the money that the stock- 
holders put in, which is capital. But as far as the genera! purpose 
of the bank is concerned, I do not see much difference. 

Mr. Scnwutsr. They earn that profit, Senator, principally from 
the employment of other people’s money. 

That is not the case with the mutual savings banks. The funds 
employed are the depositors’ money. The trustees have no interests. 
There is no equity position in these banks at all. 

Senator Tarr. My point is, I do not think that the purpose of it 
has anything to do with it. It seems to me that vou have to rely 
on the mutual character of the organization rather than on the purpose. 

Mr. Scuwutsr. It is a mutual organization. But I just wanted to 
emphasize the purpose for which these institutions were started. 
They are run by these public-spirited trustees who can have no 
financial interest in the organization. 

In fact, we can see no difference taxwise between such trust funds 
and the voluntary deposits made by wage earners in the mutual 
savings bank of their choice. 

It has been suggested by some that the banks might be taxed on 
that portion of the annual earnings not distributed to the depositors 
but held as a reserve for the protection of the depositors. 

The trustees desire to pay out to the depositors as much of the 
bank’s earnings as possible, but they cannot prudently pay out all 
the earnings. 

These trustees have an obligation to maintain the bank in a position 
at all times to pay off the depositors at par whenever demand is made 
and, consequently, must retain a portion of the earnings for the pro- 
tection of the depositors’ funds. 

Since there are no stockholders and since the trustees can have no 
financial interest in the operations of a savings bank, they could have 
no possible motive for retaining earnings for any purpose other than 
that of protecting the small depositor. 

Reserves must be set aside for inevitable losses in existing assets. 
Even with the most prudent management long-term investments are 
subject to depreciation and loss. Equally important, new deposits 
must be protected by adequate reserves if these banks are to function 
to encourage savings as a curb on inflation. 
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Since a mutual savings bank has no capital stock to absorb josses 
and no stockholders on whom it can call for additional funds, its 
earnings are the only funds available for reserve purposes. 

All of the States in which mutual savings banks are located, except 
one State with only one bank, have statutory reserve requirements 
for depositor protection. 

The retention of a portion of the earnings is required by law and 
indispensable to the survival of a mutual savings bank. It is sub- 
mitted that the Federal Government should not undertake to tax 
these reserves, which are set up in accordance with State law, and 
which are required by sound business judgment for the protection 
of the life savings of so many millions of depositors. 

The record of the last 30 years shows that there has been no exces- 
sive retention of earnings. During the predepression period, 1920 
to 1930, mutual savings banks paid out to depositors 80.40 percent 
of their net operating income. 

In 1930 their average ratio of general reserve to deposits was 11.65 
percent. This ratio “proved to be inadequate. Depression losses 
from 1931 to 1944, after all profits and recoveries, were so large that 
they would have wiped out 90 percent of the banks’ reserves accumu- 
lated up to that time. In order to restore their reserves, the banks 
were compelled to cut drastically interest payments to their depositors. 
At the end of 1950, the ratio of general reserves to deposit was 11.4 
percent, which is less than the ratio of 1930. 

You can understand our concern at the prospect of any legislation 
which might run counter to a sound reserve policy or interfere with 
the inde :pendent and prudent supervision of these banks by the 
States. 

Even though a tax were imposed upon these retained earnings, 
sufficient earnings would still have to.be retained by the trustees for 
the protection of the depositors. Any such tax levied on the banks 
would have to be paid out of earnings that otherwise would be dis- 
tributed to these small depositors because the reserves must be built 
up and maintained, not only on existing deposits but on new deposits, 
and the State authorities and the FDIC would require that this be 
done—tax or no tax. 

Thus, the earnings paid over to the Government in the form of a 
corporate tax would in effect represent a tax imposed on these smal! 
depositors at a much higher rate than they would have paid on those 

arnings had the banks been able to pay those earnings out to the 
depositors instead of having to withhold them and pay them over to 
the Government as a corporate tax. 

This would be a tax imposed on earnings not received by the 
depositors and without regard to their ability to pay. 

Senator Tarr. That is true of every corporation tax, is it not? 

That statement is just as true, that it would be a tax imposed on 
earnings that are not received. We have a double taxation system. 
It is very unjust. It is a proper criticism, but I do not see that it 
applies there any more than it does to any other corporation. 

Mr. Scuwutst. Again, Senator, I would point out that experience 
shows that all of the earnings from the investment of these depositors’ 
funds are paid out to them as dividends, except what must be kept 
to protect the principal of those deposits from loss. There is no stock- 
holder interest which is making any profit out of the use of these funds. 
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Senator Tarr. I think the profit made by stockholders in banks is 
comparatively insignificant. It is not much more than a return on 
the money that they put in to provide this reserve. 

Mr. Scuwutst. But the profit made by the stockholders of a com- 
mercial bank is made from the use of depositors’ money, primarily 
and not from use of their own capital. 

Senatoc Tarr. I think that is a distinction you cannot bear out. 
I do not see that at all. They invest their own money and get a 
return on their stock. 

Mr. Scuwutst. Are not the bulk of the funds that are invested by 
commercial banks- 

Senator Tarr. My point is this, that you say that they would get 
smaller dividends if you taxed the reserves. Also, every bank de- 
positor in a savings bank gets a smaller return of interest because the 
bank has to pay taxes, so that they cannot pay so much interest. 
That is true of every bank, every savings bank in the United States. 

That particular argument does not seem to me to be sound. 

Mr. Scuwutst. Could we consider for a moment the difference 
between the status of the savings depositor in a commercial bank 
and a savings bank? 

The tax that is paid on the earnings made from the use of the savings 
deposits in a commercial bank is on the profits from the use of that 
money. 

Now, it is the tax on those profits which holds down the dividend 
that is paid to the stockholders. It does not hold down the interest 
that is paid to the depositors of the commercial bank. 

Senator Tarr. Why not? 

Mr. Scuwutst. Because the interest that is paid to the depositors 
of the commercial bank is exempt from taxes, so far as the com- 
mercial bank is concerned. 

It is a deductible item. 

Senator Tarr. | know. But if the bank did not have to pay so 
much taxes, they could pay more interest on their savings, seal they 
might or might not do it. It is the same thing. You are not sub- 
ject to double taxation. They are. Is you interest rate higher than 
the ordinary commerci: * a aa: S savings department? 

Mr. Scuwutsr. Yes, but it is not due to the fact that the 
commercial hottie pays a ae 

Senator Tarr. That is one of the reasons. Obviously it is. 

Mr. Scuwutst. I disagree with you, Senator, because it is the profit 
which the stockholders are withholding from the earnings that they 
make. 

Senator Tarr. The stockholders do not withhold more than just a 
6-percent return on their own money as a rule, and otherwise, what- 
ever comes in goes into the reserve just as you keep a reserve. 

Mr. Scuwutsr. But the reserve belongs to the stockholders, and 
it would be reflected in the book value of the stock, because there is 
an equity position in these commercial banks and there is no suel 
position in the case of the savings bank. 

Senator Tarr. I still maintain that since they have to pay taxes, 
they are not likely to pay so much interest, and it is reflected in the 
interest to the people who deposit in those banks. As you say, they 
pay less than your savings banks pay. 
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Mr. Scuwutst. If the commercial bank did not pay taxes on the 
profits made from the investment of depositors’ money, it does not 
follow that they would necessarily pay a higher rate of interest to 
the depositor, because that tax saving would belong to the stock- 
holders. 

Senator Tarr. No, not at all. They pay only | percent because 
that is all they can afford to pay, with the money that they make on 
their loans. They have one charge, the payment on capital, that 
they have to pay, but that is just a return on the money that they 
are using, their stockholders’ money. 

I cannot see the argument that the tax here would take away some 
of the depositors’ interest. In a commercial bank it certainly takes 
away the interest. Thev used to pay 2 percent. Why did they cut 
it down to 1 percent? Because the expense of running banks has 
gone up. 

Mr. Scuwuust. The savings banks used to pay 4 percent and used 
to pay 3's percent. 

Senator Tarr. Surely, but the returns on their loans are less. The 
returns on their investments are less. The returns on Government 
bonds are less and consequently, they have to pay less interest 
because they cannot make so much money. 

And their taxes are much higher than they were, which is another 
reason why they cannot pay more than | percent, or whatever it is 
that they pay. 

Mr. Scuwutust. The point that I am trying to make with respect to 
the mutual savings bank is that all of the earnings that are made ‘from 
the investment in these deposits are paid out to the depositor himself, 
except what must be kept back by disinterested trustees to protect 
those deposits. 

Senator Tarr. Kept back for reserves. 

Mr. Scuowutstr. That is not the case with respect to the commercial 
bank. 

Senator Tarr, It is in substance the same with the commercial 
bank. They pay the stockholders 6 percent and the rest goes into 
reserves, 

Mr. Scuwutust. All right. 

But a part of the earnings that are not paid out to the savings 
banks’ depositors of a commercial bank go as profit to the stock- 
holders, and the corporation is taxed on that, whether it is distributed 
to the stockholder or not, 

Our reserves do not belong to anyone except the bank. They 
are held there as a loss reserve, and history shows that they will be 
used for that purpose, 

Senator Tarr. If they liquidate, they will go to the depositors’ 

Mr. Scuwetst. If there are any left, But if they Soe. it 
would be an involuntary liquidation, and the chances are that there 
would be no reserve at all. 1 know in my own bank we had a deprecia- 
tion in the Government bond account alone of $15 millions, and if we 
did not have some reserve and our depositors came in for their money, 
I do not know how we would meet the demand, because once those 
deposits became impaired through the inadequacy of the reserve to 
take care of losses in assets, the banks are insolvent. 

We have no capital stock, no net worth. We cannot call on out- 
siders to put up funds to protect these deposits. We must keep back 
earnings for that purpose. 
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Senator Tarr. Neither has any other bank got 
call on today. 

Mr. Scrwu.sr. They do not. 

May I proceed? 

Senator Hory, Go alread. 

Mr. Scuwutsr, We do not believe that this committee would 
seriously consider applying a corporate rate of tax to the interest other- 
wise payable to these small depositors, nearly 50 percent of whom 
make less than $3,000 a year, and nearly 77 percent of whom make lesg 
than $5,000 per year, and who would pay taxes on this interest. if 
distributed to them in the low brackets or in some cases not at all. 
To pay a tax on retained earnings, the banks would have to reduce the 
interest to the depositors. This reduction would in turn increase the 
bank’s income subject to tax and would result in a tax on the tax 
itself. 

If the mutual savings banks had been subject to the regular corpo- 
rate tax over the last 5 years. it would have been nec: ssary to reduce 
the interest paid to depositors by about 33}5 percent, 

At 1948 and 1949 {ax rates, a depositor, married with two children, 
would have had to have an income of $25,000 to have incurred such a 
lax on the interest, if it had been paid to him. Even at the higher 
rates now imposed for 1951, he would have to have an income of more 
than $20,000 to justify such a tax on his personal income. 

The statement is sometimes made that the fax exemption of mutual] 
savings banks enables them to compete unfairly with commercial 

ranks, Savings banks are not in the commercial] bank business, do 
not have checking accounts. do not engage in general commercial bank 
activities but confine their operations entirely to accepting deposits 
from small savers and investing them for their benefit. Actually, 
savings banks are not, properly speaking, banks at all. They are 
really mutual societies or institutions for the encouragement and pro- 
motion of thrift among poor people. 

Commercial banks do not generally pay 
savings banks on thrift deposits but this is 1 
advantage. 

There are three principal reasons for this difference: 

(1) The yield of commercial banks on investme 
ings banks: 
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As stated, a tax on mutual savings banks would reduce dollar for 
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In both ways, the tax would contribute to inflation. See Secretary 
Snyder’s statement on necessity for encouragement of savings to com- 
bat inflation. 

Now summarizing: A tax on savings banks would (1) be a tax on 
thrift; 

(2) Indirectly tax the small depositor at several times the rate ap- 
plicable to his bracket; 

(3) Reduce interest paid to the small depositor; and 

(4) Discourage savings and contribute to inflation. 

Thank you very much, Mr. Chairman. 

Senator Horny. Thank you for your testimony. 

(The supplemental statement of Mr. Schwultz is as follows:) 


SUPPLEMENTAL STATEMENT OF Earu B. Schwu.st ON BEHALF OF THE NATIONAL 
ASSOCIATION OF MutuaL Savincs Banks 


NATURE OF MUTUAL SAVINGS BANKS 


Mutual savings banks were not created for profit or for commercial purposes fn 
the ordinary sense of the term. They were formed to promote thrift among poor 
people. Today they are operated by boards of trustees solely for the purpose of 
encouraging thrift and providing safe depositaries for small savings accounts. 

The savings bank has no capital stock represented by shares; it has neither 
stockholders nor directors. It is operated by a board of public-spirited trustees 
who appoint its officers and manage its funds. 

The mutual savings banks are subject to constant supervision and regulation 
by State authorities and by the Federal Deposit Insurance Corporation. Their 
banking activities and investments are restricted by State law. The State 
authorities even have power to change the management of a mutual savings bank 
if they consider that step necessary for the protection of the depositors. 

The mutual savings banks make annual reports. Their books are audited by 
State examiners. Their reserves and write-offs may be dictated by State banking 
authorities. 


MUTUAL SAVINGS BANKS NOT COMPARABLE TO COMMERCIAL BANKS 


There is a misunderstanding about mutual savings banks because the word 
‘bank’? in many instances is part of the title. They are thrift institutions and 
perform no commercial banking operations. They have no checking accounts. 
They make no commercial loans. They do not engage in the trust business, etc. 

The field in which a mutual savings bank may operate is specified by statute. 
This type of bank is usually restricted to the receipt and repayment of savings 
deposits, the investment of its funds, the declaration of dividends, and the 
exercise of powers incidental to the conduct of the business of a savings institution. 

Mutual savings banks, operating in only 17 States, are limited by State law in 
16 States and by common law in 1 State as to types of investments. For 
example, in New York, which may be taken as typical, the savings banks are 
restricted to the following four general categories: (1) Government obligations 
including State and municipal bonds; (2) bonds and mortgages secured by real 
estate; (3) selected obligations of railroads and public utilities; and (4) miscel- 
laneous obligations, such as those of the Port of New York Authority and housing 
authorities. 

A commercial bank is owned by stockholders and can secure further capital 
funds through the issuance of additional stock. It primarily engages in a com- 
mercial banking business with checking accounts and commercial loans without 
limitation other than the credit of the borrower, except certain minor limitations 
as to the amount of the loan. A commercial bank can make loans in practically 
every field of endeavor including loans to individuals, unsecured as well as 
collateral loans. 

SIZE OF BANKS 


The savings banks are, on the whole, relatively small institutions. The median 
size savings bank has assets of $14,100,000. As shown in the following table, 
more than half of the 529 mutual savings banks have assets of less than 
$15,000,000: 
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SS. Sci caccwenens 
Bs cciiccumdson can 
Ii 
$30 to $39.9. _. 


Number of Cumulative 
banks total 


93 
203 


272 


| Assets in millions 


|] $40 to $49.9._.....__.- 3 
ann to 04.9...... 


i are wee... ........-... 


324 | 


357 
383 


AGE OF 


|| $150 to $199.9___- 
|; Over ’ 


BANKS 


| Number of |Cumulative 
|; banks | total 


| 22 | 
25 | 
24 | 
14 
13 
23 | 


430 
455 
479 
493 
506 


Most of the mutual savings banks are old institutions, many of them over 100 


years old. 


Number of banks: 
mis a 


RCo. 3. 


26 

47 
116_- 
cae. 
eee ass 


1816-1820 
1821-1830 
1831-1840 
1841-1850 
1851-1860 
1861-1870 
1871-1880 


Only a few are less than 30 years old. 


Dates founded | Number of banks—Con. 


a 
ou. . 
16_- 
wae: 
ae 
2. 


Dates founded 
1881-1890 
1891-1900 
1901-1910 
1911-1920 
.. 1921-1930 
1931-1940 
1941 to date 


SIZE OF ACCOUNTS 
Mutual savings banks are depositaries for small savers whose principal interest 
is the repayment of their deposits in full. ‘The average savings bank account on 
December 31, 1950, was $1,039.53. On that date the average accounts by States 
were as follows: 
Average amount | 
$887. 12 New York 
814. 93 | Ohio 
167, 00 Oregon 1 
667. 13 | Pennsylvania _ 
726. 85| Rhode Island 
892. 88| Vermont_ - 
868. 06 | Washington 
827. 92) Wisconsin 
769. 991 Total United States - - 


Average amount 
$1, 231. 06 
914. 61 

, 586. 39 
853. 58 
779. 
788. 

1, 004. 

452. 


Connecticut 
Delaware 

Indiana_ 

Maine - _ - 

Maryland 
Massachusetts _ — 
Minnesota 

New Hampshire _--- 


New Jersey 


OCCUPATION 


OF 


DEPOSITORS 


1, 039. 


Wage and salary earners constitute the largest group of savers in mutual savings 


banks. 


breakdown of depositors by occupations: 


Mechanic, laborer, ete 
Housewife ahi aaa 
Clerk, civil service, etc... 
Salesmen, ete 
Professional . . .- 
Merchant... _- 
Domestic service 
Executive. 
Retired. 


Occupation 


Miscellaneous or no answer 


Ne ie PR ed ee 


Percent of total 
number of 
accounts 


A 1949 study of the New York State savings banks showed the following 


Percent of 
deposit liability 


17.1 
14.0 
10.7 
8. { 





REVENUE ACT OF 1951 


The occupations of depositors who opened accounts with the Philadelphia Say 


ing Fund Society of Philadelphia, Pa., 


accounts, were as follows: 


Occupation: 
Wage earners and wives 


Salaried employees and wives- 


Business 
Professional 
Domestic employees 
Agriculturists _ 

No occupation - 
Minors 


during 1949, excluding Christmas Club 


Number of 
accoun!s 


16, 473 
12, 430 
1, 430 
1, 138 
$25 

64 

5. 666 
19, 028 


56, 654 

Many parents and other relatives open small savings accounts for minors. The 
mutual savings banks encourage these accounts and school savings accounts as a 
very important part of their program to promote thrift. A very substantial num 
ber of the depositors classified as ‘‘ Miscellancus”’ or ‘‘No answer’ in the New York 
survey are minors. This is borne out by the experience of the Philadelphia 
Savings Fund Society. As shown above, 19,028 or about 33 percent of the 56,654 
accounts of this institution were for minors. 


ON eas ie g ys Sas eae; 


INCOME OF DEPOSITORS 

The mutual savings banks are institutions principally for people in the lower 
income brackets. According to a survey made in 1950 by the Federal Reserve 
Board, about 42 percent of savings depositors had incomes of less than $3 000 and 
about 77 percent have incomes of less than $5,000. 

COMPOSITION OF ASSETS OF THE MUTUAL SAVINGS BANKS 

The assets of the mutual savings banks of the country as of December 31, 1950, 

were as follows: 


Assets: 
Cash 
U. S. Government securities ; 
Other securities (railroads, utilities, 
Mortgage loans 
Other loans 
Other assets__-—- 


{Im millions of dollars 


etc. 


Total _- 


NATURE AND SOURCE OF RESERVES 


Reserves set aside by mutual savings banks are realistically not 
earnings, but are in reality advance expenditures for the depositors to meet losses. 
They are part of the cost of staying in business. 

To keep mutual savings institutions intact, and always in a position to pay 10/ 
the dollar to their depositors, they must set aside reserves from eac! 


permanent 


cents on 
vear’s earnings. Experience has proven that these reserves are not real profits, 
but over the vears are consumed by losses and by shrinkages in asset value. Thi 
kind of long-term, low-yield investments, in which by force of State law and by) 
dictates of prudence, savings banks must invest, are bound to show losses ar 
shrinkage in value. Even United States Governments have shrunk in market 
value within the last few months. 
to a market value as low as $80. In a word, even for the safest type of invest 
reserves must be accumulated against shrinkage in market value in 
to maintain an asset level equal to the deposit liability. 


ments, 


: 
1 


In the 1920’s $100 Government bonds dropped 


order 


Over the vears reserves have not been more than sufficient to offset shrinkages 


Reserves are like depreciation allowed for manufacturing concerns 
a recognized part of the cost of doing business. These reserves are in reality 
operating costs as much as depreciation of buildings and equipment. 

It is not sufficient to allow savings banks to deduct for losses on the propos: 
20-vear formula applicable to short-term loans of commercial banks. Tl 
formula does not take into account the necessity for providing for losses on lon: 


and losses 


} 
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avo 


term investments before they come. It does not take into account possible 
shrinkage in market value, which mutual savings banks in order to remain solvent 
must offset by building up from net income a cushion of extra assets—a surplus 
or reserve—which can come from no other source, as they have no capital stock. 
These institutions must always possess assets greater than their deposit liability, 
so that when the market value of the assets falls below their cost, as is a frequent 
experience, there exists a margin of safety to take up the shrinkage. 

Furthermore, in an era like the present, when new depositors come fast as a 
result of inflation and of the thrift preaching by these institutions, the funds 
cannot be put to work instantly and earnings from former deposits must be set 
aside in order to margin the increases in deposits in order to maintain a safe ratio 
of assets to increasing deposit liability. 

The average surplus ratio for each of the States in which mutual savings banks 
operate and for the United States as a whole is as follows, as of December 31, 1950: 


Percent 
Connecticut 12: 


o 
Delaware 17. 4 
Indiana ; . 4 

7 
4 


Percent 
New York 10. | 
Ohio 
Oregon 
Pennsylvania 


Maine 
| Rhode Island 
| 
| 
1 


Maryland 


Massachusetts 2 7| Vermont 
2 


Washington .9 
Wisconsin g, ] 
United States 4 


~“. 


Minnesota 8. 
New Hampshire. . 14. 0 
New Jersey ; oat eee 

All except one State (with only one savings bank) provide by statute the 
minimum surplus and the maximum. Although there is a wide range of State 
requirements on this subject, the minimum requirement in New York and Massa- 
chusetts (the two States having the largest savings deposits) is 10 percent and 
7% percent, respectively, of deposits. In most of the States, the maximum per- 
missible surplus is 25 percent of deposits and in Massachusetts 15 percent. Thus 
the States do not set a specific standard for reserves other than the minimum 
and the maximum, leaving it to the trustees to determine, based on their judg- 


ment as to the needs of the particular bank, the aggregate amount of surplus or 


reserves required. The surplus within this permissible range is determined by 
trustees having no financial interest in the operation of the bank and motivated 
entirely by the desire to pay out as much as they safely can to the depositors. 
DISTRIBUTION OF NET INCOME OF SAVINGS BANKS 


During the predepression period, 1920-30, the banks on an average distributed 
about 80 percent of their current net income by way of interest to the depositors 
and retained about 20 percent of current earnings to add to reserves. This amount 
proved to be inadequate to provide for losses during the period 1931-44, during 
which period such losses aggregated 90 percent of the reserves at the beginning 
of the period. The banks were able to restore their reserves by drastic reductions 
in interest payment at a time when the depositors needed funds. In 1949, the 
total net income of the savings banks for the United States, after expenses, aggre- 
gated about $458,000,000. Of this amount, they were forced to retain about 
$113,000,000 for additions to generat reserves. ‘These additions to reserves were 
required by the fact that deposits increased and additional reserves were required 
to provide the needed margin of safety for the additional deposits. The com- 
plete 1950 statistics have not yet been compiled. 

THE WELFARE OF THESE SAVINGS INSTITUTIONS IS IMPORTANT 
GOVERNMENT 


TO THEFEDERAL 


The interest of the Federal Government has always been identical with the 
interest of the trustees. The Federal Government has refrained from imposing 
income tax on these institutions because it recognized their essential merit, 
believed in the value of their encouragement of thrift, and welcomed their exten- 
sive purchases of Government bonds. FDIC has never considered that its 
insurance is a substitute for the safety secured by the reserves these banks built 
up, but on the contrary has encouraged and even insisted upon a policy of ade- 
quate reserves. No institutions in the country, not even the others freely 
granted exemption under section 101, have done more to teach the citizenry self- 
reliance, to foster a belief in self-help, in sacrificing today so as not to become a 


86141—51—pt. 2——-26 
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Government charge tomorrow. These institutions perform an inestimable social 
function far more valuable to the Federal economy than would be the returns 
from a Federal tax. 


ALLEGED COMPETITION WITH COMMERCIAL BANKS 


The allegation is made that the tax exemption of mutual savings banks enables 
them to compete unfairly with commercial banks. As before stated, savings 
banks are not in the commercial-bank business, accept no checking accounts, 
do not engage in general commercial banking activities but confine their opera- 
tions entirely to accepting deposits from small savers and investing them for 
their benefit. Savings banks are restricted in the amount of deposits they may 
receive from one depositor. In the more important savings-bank States the 
maximum is $10,000. Commercial banks are not restricted as to the amount 
they may accept in their thrift accounts. 

Depositors in mutual savings banks cannot be compared with stockholders of 
an ordinary taxable corporation, such as a commercial bank. The stockholder 
invests in stock for the purpose of making profits and also for any appreciation 
in the value of the assets, including the growth of the surplus. He can usually 
realize on his stock in increases in surplus by the sale of his stock. The depositor 
of a savings bank never realizes on surplus as such, except perhaps in the unlikely 
case of liquidation and even then the chances are that the surplus or reserve would 
be required to cover losses from forced liquidation. 

Commercial banks have a great advantage in their wider lending powers and 
the greater range of their deposits. Commercial banks also derive collateral 
benefits from their thrift deposits because the depositors are likely to use other 
facilities and services of the bank for their needs. Normally they may have a 
great number of offices, whereas mutual savings banks are limited as to branches. 

Commercial banks do not generally pay as high interest as mutual savings 
banks on thrift deposits. But this is not due to the so-called tax advantage. 
There are three principal reasons for this difference: (1) The yield of commercial 
banks on investments is less than savings banks; (2) the expense of operating 
commercial banks is greater, almost twice that of savings banks, and (3) a part 
of the earnings from thrift accounts is siphoned to the stockholders as profits on 
their stock investment. 


EFFECT OF THE CORPORATE TAX APPLIED TO SAVINGS BANKS 


The trustees of mutual savings banks are deeply concerned over the suggestion 
that the corporate tax exemption of mutual savings banks be removed. These 
trustees have no personal stake in the outcome. They are not stockholders. 
These institutions have no stockholders. They are concerned solely because of 
the effect on their depositors of small means resulting from the imposition of a 
tax at the corporate rate on that part of the earnings which must be set aside as 
a reserve, as a protection for their depositors, as an inherent cost of doing business 
in the safe, sound, thrifty, conservative mutual savings bank way. 

The.average deposit in a mutual savings bank is about $1,000. The fact is 
that the proposal to tax part of the earnings of these average $1,000 depositors 
would mean that individuals who are actually poor or minors or thrifty persons 
of moderate means would be taxed at the corporate rates on the income from 
their small earnings. 

Trustees have no personal motive or reason to set aside unneeded reserves and 
no reason at all to hold down the interest paid to depositors. Their sole interest 
is to encourage savings against the adversities of ill health, old age and the like 
and for self-improvement, for children’s education, etc., by thrifty individuals 
whose means are too small for them to undertake their own investing and who 
require absolute security for each dollar saved. 

Prudent trustees retain a portion of the earnings for reserves. To the extent 
that these earnings are retained, a tax paid thereon must be deducted from the 
amount distributed as interest to the small savers. Thus the tax would be borne 
by the individual depositor and is a tax on thrift. 

The proposed tax would be, in effect, a tax at corporate rates on sums that are 
retained as a part of the cost of doing business. 

It is hoped that the Congress will not now reverse its long standing policy 
toward these institutions, will not cripple them, will not tax any part of the 
earnings of these average $1,000 deposits of thrifty, small individuals at the rate 
usually applied to corporate entities. 


Senator Hory. Mr. Thomson, will you be good enough to give your 
name and connection to the reporter, please. 
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STATEMENT OF J. CAMERON THOMSON, PRESIDENT, THE NORTH- 
WEST BANCORPORATION, ACCOMPANIED BY HERBERT STEIN, 


ASSOCIATE RESEARCH DIRECTOR, COMMITTEE FOR ECONOMIC 
DEVELOPMENT 


Mr. THomson. My name is J. Cameron Thomson. I am president 
of the Northwest Bancorporation, Minneapolis, Minn., and Chairman 
of the Committee on Money, Fiscal and Debt Policy of the Com- 
mittee for Economic Development. 

There is a list of the members of the committee on the last two 
pages of this report. 

Senator, I want to save your time, and I appreciate how many 
people you have heard. This is a long report here, and I am going to 
hit the high spots in this report and read some pertinent sections, and 
you can interrupt me any time, but I will try to save your time. 

Senator Hory. We can include the whole report in the record, if 
you would like. 

Mr. Tuomson. I would like to have you do that, if you will, and I 
hope some of you will get a chance to take the time to read it. 

We start with the House bill. I will refer to the pages of my 
statement that I am talking about. We raise questions as to whether 
the House bill raises the amount of money that is needed or even too 
much, and whether it raises the money in the right way in order to 
encourage production and to control inflation and to distribute the 
burden of the defense equitably. 

As to the principle in determining the amount that should be raised, 
CED stresses the cash budget rather than the administrative budget 
as the basis for measuring the impact of the Government's fiscal 
program on the economy. 

In our committee, there is a minocity that feels that you should 
not attempt to get a surplus over balancing the budget in 1952, but 
the majority of our committee, and a large majority, feels that as to 
1952, you should balance the budget on a cash basis and you should 
have a moderate of surplus. 

Now, the reason for that is that, anticipating further inflationary 
pressure and anticipating that expenditures for the defense program 
are going to continue to rise, we think it is well to press for not only 
balancing the budget, but to have a surplus this year. 

Of course, we think that the whole approach to this problem this 
vear should be from the standpoint of not only balancing the budget, 
but from the standpoint of preventing inflation, and we think the 
House bill falls very short in that respect. 

Senator Miiuikin. Do you believe that the surplus should be used 
for current expenditures or for retirement of debt? 

Mr. THomson. Of course, if you had a surplus, it would operate, 
Senator, to reduce the debt. That is what happened this year, and 
that is what automatically would happen if you had a surplus. 

Senator Minurkrn. In all events? 

There is no choice? 

Mr. Tuomson. Of course, you can still reduce taxes, but as a prac- 
tical matter-——— 

Senator Miturkin. No; I am talking about the Treasury’s choice, 
as to how it would handle the surplus. 
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Does it not have the choice of reducing the debt or of carrying the 
surplus over for expenditure? 

Mr. Tuomson. I think that by all means its policy has been and 
should be to reduce the debt. 

Senator Miturkin. No. I am talking about the choice, and not 
as to what to do with the choice. 

Does not the Treasury have the choice of reducing the debt, or 
carrving forwerd the surplus for use? 

Mr. THomson. That is correct. Of course, they can increase their 
cash balances. 

Senator MILLIKIN. Is it the thought of your organization that the 
surplus should be used for current expenditures? 

Mr. Tuomson. No; the surplus should be used to reduce debt or 
increase the cash balance. If there is a deficit in a later year it would 
be hnecessarv to increase the debt or reduce the cash balance. 

Senator Tarr. I notice today that they have a cash balance of 
about $2,000,000,000 more than they had a year ago. 

Instead of applying it to the debt, they held it for a larger cash 
balance. 

Mr. THomson. This surplus is to make sure that vou do not get 
caught short, to reduce the debt or increase the cash balance, partly 
in order to prepare for higher expenditures in later fiscal vears. 

Senator Mitiikin. How about the taxpayer getting caught short? 

Mr. Tuomson. We think he is. 

Senator Hory. He is always short. 

Mr. Tuomson. Now the first five pages of this report deal with the 
principle of balancing the budget and having a surplus. We indi- 
cated that this question of balancing the budget should apply at this 
time. There may be circumstances when we should get off the 
pay-as-you-go program, but we have definitely indicated that as to 
fiscal 1952, we think you can see your way clear, and you should stay 
on that program. 

Senator Hory. Yes. 

Senator Mituikin. Have you formed any opinion as to 1953? 

Mr. Tomson. The very fact that we are putting in here the fact 
that in 1952 vou should do it, but that vou should not do it indefinitely 
indicates that we will take another look at it in 1953. 

Senator Mriurkryx. It has been indicated that we shall have an 
expenditure of $80.000.000.000 in fiseal 1953. 

That, obviously, is a very different problem from balancing the 
budget in 1952, which presumably would have an expenditure level 
of probs ably $20,000,000,000 less or something like that. 

Mr. THomson. The import of our report is that in the House bill 
you res gone beyond what you should do in taxing middle- and 
upper-bracket individuals and corporations. That would have a 
bearing on what you say about trying to continue the pay-as-you-g 
if you get $20,000,000,000 more in expenditure S next year. 

Now we come out with a figure that is required to balance th 
budge tL. 

And this is based on the best estimate that we could make. I am 
not going into detail but we emphasize in here that we do not Know 
today how much we are going to cut the expenditures. We hope 
that you are going to cut more than they have already been cut 
We are glad they have been cut as much as they have. 
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But we come out with a figure of $5,400,000,000 to balance the 
budget and to produce a surplus of $ 3,000,000,000 on a cash basis in 
fise -al 1952, and anticipating that——— 

Senator Miiuikin. Would you mind repeating that? I did not 
quite get that. 

Senator Tarr. That is at page 5 

Mr. THomson. It is at page 5, at the top of the page. 

It would take you $5.4 billion to balance the budget and produce 
a surplus in fiscal 1952, based on our analysis, that cash expenditures 
might reach $68 billion and receipts might reach $65.6 billion. 

Senator Minurkrn. Making allowance for a new tax bill? 

Mr. ‘THomson. The $65.6 billion is from existing taxes. This is 
preparatory to getting to the amount that you have to raise this year. 

Senator Mruuikin. And of the type that you are going to propose? 

Mr. Tuomson. That is true. 

Senator Miiurkin. Thank you. 

Mr. THomson. Now, the $5,400,000,000 that is needed on the 
basis that I have outlined to balance the budget and produce a 
surplus this year really means that if you make your tax effective, 
say, October 1, from $7,000,000,000 to $7,500,000,000 

Senator Hory. What is the committee’s view of the effeet on 
corporations? 

Mr. THomson. We have specified October 1 without indicating 
that there was either merit or demerit to that. We have been opposed 
to retroactive taxation, but we have assumed that at this point, an 
October 1 date, if you are not going to have retroactive taxation, was 
about as good a guess as you could make. That means that our 
studies indicate that the House bill, as to the dollar amount, assuming 
you do not cut the expenditures further, is probably about right, but 
it is in the way that the House bill raises the money that we find the 
greatest objections to. 

Taking the individual tax rate first—and here I am going to turn 
to the top of page 7, just a short paragraph, and over on page 8, par- 
ticularly—we feel that the House bill in its 12's percent of present 
taxes across the board, raising the tax rates in the upper middle in- 
come group and among the group of business executives, owners of 
medium-sized businesses, has gone too far. 

On page 8 there is a table that indicates that under the House bill, 
for an additional $100 of income, for a man who gets $50,000 income 
after taxes, under the present law, you have reduced the amount that 
he is going to retain out of that additional $100 from 25 to 15.6 per- 
cent, or a reduction of 37.5 percent in the so-called marginal take- 
home pay after taxes of a man who gets $50,000 after his income tax. 

We think that is too much, and we think that as to its effect on in- 
centives it is too great a rate increase. 

Raising the rates that are now above 50 percent only produces 
$400,000,000 of revenue, which is equivalent to the amount that you 
are going to get in on the gambling tax, if that is put into the bill 
finally. This amount of revenue does not warrant taking away the 
incentive from the people in those brackets. 

Carrying that still further, on page 9 we point out that in our judg- 
ment, reducing the take-home pay after taxes of the people who are 
in the management group and the upper middle income group, who 
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presumably would save rather than spend money, is not helping an 
anti-inflationary program. 

We think that the House bill is unfair in the raise in the taxes 
across the board, and that if the full import of that situation were 
brought home to people, they would realize that it was unfair, and 
that it impaired incentive and that it was not anti-inflatioanry. 

Senator FLtanprers. Mr. Thomson, would you explain again why 
this taxation is not anti-inflationary? 

That is, in these upper middle income brackets? I have lost the 
point. 

Mr. Tuomson. On page 9, in the paragraph at the top there, I wil! 
read the sentence: 

But these large increases in the tax rates that are already highest will do re] 
tively little to restrain demands, because they bear on incomes that are larg: 
not spent for consumption goods but are invested. At the same time, they w 
interfere with the incentives for increasing growth of production. Thus th: 
will make little if any net contribution to the control of inflation. 

Senator FLanpers. There is involved in that a question which has 
been troubling me, and that is whether the taxation in itself is anti- 
inflationary. 

I can see that it is anti-inflationary to the extent that it makes it 
unnecessary to do deficit financing by bank borrowing 

To that extent, certainly the taxation is anti-inflationary. But 
question whether it is anti-inflationary to the extent that it reduces 
personal spending. It still goes into the market through the Govy- 
ernment for scarce goods and services, and there is no reduction in 
the funds seeking goods. It just simply goes to another purchaser, to 
wit, the Government, instead of to the private purchaser. 

So it is really not anti-inflationary in that sense. 

Mr. TuHomso.x. Our program is predicated, Senator, and our recom- 
mendations all the way through on assuming that you would go for- 
ward with this tax program. 

I should have read this sentence at the bottom of page one, that 
we are predicating our whole proposal on two factors: First, that the 
expenditures should be held to the lowest level possible in the present 
emergency. 

That refers to the fact of Government spending, as you pointed out, 
rather than individual spending. 

The second is that the additional taxes should be of kinds that wil! 
be useful in controlling inflation with the least damage to production 

In other words, we are saying that the Congress has a duty to make 
sure that you do not have the Government instead of an individual 
putting the pressure on the economy and creating inflation. 

But fundamentally, as we see it, those people are not going to 
increase their expenses for consumption. They are savers, and they 
are the people who will invest and were for production, and they 
will have more incentive, and it will be far fairer if you do uot tak 
the money away from them to the extent that that bill provides. 

Senator FLaAnpgERs. It is still not clear to me that the taxation a 
taxation tends toward restricting inflation. Taxation as reducing sa\ 
ings would seem to have a contrary effect. 

Mr. THomson. That is right. 

Senator FLanpers. And taxation is turning funds over to the Goy 
ernment which would seem to have a neutral effect. 
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So I am not at all sure that taxation per se reduces inflation. 

Mr. Tomson. I think the basic thing that it does is the question 
you posed yourself, and that is that it prevents deficit financing. 

Senator FLanpers. Yes; that is it. 

Mr. Tuomson. That much, speaking of taxation now, in toto. It 
would prevent inflation by reducing the necessity for deficit financing. 

Senator FLANDERS. Then you do not controvert my proposition 
officially and definitely? 

Mr. THomson. No. 

I think that if you and I would take time, we would come to pretty 
close agreement on this. 

Senator Miiurkrn. | suggest that there is some question of degree 
now in there. 

Mr. THomson. Yes; it is a matter of degree. 

Senator Minuikin. It depends on the dynamism of the particular 
products for which the Government spends its money. 

Mr. Tuomson. Yes. 

Senator Miuirkrn. If you plow back the money down at the con- 
sumer level, which has the greatest dynamic spending power of all, 
you may be doing a highly inflationary thing. 

Mr. Tuomson. That is right. 

Senator Minirkin. You can plow the money back into other brack- 
ets where the dynamics have been reduced, and to that extent you 
would reduce the inflation somewhat. 

Mr. Tuomson. You have stated it much better than I did, Senator. 

Senator Mriirkin. But what | suggest is on the first bounce. 

Mr. THomson. Yes, sir. 

Senator Mruuiikin. If the Government builds a post office, for ex- 
ample, the post office as representing an expenditure is not as dynamic 
as perhaps a productive and successful factory would be, but it is still 
spending money for stone, which in turn supports the payroll of the 
quarry and all the transportation and the masons’ labor, which in turn 
is spent for these dynamic things that we are talking about. 

So in one aspect of it, in building a post office, vou are doing something 
which, from that aspect of it, is not as violently inflationary as other 
expenditures might be, but nevertheless the money that the postal 
carrier gets and that the employees get and that received by all the 
construction processes, that money bounces right back into your gen- 
eral consumer market. 

| do not see very much how they would reduce inflation. 

Senator FLanprers. Mr. Chairman, is it allowable for Senators to 
question each other? 

Senator Hory. I think I will just listen. 

Senator FLanpers. I was just thinking about this first bounce that 
Senator Millikin speaks of. 

That first bounce may be heading for scarce labor; that first bounce 
may be bidding for scarce materials. 

Senator MILLIKIN. I agree. 

Senator FLanpers. That is all. 

Mr. Tuomson. I think you have to analyze each thing on the basis 
of degree. 

But there is one paragraph which I did not read in here which bears 
on this question of the kind of income which you have to soak up. 
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That is the report of the Economic Advisers for 1951 on page 10, 
in which they said: 

Income tax increases should be imposed at all levels, emphasizing the progressive 
character of the tax structure; but by far the largest part of the additional revenue 
must come from the middle and lower tax brackets. These are the brackets in 
which the great bulk of the income is located. Of the total net income shown on 
all taxable returns, 86 percent of the amount remaining after Federal income taxes 
is estimated to be received by taxpayers with net incomes of less than $10,000 
To hold down consumption, which is vital to the control of inflation, the bulk of 
consumers must be affected directly by the tax increases, 

Senator FLanperRs. Mr. Chairman, I had a conversation this after- 
noon with a man in the tax bracket between $7,000 and $12,000, and 
he suggested that if he had been taxed more heavily, he would not 
have bought an electric refrigerator, which he had just done. 

He was using that as an example of the usefulness of taxing his 
particular tax bracket. 

He is a very objective sort of fellow. 

Senator Tarr. That is very noble of him. 

Mr. Tuomson. The considerations that we have outlined on which 
we base our proposal for the treatment of individual taxes are brought 
out at the bottom of page 10. 

Senator Miturkin. Before you get to that, may I question you a 
little bit about the savings potentialities of the upper middle brackets? 

The evidence in past he ‘arings has been rather conclusive to me that 
that is the great source of savings. 

But I am wondering, with the increased cost of living under the 
inflationary conditions under which we live, whether that theory has 
all of its old validity, in other words, these junior executives that get 
an increase in pay and who under your tables really have little left. 

Definitely, does not that little that is left go to offsetting the loss 
in the standard of living to a greater degree than it used to? 

Mr. THomson. Yes, I think that is true. 

But the basic point as I see it, Senator, is this. It is far more im- 
portant for the fellow in the lower brackets that you control inflation 
than that you hold down his taxes to the extent that the bill contem- 
plates. 

Now in my own case, with a higher income, it is the taxes more 
than the inflation that has hurt. 

In the House bill, speaking perfectly frankly, the House bill will 
wipe out any possible savings that I can make. That is just what it 
does to a man who has always prided himself on saving some money 
every year he lived by adjusting his expenses to his income. 

The House bill means that I cannot save any money. 

Senator Mriiikin. I think it can also be pointed out that savings 
as such do not completely insulate that money from inflation. 

Mr. THomson. Oh, no. 

Senator Miniikrn. I put my money in a bank to save it, or I can 
put it in a bond or in something else, but anyhow let us say that 
[ put it in a bank. 

That money does not become sterilized so far as its economic 
activity is concerned. 

The bank in turn loans it to some fellow who is building a store or 
a race track, or for any of the objectives acceptable to the bank, and 
the objective may be highly inflationary. 
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Mr. THomson. Except that from a banking standpoint, Senator, 
your controls are working and preventing consumers in the aggregate 
from going into debt. 

Those controls are working, and as to housing, the controls are 
working both from the limitations on use of materials and on borrow- 
ing, and the banks themselves are discriminating so that it does not 
follow as it would have 2 years ago that money put in the bank- 

Senator MILLIKIN. I recognize ‘that savings represent a slowing-up 
process, but there is quite a misconception that if you put money in 
savings, you have destroyed the inflationary influence of the money 

That is only relatively true compared to more explosive types of 
spending. 

Mr. THomson. But it seems, too, that money left in the bank 
not actually inflationary; it is potentially inflationary. 

Senator MiILurKin. | buy a bond from the munic ips ality of Squedunk. 
That does not kill the inflationary aspects of that investment. 

Mr. THomson. That is right. 

Senator MILLIKIN. Because the municipality of Squedunk in turn 
has a sewage project, or some other building construction program 
which uses the money and causes it to be spent in ways which may 
have many inflationary aspects. 

It is those things that I refer to as the bounces, Senator. 

Mr. THomson. Another sentence I left out here in trying to shorten 
this, was the fact that taxation is only one part of this whole infla- 
tionary program. 

You have to have a savings program and it has to be savings. 

You have to have these controls that you have in the indirect field. 
To some extent, we say price controls. But the whole thing has got 
to tie together. 

But the principles that we have set down here as the basis for our 
recommendations are: 

That as to individuals, the amount of additional tax should be 
related to the income left after the present tax; the additional tax 
should be a larger percentage of larger net after-tax incomes; and 
marginal tax rates should not be sharply raised where they are already 
highest. 

We have proposed a flat equal percentage tax on the net income 
minus the present exemptions and the present tax. 

On page 11 we have spelled that out on the basis of a flat 5 percent 
rate, and what it would do. I will read that there: 

The rate of the additional tax would, of course, depend upon the amount of 
revenue to be raised from the individual income tax. 

A 4-percent rate would vield slightly more than the House proposal. 

However, we believe that if a $7,000,000,000 to $7,500,000,000 tax program is 
needed, the rate of the additional tax should be 5 percent. 

When you get down below, you will see in column 3 our proposal 
of a 5-percent flat rate, and you get a gradually increasing cut in the 
income after tax, and you see the pe reent: age of reduction. 

But it is no such progression as is contemplated in the House bill, 
where they have raised it a flat 124 percent of the present tax across 
the board. 

That is our basic recommendation as to the individual tax, and 
we think it is the fairest recommendation you can make under all 
the conditions that we are faced with. 
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Senator Tarr. What is that? 

Since it raises more than the House bill, presumably the rate on 
the lower-income brackets is considerably more than an increase of 
3 percentage points. 

You have not interpreted this in terms of the rise in percentage 
points. 

Mr. THomson. Mr. Stein, can you tell me what that would be in 
regard to the House bill on the lower-income groups? 

Mr. Srern. Our recommendation is the equivalent of raising the 
first bracket rate from 20 to 24 percent, by 4 points. 

Senator Tarr. Four points on the $3,000 man here? 

Mr. Stern. And by declining points from that point. That is, th 
number of points we add would be 5 percent of the difference between 
the present rate and 100 percent. 

If a man was at the rate of 50 percent, where the rate is now 50 per- 
cent, we would be adding two and a half points. 

Senator MILLIKIN. It is a progressive tax in reverse? 

Mr. Stern. No; it is a proportional tax on the income after the 
present tax. 

Senator MILLrKin. It is not a flat proportion, is it? 

Mr. Srern. Yes; it is a flat proportion. 

Mr. TuHomson. It is a flat proportion on what is left after present 
taxes, and exemptions. 

Senator Tarr. But to get that result, you have to have a sliding 
scale in your actual tax bill at the beginning. You come out higher 
than four, and running down at the top you get it down to practically 
nothing. 

Mr. Srern. Yes; where the present rate would be 80, it runs down 
to 1, which is 5 percent of 20. 

But it would not be necessary to change the rate in the law since 
this would be superimposed. 

It would merely provide an additional tax equal to 5 percent of 
what is left after you compute your present tax. 

Senator Mriiikin. You have to have that progression, as I call it 
in reverse, in order to achieve a fairly exact proportion on this all the 
way across the board. Js that right? 

Mr. Srern. Yes, sir. 

Senator Tarr. It seems to me you pose a very difficult problem, 
though, to draft that 5 percent of what is left. I do not believe that 
you could do that, and impose a tax of this 5 percent on what is left. 

After all, what is left? 

After you pay your tax, you take it out of your net income and 
deduct vour contributions and all that. 

Mr. Srer. It would be 5 percent of the difference between vour 
surtax net income as presently defined and the present tax as pres- 
ently defined. 

Mr. THomson. It is very simple. If I may read at the bottom of 
page 10: 

e a flat equal percentage tax on net-income minus present exemptiot 
tax. Computation of the additionai tax would be simple and 
‘hang> in th? present rete sche *ules er tables. The taxpayer 
s taxable net income and subtract his exemptions just as h 
tlaw. He would compute his tax under present law just as | 
vould subtract 


Senator Tarr. It would not be simple, now. I can see six more 
brackets vou would have to have to figure it out. 
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Mr. THomson. We did not think that you would have but one 
more brac ket. 

Mr. Srern. I think that there is one more multiplication, Senator. 

Se nator Tarr. You would have to have at least four places to 
write it down. 

Then you would have to add it to the old tax, it would have to be 
added to the old tax. 

Senator FLtanpers. Mr. Thomson, it seems very simple to me. 
A fellow has gone to the tax office and he has been taxed, and he 
starts for home, and the tax fellow comes back and says, ‘Come 
back here. I am going to take 5 percent more.” 

That is all. 

Mr. Tuomson. That is all. 

Senator Tarr. Five percent of what you have in your pocket. 

Senator FLanpERsS. Five percent of what you have in your pocket. 

Mr. THomson. Would Mr. Stam like to make a comment? I 
suppose he knows whether it is simple or not. 

Mr. Sram. I think that the plan is very simple, because you just 
compute the tax under the existing law and find out what that was 
and deduct that from the surtax net income, and whatever you have 
left, you would apply this 5-percent rate to it, it seems to me, from 
what you said. 

Mr. THomson. Yes; that is it. We thought it was very simple. 

As to corporation taxes, we are opposed to the excess-profits tax. 
We think that the corporate tax rate running at 77 percent and leaving 
23 cents on the dollar does lead to inefficiency and puts a premium on 
inertia and playing it safe. We think that when you go further to 
reduce that to 18 cents, vou have not accomplished what you want 
to accomplish in the way of increasing productivity at this time. 
We think you have reduced the incentive too much. We are defi- 
nitely opposed to the idea of reducing the base percentage from 85 
percent to 75 percent. It seems to us that when you say that normal 
profits were 85 percent of what they were in a certain *eriod, and you 
now say that they are 75 percent at that period, tuat you rather 
diseredit the basis for determining normal profits in the first place. 
Also, we think it is inconsistent with the facts which indicate that 
production is greater and wages and salaries are greater now than 
they were in the base period. 

So we think that the excess-profits tax is not a good tax. It pro- 
motes inefficiency. And this intensification is wrong, and_ will 
further tend both to keep corporations from running at their maxi- 
mum efficiency and keep them from having the funds to go ahead 
with the necessary plant expansion to take care of the defense effort. 

We also think—and here I am turning to page 14—that there is a 
misunderstanding of these corporate profits. 1 do not find that the 
banking business is going to make more money this year than last 
vear. I do know that the best information that we can get is that 
well, take the Economic Advisers’ Report, 1 believe they indicated 
that profits in 1950 after taxes and after taking out the inventory 
profits, were actually less than 1949 for corporations. And you cer- 
tainly did not make as much in the first quarter, the corporations 
did not, this year, as they did in the third and fourth quarters last vear, 
and there are losts of inventory profits in those reports, and corporate 
profits are on the decline now. 
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We call attention to the fact that you have raised in the last yea 
corporate taxes 40 percent and individual taxes 17 percent and excise 
taxes 1 percent. Our recommendation is that you should not change 
the corporate taxes at the present time. 

As further evidence why you should not change them, we indicate 
on page 15 what vou are doing to the combined rate of taxes on a 
stockholder of the corporation, because when you stop and put the 
corporate tax in the range that is contemplated what you are doing 
as to the individuals is just reducing the amounts, and you are reduc- 
ing the stockholders in the lower bracket. You are reducing too 
much the incentive and discriminating against the corporate form 
of business. 

So our recommendation is that vou leave the corporate tax as is, 
and that, in any event, you leave the excess-profits tax as is, and you 
should not raise the normal and surtax bevond 50 percent. 

Then we come up with this individual 

Senator Tarr. Does that mean an increase from 47 to 50? 

Mr. Tomson. That is right. 

Senator Tarr. And that is what you propose? 

Mr. THomson. If the revenue is needed. 

Senator Tarr. That would be about $1 billion if the excess-profits 
tax goes up the same percent. 

Mr. THomson. Let me just read this: 

If the total revenue required is approximately the amount provided in 
House bill, a = be no increase in corporate taxes. 

In any c ase he present combined tax of 77 percent on excess profits should not 


be increased cod the excess-profits credit should not be reduced. The present 
combined normal and surtax rates of 47 percent should not be increased beyond 50 


Y reant 
perce 


i 

And if you can do it with less than that, we would not raise them at 
all, Senator. 

Now, we feel very strongly that, in this kind of emergency, you 
ought to go to an excise tax, and you ought to go to a retail excise tax 
I have been interested in notic ing that the re ‘taile Ts used to be opposed 
to retail excise taxes, but testified in favor of retail excise taxes the 
other day. 

We think that that is one of the best ways to reduce the pressure 
on consumption goods and yet not reduce the amount of real c onsump- 
tion. We would exempt food and drugs, applying a flat tax at retail 
on the goods that are not now taxed, and specifically applying to 
clothing and furnishings. 

Senator Minurxix. Would vou apply your tax to services? 

Mr. THomson. Services? No. 

Is that not right, Mr. Stein? 

Mr. Srern. In general, no. And housing would be excluded. 

Senator MiLurkin. Housing would be excluded; shelter? 

Mr. THomson. Yes. 

We think that that tax, raising $2,750,000,000, is a strong anti- 
inflationary tax. Ina time such as we are in, it is a sound tax, and it 
will be in the interest of the low-income groups, and will not hurt them 
unduly if food and drugs are exempted. 

Senator Miiiikixn. How much would you raise with that tax? 

Mr. THomson. $2,750,000,000, on a 5-percent retail excise tax 
exempting food and drugs and applying to those items that are not now 
taxed on an excise basis. 
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Senator Miiirkry. How far do you think you could ultimately go 
with that tax? 

Mr. THomson. You mean, in dollar amount or in precentage? 

Senator MILLIKIN. | mean in percentage. We will figure the dollars 
later. I have in mind a potential deficit of $20 billion to $30 billion in 
fiscal 1953, and the question before this committee is, ¢ an it be covered, 
and if so, how? How far could you go with a sales tax? 

Mr. THomson. We have not considered that, and I think we would 
have to consider that in the light of the equities involved and the 
anti-inflationary aspects. I think we would have to consider the 
whole thing before we could give an answer to that. And I hope that 
you do not have to get to that $20 billion additional expenditures in 
1953. 

Senator Minxiikin. There is no way to avoid it unless we cut down 
the military program. 

Mr. THomson. We feel definitely that the military as well as the 
ordinary expenditures should be reviewed and there should be cuts 
made. 

Senator Miuuikin. I think that almost everyone will agree with 
you, that you can cut the waste. I think that almost everyone will 
disagree with you if you mean that you would cut what might be 
determined to be an essential part of military preparedness 

Mr. THomson. When you come to the military side of it, we do 
not have the information to discriminate; and we would agree with 
you 100 percent on the essential military program. Nevertheless, 
when you are spending that amount of money and doing it under pres- 
sure and probably without the reviews that you should have on 
expenditures in that large amount, we feel certain that you could save 
some money there, and without impairing the essential part of the 
military program. 

Of course, the retail tax, we feel, would enable you to keep from 
having the excise tax at retail reflected in the cost-of-living index. 
We think it is a thoroughly sound proposal. 

On page 20 is a summary of the revenue to be raised. We have not 
dealt with some structural change in the tax bill, but page 20 spells out 
the effect of the recommendations we have made. We think that, 
taking the whole program together, it is a sound tax program from 
the revenue standpoint and that it is the best program that we know 
how to put up that will help to control inflation, which we think is the 
primary essential of a tax bill this year. 

Senator Hory. We thank you very much, Mr. Thomson. We 
appreciate your helping us to get through with this, and we thank you 
for your testimony. 

(The prepared statement of Mr. Thomson is as follows:) 


STATEMENT OF J. CAMERON THOMSON, CHAIRMAN, COMMITTEE ON MONEY, 
FiscaL AND Dest Po.uicy, COMMITTEE FOR Economic DEVELOPMEN? 


My name is J. Cameron Thomson. I am president of the Northwest Bancor- 
poration, Minneapolis, Minn. and chairman of the committee on money, fiscal, 
and debt policy of the Committee for Economic Development.! I appear today 
to present the views of the research and policy committee of CED on the difficult 

The Committee for Economic Development is an organizatior 
report on the problems of achieving and maintaining a high level o 

economy. Its research and policy committee issues from tin 

taining recommendations for action which, in the committee’ 
roductive employment and a rising standard of living. A 1 
cy committee is attached 
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tax problems with which the Finance Committee and the Nation are now 
confronted. 

The Finance Committee has before it a tax bill passed by the House of Repre- 
sentatives which would yield $7.2 billion in a full year of operation. 

There are two questions about this tax bill. 

First, does it raise the amount of money needed? 

Second, does it raise the money in the right way from the standpoint of the need 
to encourage production, to control inflation, and to distribute the burden of 
defense equitably? 

These two questions are tied together. How much taxes we need and 
stand depends upon the kind of taxes. The kind of taxes is as important as the 
amount, and can be more important. 

How much additional taxation do we now need? Under present circumstances 
the basic objective should be sufficient taxes to cover the necessary expenses of 
Government and yield a moderate surplus in fiscal 1952 (ending June 30, 1952). 
We recognize that this rule would not apply in all circumstances. For example, 
necessary expenditures might be so large that it would be impossible to run a 
surplus or even balance the budget, at least without taxes so repressive as to be 
undesirable. Expenditures in fiscal 1952 will be very large. There is some 
question whether in view of the high level of taxes that will be required it is wise 
to attempt to create a surplus. Some members of our committee feel that we 
should not raise taxes to provide a surplus in fiscal 1952. But the opinion of tl 
large majority of our committee is that we should do more than just balance thx 
budget in fiscal 1952, provided two conditions are met. The first requirement is 
that expenditures should be held to the lowest level possible in the present emer- 
gency. The second requirement is that the additional taxes should be of kinds 
that will be useful in controlling inflation with least damage to production. 

We believe that a budget surplus achieved in the right way is an essential part 
of an effective anti-inflation program for fiscal 1952. A budget surplus is, of 
course, only a part and not the whole program needed. An effective program 
should also include measures to restrain credit expansion and promote savings 
It should be emphasized that the existence of direct price-wage controls does not 
reduce the need for fiscal, monetary, and savings policies to restrain the demand 
for goods and services. If demand is not restrained, the direct price-wage controls 
will not work while they are in force and it will be difficult ever to remove them 
without a great surge of inflation, such as we had in 1946 when controls were 
removed after years of deficits and monetary expansion. 

Because its effects are indirect there is some tendency to underestimate th 
importance of budget policy in the control of inflation. There is a tendency 
identify inflation control with the obvious and dramatic action of price and wag 
controls. Tax policy is regarded as a matter of bookkeeping, a necessity of w hicl | 
we are unpleasantly reminded by subtractions from our weekly pay checks. This 
is a mistaken and dangerous viewpoint. The overwhelming interest of the Ame1 
ican people in preventing disastrous inflation is an overwhelming interest in sound 
budget and tax policy. As Defense Mobilizer Wilson put the point: 

‘It has been correctly said that direct price and wage controls treat only th: 
symptoms of inflation rather than its basic cause, which can be simply stated a 
an excess of demand over supply. A more dire*t form of attack, therefore, is 1 
drain off excess purchasing power by higher taxes.” 

The rule that we should achieve a moderate surplus over necessary expenditu: 
in fiscal 1952 does not tell us how much additional taxation is needed. So far a 
public information goes, there is an unusual degree of uncertainty about t 
budget outlook for fiseal 1952. 

First, the amount of expenditure involved in existing or proposed i gw 
Government is uncertain. In testimony before this committee the Budget Bure: 
has reduced the 1952 estimates about $3 billion below the budget estimates issu 
in January. The actual month-by-month course of expenditures suggests 
possibility that even this revision may overstate the expenditures that will acti 
be made under the administration’s program. Moreover, there has on 
estimate of the possible effects of a Korean truce on expenditures. In additio 
the expenditure figures are subject to unpredictable changes as a result of possib 
price changes. 

Second, the amount which Congress will cut out of existing or proposed programs 
is uncertain. Congress has completed action on only a small fraction of the tota 
appropriation requests. The action so far suggests that the savings, althoug! 
possibly not as lar; ge as they should be, will be substantial. But no one, or at 
least no one outside the Appropriations Committees, is in a position to estimat 
what the final figures will be. 
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Third, the vield of the existing taxes in fiscal 1952 is uncertain. The Treasury 
has increased its January revenue estimates for fiscal 1952 by $3.4 billion. The 
estimate of tte staff of the Joint Committee on Internal Revenue Taxation is $2.4 
billion above the revised estimate of the Treasury. The difference of estimate 
between the Treasury and the joint committee staff has not been reconciled, and 
both estimates are already 3 months old. 

Thus, there is a range of uncertainty amounting to several billion dollars in the 
basic figures needed to determine the proper size of the tax program for fiscal 1952. 
The Finance Committee has access, through the Budget Bureau, the Treasury, 
the Congressional Appropriations Committees, and its own staff, to the best 
information available anywhere on the budget outlook for fiscal 1952. It is very 
important that this information should be collected and made public. Without 
it there cannot be adequately informed discussion of tax policy. In fact, with- 
out it there cannot be adequately informed discussion of any aspect of economi 
poliev, for the whcle economic outlook is dominated to an unusual degree by the 
budget outlook. 

In order to discuss concretely the kinds of taxes that are appropriate for fiscal 
1952 I shall base the rest of my remarks upon a tentative estimate of the revenue 
requirements, always remembering that a final decision should rest upon informa- 
tion not now generally available. I shall be referring throughout to the cash- 
consolidated budget, which is the most useful way of looking at Federal finances 
to determine revenue requirements. This budget differs from the administrative 
budget chiefly by virtue of the inclusion of trust fund receipts and expenditures 
in the cash budget. 

The President’s budget message last January estimated that cash expenditures 
in fiscal 1952 would be $74 billion. We believe it is reasonable to base tax policy 
on the expectation that actual expenditures can and will be held to $68 billion, 
or $6 billion below the budget. In a policy statement issued in March our com- 
mittee recommended a $6 billion cut in the budget, and presented supporting 
evidence to show that such a cut was both feasible and urgently necessary. At 
that time we regarded the $6 billion cut as a goal which could definitely be 
achieved, but only with the greatest effort by all parties concerned. And while 
we were hopeful we were not overly confident that a reduction of this size would 
actually be achieved, in view of the inevitable political and administrative obsta- 
cles to economy. We are now much more confident than we were in March that 
1952 expenditures not only can but also will be held down to around $68 billion. 
This confidence is based on two developments. First, the Budget Bureau has 
now recognized a $3.2 billion reduction in its original expenditure estimates. 
Second, Congress and its committees are being more rigorous than 
reviewing and cutting the expenditure requests. 

On the other side of the budget, the original estimate was that cash receipts 
under existing law in fiscal 1952 would be $61 billion. The Treasury has increased 
this estimate by $3.4 billion and the joint committee staff estimate is $2.4 billion 
higher still. I shall not attempt to choose between these estimates or to introduce 
a third competing estimate. Rather for my present purpose I shall use a figure 
midway between the two estimates, or $65.6 billion. 

Cash expenditures of $68 billion and receipts of $65.6 billion would leave a 
deficit of $2.4 billion. Provided these estimates are approximately correct, we 
would regard a $3 billion cash budget surplus as a reasonable and desirable goal 
for fiscal 1952. This would be less than half the surplus actually realized in fiseal 
1951. In terms of the administrative budget this would mean 
balance at about $65 billion of receipts and expenditures. 

To achieve a $3 billion surplus in fiscal 1952 would require $5.4 billion of addi- 

ional revenue. But since any bill enacted now would be in effect for only part 
if the fiscal year, it will require a tax bill larger than $5.4 billion to yield that 
much revenue in the fiscal year. If all tax increases take effect on October 1, 1951, 
a tax increase of $7 to $7.5 billion would vield approximately the amount required 

fiscal 1952. 

The yield of the tax increase would be larger in calendar 1952 than in fiscal 
1952. But, unless present plans are radically changed expenditures would also be 
larger. It appears that a $7 to $7.5 billion tax increase, together with the increased 
vields that may be expected from the existing tax system, will approximately 
balance the cash budget in calendar 1952. This would allow us to decide next 
year whether it is necessary to raise tax rates further to meet the planned peak 
expenditures of calendar 1953 or whether it would be wiser to run a temporary 
deficit during the peak expenditure period. 

As already noted, these figures are exceedingly tentative. They should be 
checked by the later and better information available to your committee. How- 


usual in 


approximate 
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ever, these calculations suggest that the tax bill enacted by the House is of 1 
approximately the right size. 

It is when we turn to consider the particular kinds of taxes proposed that the 
dangers and defects of the House bill become glaringly evident. We recognize 
that this is an emergency bill, and presumably temporary. But it is surely no 
justification for a bad tax bill to say that it would be so much worse if it were 
permanent. The emergency may require certain departures from normal stand- 
ards of sound taxation. But there, departures should be in a direction that helps 
to meet the special problems of the emergency, and not in the opposite directio: 

Moreover, it is unrealistic to regard any tax bill as purely temporary. Our tay 
law bears traces of almost every tax bill ever enacted. In addition, every tax 
bill creates precedents and leaves its mark in public opinion about what is an 
acceptable tax structure. Even in considering a temporary emergency tax 
program we must keep one eye on the longer run. 

The present defense emergency creates two acute problems: To prevent infla- 

ion and to increase production. These are problems for all Americans—whether 
their incomes are low or high. An emergency tax bill should be designed to hav: 
he maximum effect in restraining inflation and the least effect in retarding 
yrroduction. The House bill does exactly the opposite; it will seriously retard 
he growth of production and have relatively little effect in restraining inflation 

I should like to turn first to the individual income tax rates contained in the 

before you. These rates must be considered in a certain historical perspec- 3 

ive. Fifty-six years ago the distinguished lawyer Joseph Choate argued vigor- 1 

ously before the Supreme Court that a 2 percent Federal income tax was com- exis 
munistic and confiscatorv. Mr. Choate was wrong. The American capitalis' I 
economy has survived and prospered under income tax rates much higher tha: bur 
Mr. Choate ever dreamt of. Today we are in danger of accepting the opposit« aa 
and equally erroneous view that there is no limit short of 100 percent to the rates inc} 
of income tax under which a free society can thrive. The House bill has gone wot 
dangerously bevond the point at which excessive tax rates undermine the forces [rol 
that make the economy strong and dynamic. It has done this by drastical 195 


tab 
dol 
wol 


bill 


reducing the share of an additional dollar of earnings that many taxpayers retai: mr 
after payment of tax. } 

To be more specific, let us consider the case of a married man with $50,000 of 
net income after present Federal income taxes. This man is well off. We ar We 


Our 


ot now concerned with him as a person or with his standard of living. But we pre 
are concerned with his functions in the economy, and with the motives that mak: vie 
him perform his functions well and to the benefit of the whole society. den 

Who is this man? He is the owner and operator of a moderate sized business Foo 
He is a policy-making executive of a fairly large corporetion. He is an investor for 
with enough assets to be willing to take risks in anew venture. He is a successf con 
engineer. He is in short, a person whose decisions are crucial to the vitality an I 
progress of the economy. There are not many such persons. But their import fair 
ance is out of all proportion to their numbers. Saying this does not belittle the vest 
contribution of other groups to the operation of the American economy. It beli 
merely points out the objective fact that this group of enterpreneurs, manager: of : 
risk-takers and innovators has an irreplaceable function in the whole process ip 

What makes this group of persons function? In other civilizations leading os 
classes have been content to continue doing what they and their ancestors had whe 
always done, to invest their wealth in palaces and jewels, to spend their time i! left 
uxurious pleasures. What makes people in our society willing to risk the for 
wealth in productive ventures and devote their energy to the search for better Wot 
ways of making better products? A complete answer to this question wou 
list a great many factors. But certainly an important part of the explanatio. 
is that there are opportunities in this economy to make money by taking risk: 
and working effectively. 

Under present law, a person with $50,000 of after-tax income would pay i! 
Federa! income tax 75 cents out of anv additional dollar he earned. He wou 
keep 25 cents out of each dollar. This 25 cents is the important aspect of th: 
Federal income tax for his motivations to take investment risks and to wor! 
energetically in increasing production. Twenty-five cents is littlke enough—t 
little in my opinion—for the continued vitality of the American economy. But $3,00 
consider what the House bill would do to this 25 cents. The 25 cents would hy : $5,00 
cut to less than 16 cents. What is generallv regarded as a 12‘ percent tax in- a 
crease will make a 37 percent cut in this taxpaver’s marginal take home pay— $50.0 
his real income incentive $100, 
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This $50,000 man is, of course, only an example, but not an extreme one. The 
table below shows, for various income levels, the percentage of an additional 
dollar’s earnings left after the present Federal income tax, the percentage that 
would be left under the House bill, and the percentage cut made by the House 
bill. 


Percent of an additional dollar earning retained after Federal income tax 


Married person 
(2 dependents) | 
Income after tax (present law) Fe mele, te oe I Reduction 


Present law House bill 


Percent Percent | Percent 
$2,000. __- 8S ; ; 100 | 0 
$3,000 Ss es 80 | 
$5,000 80 
$10,000 74 
$25,000 . 50 
$50,000. __. : 3 oa 25 


$100,000. __- eres : es 9 


“Iho mo 


$8 ¢ 


This bill, as can be seen, systematically cuts the incentives the most where the 
existing tax is already most burdensome. 

It is appropriate to ask why we do this. For what purpose do we impose this 
burden upon the development of our economy? 

Is revenue the object and justification of these tax rates? The whole rate 
increase imposed in the brackets where rate sare already 50 percent or higher 
would yield about $400 million a year. This is the amount expected to be raised 
from the tax on gambling. It is slightly more than one-half of 1 percent of the 
1952 budget. So small an amount of revenue cannot justify so radical an increase 
in rates. 

Moreover, we should not now be interested in revenue only for its own sake. 
Our main object in additional tax collections is to assist in preventing inflation. 
We need additional taxes in order to restrain the demand for goods and help 
prevent total demand from exceeding the supply of goods. But these large 
increases in the tax rates that are already highest will do relatively little to restrain 
demand, because they bear on incomes that are largely not spent for consumption 
goods but are invested. At the same time, they will interfere with the incentives 
for increasing growth of production. Thus they will make little if any net 
contribution to the control of inflation. 

Is the tax increase formula proposed by the House justified on grounds of 
fairness? This is a consideration of great weight. Any tax program must be 
tested by conformity to nationally accepted standards of fairness. We do not 
believe that the House formula would be regarded as fair by the great majority 
of Americans if its meaning were understood. The House formula achieves the 
superficial appearance of fairness by the deceptively equal process of raising 
everyone’s tax 12% percent. The crucial question, however, is 1242 percent of 
what? The real test of fairness is what the tax does to the incomes people have 
left after paying the tax. This is what people live by and what they have available 
for paying additional taxes. The table below shows what the House proposal 
would do to taxpayers at several income levels. 


Effect of House proposal on income after tax (married couple, 2 dependents) 


Hlouse pr yposal 


Income after rax (present law) Percent cut 
Additional tax in income 
after tax 


$3,000 
$5,000 
$10,000 
$25,000 
$50,000 
$100,000 


86141—51-—pt. 2-27 
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We believe it is fair not only that persons with higher incomes should pay 
more additional tax than persons with lower incomes but also that the additional 
tax should be a larger percentage of the larger incomes. But we do not believe, 
and we do not think the American people would believe, that fairness either 
demands or justifies so wide a spread as this table reveals. 

The House proposal completely neglects the real necessities of our current 
situation, which are well expressed in the following paragraph from the January 
1951 report of the Council of Economic Advisers: 

“Income tax increases should be imposed at all levels, emphasizing the progres- 
sive character of the tax structure; but by far the largest part of the additiona] 
revenue must come from the middle and lower tax brackets. These are th« 
brackets in which the great bulk of the income is located. Of the total net incom 
shown on all taxable returns, 86 percent of the amount remaining after Federal! 
income. taxes is estimated to be received by taxpayers with net incomes of le 
than $10,000. To hold down consumption, which is vital to the contro] of in fla- 
tion, the bulk of consumers must be affected directly by the tax increases. 

The Committee for Economic Development has proposed several times and 
recommends to your attention a method for increasing income taxes that would 
avoid the numerous defects of the House formula. The CED plan is based on 
the following principles: 

1. The amount of additional tax should be related to the income left after th 
present tax. 

The additional tax should be a larger percentage of larger net after-tax 
incomes. 

3. Marginal tax rates should not be sharply raised where they already ar 
highest. 

To meet these principles we propose a flat equal percentage tax on net incom: 
minus present exemptions and the present tax. Computation of the additional! 
tax would be simple and would require no change in the present rate schedules or 
tables. The taxpayer would compute his taxable net income and subt act his 
exemptions just as he does under present law. He would compute his tax 
under present law just as he now does. He would subtract his present-law tax 
from his taxable net — after exemptions. The additional tax would be th: 
specified percentage—say 4 or 5 perce nt—of the difference 

The rate of the ad litional tax would of course de ‘pend upon the amount 
revenue to be raised from the individual income tax. A 4-percent rate wou 
yield slightly more than the House proposal. However, we believe that if a 
to $7.5 billion tax program is needed the rate of the additional tax should be 
percent. The table below shows the effects of the CED plan with a 5-percent 
rate. In comparing this table with the effects of the House proposal it should be 
remembered that the CED plan would yield about one-fourth more revenue. 


Effect of CED tax plan with 5-percent rate (married couple, 2 dependents 


Marginal rate of 


Addi- rad 
tic nal Cut in after tax 
Jiiai s 
Ome 
Income after tax (present law tax -_ - D> hecuninititnetadptinms 


+ after 
mm tax Present CED 


law plan 


income 


Percent | Percent | Percent | Percent 
$2,000_- ca 7 0 100 100 
$3,000 s Ea ss Oe eee > $3 00 80 76 
$5,000...... : ; ; ; > 3 2. 60 80 76 
$10,000 ioe nes a . 3s" 3. 80 74 70.3 
$25,000 Si ,13 5: 50 7.5 
$50,000 25 
$100,000 


I should like to turn now to the corporation tax changes passed by the House 


The corporate tax provisions of the House bill suffer from the same defects a- 


the individual tax provisions. 


First, they would contribute little if anything to controlling inflation by re- 


straining demand. In fact, the results in this respect may be negative. 


Second, they would seriously interfere with one of our main national objectives, 


the rapid increase of production. 
Third, they violate accepted standards of equitable taxation. 
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Even if it were raised in the best possible way the amount of additional revenue 
the House proposes to raise from corporations would have these results. But the 
House bill not only would raise corporate taxes too much but also would raise them 
in the worst possible way. 

The main defect in the present corporate tax system, from the standpoint purely 
of production and inflation, is the marginal tax rate of 77 percent imposed under 
the excess-profits tax. The evils of such a rate were explained at great length by 
the CED and others before the congressional tax committees last December. It 
was explained that the tax would reduce the value of efficiency and initiative to 
23 cents on the dollar and at the same time reduce the cost of inertia and playing it 
safe to 23 cents on the dollar. It was explained that the main source of funds for 
expansion of new and growing businesses would be cut off. These points were 
made by businesses of all sizes and types, by economists, and by lawyers. They 
were made in general terms and in specific terms. Proponents of the excess-profits 
tax did not meet, let alone answer, this overwhelming weight of argument. 
But Congress, for symbolic and emotional reasons, had committed itself to enact 
an excess-profits tax. And Congress did enact an excess-profits tax. 

Now it is proposed to compound this error, without even the justification of the 
emotional atmosphere that prevailed last fall and winter. The 23-cent dollar 
would be cut by more than 20 percent to an 18-cent dollar. The number of 
corporations exposed to this rate would be increased by a cut in the excess-profits 
tax credit and by an increase in the combined maximum rate. 

The proposal to cut the excess-profits tax credit from 85 percent to 75 percent 
of base-period earnings reveals the complete absence of logic in the excess-profits 
idea. The excess-profits tax had a certain degree of popular support as a means 
of taxing profits attributable to the defense program. In order to measure 
profits attributable to the defense program Congress defined 85 percent of the 
earnings in the best 3 years of the period 1946—49 as ‘‘normal’’ and anything above 
that as “excess” and subject to a penalty tax. This was an arbitrary definition 
but Congress made it.. Now we are asked to believe that what appeared normal 
to Congress last December was not normal but excess. We are asked to believe 
that not 15 percent but 25 percent of the earnings in the 1946-49 period was 
attributable to defense. The character of the period 1946-49 has not changed in 
the past 6 months. The redefinition of the base after the fact surely removes the 
last pretense that this tax applies to profits that are excess by any relevant 
standard. 

The value of national production is now not 25 percent below the best 3 years 
of the base period but 25 percent above, the value of total production excluding 
defense production is 22 percent above, and wages and salaries are 25 percent 
above the best 3 vears of the base period. 

The report of the Ways and Means Committee supports its corporate profits 
tax recommendations by one statement only, the statement that corporate profits 
are very large. In a sense this statement is correct, but it is fundamentally 
misleading and irrelevant. This is a large country and a growing country. Of all 
the statistics that depict our economic life, there is hardly a handful that is not 
bigger today than in the base period of the excess-profits tax. But corporate 
profits after taxes and after allowance for the increased cost of replacing an 
unchanged amount of inventory are smaller today than in the base period. 

Many of the loose statements currently made about corporate profits reflect 
failure to recognize three basic facts: 

1, A large part of the increase in corporate profits in the past year results from 
the general increase in production and prices, in which all kinds of incomes have 
shared. 

2. A large part of recent profits as recorded for statistical and tax purposes 
has been paper profits, resulting from charging off inventories at less than the 
cost of replacing them. One-fifth of the estimated profits of the first quarter of 
1951 were of this character. These profits will disappear and are already disap- 
pearing as prices level out. 

3. Existing profits taxes already take over one-half of all corporate profits, in- 
cluding the paper profits. Corporate taxes have been increased 40 percent in 
the past year, whereas individual income taxes have been increased 17 percent 
and excise taxes 1 percent. 

In the absence of meaningful standards of comparison we should turn our at- 
tention not to the metaphysical question about whether profits are large but to 
the practical question before us. The question is whether the attempt to reduce 
these profits by further tax increases, on top of the 40-percent increase in profits 
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taxes enacted in the past year, will have harmful or beneficial effects upon the 
economy. On this point the answer is clear. The effects would be harmful. 

The Ways and Means Committee recognized that its corporate-tax proposal 
would have adverse effects on incentives. However, it is maintained that these 
effects ‘will be reduced substantially by the fact that the additional collections 
will be made in a period of mobilization.”’ Here we have the curious argument 
that a bad tax is justified in a period of emergency because its effects would be 
so much worse at some other time. As a matter of fact, this argument ignores 
the special need for maximum incentives to the emergency and the special risks 
attendant upon production in this period. 

The full effects of the House proposal, in terms of incentives and fairness, can 
only be seen when the corporate profits tax and the individual income tax are 
considered together. Not only are corporate profits subject to very steep cor- 
porate taxes but also the remainder, when distributed as dividends, is subject to 
steep individual income-tax rates. For example, suppose a corporation with no 
more income than it earned in the base period now increases its earnings by $100. 
Of this, under the House bill, $82 would go in tax. Suppose the remaining $18 
goes to a stockholder who has a $25,000-after-tax income. He then pays $10.13 
of it in individual income tax and keeps $7.87 as he whole amount left after tax 
out of the $100 earned. 

The table below shows the combined effects of the proposed corporate and 


individual taxes at various income levels, and compares the results with the tax 
on other kinds of income: 


Amount retained out of an additional $100 earned under House bill 


Corporate a ; : 
Income after tax (present law) profits, dis- Other personal 


tributed a 


$2,000. __- a $ 


18. 00 $100. 000 
$3,000 a 13. 95 77. KOO 
5,000__ 13.95 | 77. WO 
$10,000 12. 74 70. 750 
a eS eee caainkesee 7.88 43.750 
hd Rii vacant chy hein span cdsonte retell ws aint eatin 2.81 | 15, 625 
$100,000 SN a .99 5. 500 


This table reveals three things: 

1. The incentive for individuals to invest in the stock of corporate enterprise 
would be very low. 

2. The discrimination against corporate earnings as compared with other kinds 
of earnings would be tremendous. 

3. The discrimination would be greater for low-income stockholders than for 
others. 

With respect to corporate taxes we make the following recommendations: 

1. If the total revenue required is approximately the amount provided in the 
House bill there should be no increase in corporate taxes. 

2. In any case, the present combined tax of 77 percent on excess profits should 
not be increased and the excess-profits credit should not be reduced. The present 
combined normal and surtax rates of 47 percent should not be increased beyond 
50 percent. 

In view of the high rates of taxes now in effect and in prospect we urge that con- 
sideration be given to the relative taxation of cooperatives and their members as 
compared with the taxation of corporations and their stockholders. 

I should also like to call your attention to the inconsistency between the pro- 
visions of the House bill and existing law with respect to the taxation of affiliated 
corporations. The House provision limiting to one the number of surtax exemp- 
tions and excess-profits minimum credits taken by a group of related corporations 
implies that the members of the group are really one corporation for tax purposes. 
But the existing provisions for taxation of intercorporate dividends and for a 
penalty tax on consolidated returns implies that the related corporations are not 
really one corporation. 

The House bill provides about one and one-fourth billion of additional revenue 
from excise taxes. This figure includes the yield of the gambling tax, which | 
assume has largely nonfiseal objectives, and the net yield of scattered reductions 
and increases which are presumably in the nature of equalizing adjustments. 
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Increased excise taxation is now the most fruitful potential source of genuinely 
anti-inflationary revenue without a seriously depressing effect upon production. 
This is especially true in view of the limits already reached or approached by other 
forms of taxation. It should be noted that since hostilities,began in Korea, Corpo- 
rate taxes have been increased 40 percent, individual income taxes 17 percent and 
excises about 1 percent. 

We recommend, therefore, assuming revenue needs of the approximate size 
tentatively used here, that about $2.75 billion of additional revenue should be 
raised from excises in addition to the gambling tax and the equalizing adjustments. 

In imposing additional excises it will be important to avoid placing undue 
burdens upon families with very low incomes. This can be done by a judicious 
selection of rates and objects of taxation. Certainly the amount suggests, $2.75 
billion—which is only about 1% percent of total consumers’ expenditure, can be 
raised without violating this standard.. There are a great many families, touched 
only insignificantly if at all by the personal income tax, who can in the aggregate 
make an important additional contribution to the financing of the defense program 
and the prevention of inflation. In fact, their contribution is essential because 
they constitute so large a part of the demand for consumer goods. 

It should be recognized that the purpose of additional excise taxation is not to 
cut the real amount of goods and services consumed. Consumption will be cut, 
if at all, by the requirements of the defense program. The purpose of additional 
excise taxation, as of other kinds of taxation, is to reduce the demand for con- 
sumption goods to the supply that is available. The effect of higher excises will 
not be to reduce the amount of consumers’ goods purchased. The effect will be 
to clamp down the inflationary spiral by taking part of the price for the Treasury 
rather than leaving it in the private income stream where it can continue to bid up 
prices. 

There are two main methods that may be followed in raising excise taxes. One 
is to raise the rates on items already subject to tax. The other is to broaden the 
coverage of excise taxes by applying them to commodities not now taxed. 

Last spring when revenue needs appeared much larger than they now do, we 
recommended use of both of these methods. We suggested that $5 billion of 
additional revenue be raised from excises, evenly divided between new taxes and 
higher rates on old taxes. Now that, in our opinion, we need only about $2.75 


billion from excises we would recommend raising this amount primarily by 


broadening coverage of the excise system. 

There are two main reasons for preferring a broadening of the system rather 
than an increase in existing rates at this time. 

1. To extend the coverage would be less discriminating against the industries 
and consumers already taxed than to raise the existing rates without extending 
coverage. 

2. Last spring it appeared that the excess of demand would be especially large 
and especially concentrated on a category of items already subject to tax—namely 
automobiles and other consumers’ durables. Under these conditions higher 
taxation of these goods was recommended as a means of reducing this concentrated 
excess of demand. Now for a number of reasons the prospective excess of demand 
in these lines appears smaller and less certain. Therefore we would not now 
recommend the singling out of these items for special treatment. 

Federal excises are now levied on items that account for about 25 percent of 
consumers’ expenditures, at rates ranging from 4 to 40 percent in terms of retail 
price. Another 50 percent of consumers’ expenditures consist of items, such as food 
and housing, that should not now be taxed in order to safeguard the very lowest 
incomes or items that are difficult to handle administratively. This leaves about 
25 percent of expenditures not now taxed and potentially eligible for new Federal 
taxation—the main items being clothing and household furnishings. 

We suggest a tax on the eligible items not now taxed—which would cover 
mainly items in the following categories: clothing, housefurnishings, personal care 
and items of transportation and recreation not now taxed. In addition to sales 
of new items the tax would apply to sales of second-hand items in the same 
categories and to second-hand sales of items already subject to Federal excises— 
such as automobiles. A tax rate of 5 percent of the retail price would raise about 
$2.75 billion. We suggest imposition of the tax at retail so that it will be uniform 
in its effect and clearly visible to the taxpayer. However, if there should be 
strong administrative reason for imposing the tax on any of these items at the 
manufacturers’ level this could be done, with appropriate adjustment of the rate. 

It is, of course, fundamental to taxpolicy and stabilization policy that the new 
or increased excises should be excluded from the measurement of the cost of 
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living in any ‘controls that link permitted wage increases to the cost of living. 
The purpose of linking permitted wage increases to the cost of living is to permit 
achievement of equitable relations between wages and other private shares in 
the national income. It is not to enable anyone to escape the share of the defense 
burden that congressional tax legislation would impose upon him. Similarly, 
increased corporate profits and income taxes should be excluded in any considera- 
tion of allowable price increases. 

In recommending reliance primarily upon a new broad-based excise tax we do 
not want to rule out, of course, such adjustments in the existing rates as the 
Congress may find desirable for the sake of equalization and equity. However, we 
are doubtful whether in general a series of isolated ad hoc adjustments made in 
the heat and rush of a general revenue bill corrects more discriminations than it 
creates. Therefore, we recommend that after this bill is passed the Joint Com- 
mittee on Internal Revenue Taxation initiate a study of Federal excises with a 
view to rationalizing the structure at the earliest appropriate time. 

I have not discussed here a number of provisions of the House bill classified bh 
the Ways and Means Committee as “structural changes.’’ Most of these have 
not been studied by CED. We have, however, considered the proposed with- 
holding of income tax on dividends and approve it as a logical way of improving 
the operation of the income-tax system, provided that it can be handled without 
excessive cost for the collection of small amounts of revenue. In adding up the 
yield of our suggestions we shall include the structural changes adopted by the 
House, without endorsing them on behalf of CED. 


CED tax program (assuming revenue need approximately equal to House bill) 


Full year yield 
Recommended by CED: (millions ) 
5 percent additional tax on disposable personal income $3, 650 
5-percent retail excise ! 
WwW ithholding on div idends____- 
House provisions included without endorsement: 
Other structural vhimsaasy a ee oie are 
Gambling tax__--_-- 
“Equalizing” 


Total 
? Excludes food, housing, items already subject to tax, and certain other items. 


In developing these tax recommendations the CED has tried to face the facts 
of our current national situation and to formulate a program that will serve the 
paramount interests of all the American people in controlling inflation and 
stimulating production. Only by sticking to this line is it possible to avoid the 
twin evils of demagoguery and special pleading and arrive at a policy that truly 
advances the common welfare. 


COMMITTEE FOR ECONOMIC DEVELOPMENT RESEARCH AND POLICY COMMITTEE 


Meyer Kestnbaum, chairman, president, Hart, Schaffner & Marx, 36 South 
Franklin Street, Chicago 6, II. 

Beardsley Ruml, vice chairman, 630 Fifth Avenue, New York 20, N. Y. 

John D. Biggers, president, Libbey-Owens-Ford Glass Co., Toledo, Ohio. 

James F. Brownlee, partner, J. H. Whitney & Co., 630 Fifth Avenue, New York 
a N. Y. 
. Bay ard Colgate, chairman of the board, Colgate-Palmolive-Peet Co., 60 East 
a eae -second Street, New York 17, N. Y. 

8. Sloan Colt, president, Bankers Trust Co., 16 Wall Street, New York 5, N. Y. 

Gardner Cowles, president, Des Moines’ Register & Tribune, and Cowles 
Magazines, Inc., 488 Madison Avenue, New York 22, Y. 

Jay E. Crane, vice president, Standard Oil Co. (New oes 30 Rockefeller 
Plaza, New York 20, N. Y. 

Horlow H. Curtice, executive vice president, General Motors Corp., Detroit, 
Mich. 

D. W. Figgis, chairman of the board, American Can Co., 100 Park Avenue, New 
York 17, N. Y. 

Marion B. Folsom, treasurer, Eastman Kodak Co., Rochester, N. Y. 

Clarence Francis, chairman of the board, General Foods Corp., 250 Park Avenue, 
New York 17, N. Y. 
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— L. Graham, president and publisher, the Washington Post, Washington 5 

ie On 

John M. Hancock, partner, Lehman Bros., 1 William Street, New York 4, N. Y. 

George L. Harrison, chairman of the board, New York life Insurance Co., 51 
Madison Avenue, New York 10, N. Y. 

Robert Heller, president, Robert Heller & Associates, Inc., Union Commerce 
Building, Cleveland 14, Ohio. 

Jay C. Hormel, chairman of the board, George A. Hormel & Co., Austin, Minn. 

Amory Houghton, chairman of the board, Corning Glass Works, Corning, N. Y. 

Thomas Roy Jones, president, Daystrom, Inc., 200 Elmora Avenue, Elizabeth, 
a 

Ernest Kanzler, chairman of the board, Universal CIT Credit Corp., 1700 United 
Artists Building, Detroit 26, Mich. 

Roy E. Larsen, president, Time, Inc., Time and Life Building, Rockefeller Center, 
New York 20, N. Y. 

Fred Lazarus, Jr., president, Federated Department Stores, Inc., Federated 
Building, Cincinnati 2, Ohio. 

Thomas B. MeCabe, president, Scott Paper Co., Front and Market Streets, 
Chester, Pa. 

Fowler McCormick, director, International Harvester Co., 180 North Michigan 
Avenue, Chicago 1, Ill. 

W. A. Patterson, president, United Air Lines, United Air Lines Building, 
Chicago 38, Il. 

Philip D. Reed, chairman of the board, General Electrie Co., 570 Lexington 
Avenue, New York 22, N. Y. 

Nelson A. Rockefeller, 30 Rockefeller Plaza, New York 20, N. Y. 

Harry Scherman, chairman of the board, Book-of-the-Month Club, 100 Sixth 
Avenue, New York 13, N. Y. 

S. Abbot Smith, president, Thomas Strahan Co., Chelsea, Mass. 

H. Christian Sonne, partner Amsinck, Sonne & Co., 96 Wall Street, New York 5, 
B.S 

J. Cameron Thomson, president, Northwest Bancorporation, 1215 Northwestern 
Bank Building, Minneapolis 2, Minn. 

W. Walter Williams, president, Continental, Inc., 810 Second Avenue, Seattle 4, 
Wash. 

Theodore O. Yntema, vice president, finance, Ford Motor Co., 3000 Schaefer 
Road, Dearborn, Mich. 

J. D. Zellerbach, president, Crown-Zellerbach Corp., 343 Sansome Street, San 
Francisco 19, Calif. 


’ 


Senator Hory. The committee will recess until 10 o’clock tomorrow 
morning. 

(Thereupon, at 4:45p.m., the committee recessed, to reconvene 
at 10 a. m., Wednesday, July 11, 1951.) 
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WEDNESDAY, JULY 11, 1951 


CoMMITTEE ON FINANCE, 
UNITED STATES SENATE, 
Washington, D. C. 
The committee met, pursuant to recess, at 10 o’clock a. m., in room 
312, Senate Office Building, Senator Walter F. 
presiding. 
Present: Senators George (chairman), Hoey, Kerr, Frear, Millikin, 
Taft, Butler (Nebraska), Williams, and Flanders. 
Also present: Elizabeth B. Springer, chief clerk. Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 
The CuarrmMan. The committee will come to order. 
Mr. Elder, you may have a seat if you wish, sir, please. 
Mr. Exper. Thank you, sir. 
The Cuarrman. Identify yourself for the record. 


George (chairman) 


STATEMENT OF ARTHUR A. ELDER, TAX CONSULTANT, AMERICAN 
FEDERATION OF LABOR 


Mr. Eiprer. My name is Elder, Arthur A. Elder. I am tax con- 
sultant for the American Federation of Labor. 

L appreciate this opportunity, Mr. Chairman, to place the views of 
the American Federation of Labor before the members of your com- 
mittee. 

On February 16 the views of the American Federation of Labor 
regarding the proposals for revenue increases then under consideration 
were presented to the House Ways and Means Committee. At that 
time the President and Secretary Snyder joined in recommending 
that action be taken at once. They urged that revenue be increased 
immediately by $10 billion yearly, with the possibility that an addi- 
tional $6 billion might be required as soon as total expenditure needs 
were definitely known. 

H. R. 4473 which is estimated to yield $6.83 billion in additional 
revenue is now before your committee for consideration. Secretary 
Snyder has testified that H. R. 4473 is deficient in that it provides 
for $3.92 billion less than is needed to keep the Federal budget in 
balance. 

Specifically, the Secretary of the Treasury challenged the wisdom 
of the House action in cutting the recommended increases in excise 
taxes and personal income taxes. He questioned both the timeliness 
and equity of the tax reduction proposals embodied in the House bill. 
Finally, he urged that any tax revenue increase approved be made 


effective as speedily as posisble. These several matters will be dis- 
cussed in detail. 
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We would like, first, to address ourselves to the proposed excise tax 
increases. 

Neither the Secretary of the Treasury nor anyone else to our 
knowledge has ‘ustified the proposal to raise any substantial amount 
of the needed revenue increase from excise taxes. The American 
Federation of Labor was unequivocally opposed to the Secretary's 
initial proposal that $3.25 billion in additional excise taxes be levied: 
we wish at this time to sae our opposition to the provision of the 
House bill that would increase revenue from excise taxes by approx- 
imately $1 billion. 

Since the need for checking inflation has been termed the first 
objective of any sound tax increase measure at this time, we fail to 
see how that objective will be achieved by taxes that will increase 
the price of goods to consumers, that will inevitably be reflected in 
increased living costs, higher mark-ups, profits, and demands for 
wage raises. No reputable economist can deny that a very important 
contributory factor in the inflationary tendencies that have gathered 
momentum since 1945 is the fact that taxes on consumers have risen 
approximately $5 billion yearly at all levels of government. 

Moreover, the record would seem to indicate that those who advo- 
cate additional excise taxes, manufacturers taxes, and sales taxes as 
a means of discouraging consumption do so either with tongue in 
cheek or out of ignorance. Experience has shown that in times of 
high employment and production excise taxes levied with a view to 
raising revenue have not appreciably discouraged consumption of 
commodities and/or services. Naturally, in combination with high 
prices, such taxes will operate to further depress the living standards 
of more than half of the American families with incomes of less than 
$3,000 a year. 

Senator Miiurxrn. Mr. Chairman, may I ask a question, please? 
I noticed you say that experience has shown that in times of high 
employment and production excise taxes levied with a view to 
raising revenue have not appreciably discouraged consumption of 
commodities and/or services. 

Mr. Exper. Yes. 

Senator Mruxikin. You also said that naturally, in combination 
with high prices, such taxes will operate to further depress the living 
standards of more than half of the American families with incomes 
of less than $3,000 a year. 

If they do not appreciably discourage consumption, how do they 
depress the living standards? 

Mr. Exper. I think I will come to that later, Senator. I think, 
in the next paragraph, as a matter of fact, I touch on that. 

Senator Mruurxry. All right. 

Mr. Exper. The 40 percent of the spending units in the income 
groups above $3,200 bought approximately 70 percent of all durable 
goods, 64 percent of the food, 73 percent of all liquor, and 66% percent 
of the tobacco, and still managed to accumulate 80 percent of all 
savings in 1949. These figures are from Report No. 210 of the 
Congressional Joint Committee on the Economic Report. 

Now that, it seems to me, Senator, if I may say, ties Into your 
question. 

Senator Mriiiixrn. Give me an answer to this, if you ean. 

Mr. Exper. Yes. 
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Senator Mirurxrn. Tell me the percentage of purchases by the 
income brackets from $3,200 to $5,000. 

Mr. Exper. I could not. I do not know that there are any break- 
downs. I suppose breakdowns could be made. I do not have it. 

Senator Mriiurkin. If you happen to run across a breakdown, will 
you mail it in? 

Mr. Exper. I certainly will, Senator. 

It should be obvious, therefore, that while increased excise taxes 
may operate to depress the standard of living and curtail consumption 
of those in the lower income groups, they will have little or no effect 
on the spending of those in the upper income groups who do the bulk 
of the spending for durable goods and commodities in short supply. 
It would seem much more logical to assume that excessive spending 
by this group could be much more easily controlled by more effective 
personel income tax rates than have yet been proposed. 

We sincerely trust that the members of your committee will oppose 
any increase in present excise tax rates or the enactment of any new 
excise taxes and that in the consideration of any future tax reduction 
measure first priority will be given to the elimination of war emergency 
imposed excise taxes. 

Senator Miiuik1n. When you refer to excise taxes, are you referring 
also to sales taxes? 

Mr. Exvper. Yes. 

I would like next to address myself to a discussion of the personal 
income taxes, if 1 may, Mr. Chairman. 

The CHAIRMAN. Yes, sir. 

Mr. Euper. The Secretary of the Treasury has pointed out that the 
House bill in adding 12% percent ot tax liability under the present 
personal income tax law would fall $905 million short of the yield 
estimated from the 4 percentage point increase as recommended by 
him. 

Under the existing rate schedule it is obvious that the percentage 
increase in tax liability approved by the House would be preferable 
to the 4 percentage point increase in the rate schedule, as recom- 
mended by the Treasury. Those in the first income bracket, for 
example, would have a 20 percent increase under the Treasury pro- 
posal. This is certainly excessive, bearing in mind the current ab- 
normally high living costs and the general recognition that those in 
the income groups below $3,000 are already paying a disproportionate 
share of the total tax bill. We would urge that those with net taxable 
income up to $1,000 be given a tax credit equal to the amount of any 
proposed increase and that any increase on net income between $1,000 
and $2,000 be limited to the 124% percent provided in the House bill. 

I would like, if I may, in this connection, to point out to the mem- 
bers of this committee that we are not proposing any tax reduction at 
this time. We are merely proposing that the first $1,000 of net tax- 
able income be given a tax credit equal to the amount ofwhat ever 
increase is proposed. If it is a perventage increase of 12% percent, we 
suggest that that percentage of tax credit be allowed to these people 
in this income group. 

Senator Minuikin. On that assumption, how much revenue would 
be involved? 

Mr. Exper. Very little. I think the Treasury figures show that 
that first group up to $1,000—-something in the neighborhood of about 
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$45 million are being collected now, and we are proposing, of course, 
that this tax credit be applied only to the increase, not to the present 
taxes. 

Senator Miiurkrn. Let me ask you, what percentage of the income 
of the country is in the bracket from $3,000 down? 

Mr. Exper. Well, approximately half, I should say, about half. 

Senator Miuurxrn. Are they paying half of the income taxes? 

Mr. Exper. No, they are not. But on a proportional basis, | 
think, as my paper develops, that we will show that they are paying 
much more than is reasonable that they should be expected to pay. 
Senator MriuuiKin. I will be glad to hear what vou have to say on 
that. 

Mr. Evper. Yes. 

Senator Miturkry. But it seems to me that—well, you have said 
that vou have referred to income groups below $3,000. 

Mr. Exper. That is rigbt. 

Senator Mituikin. And you have stated tbat they are already 
paying a disproportional share of the total tax burden. 

Mr. Exper. That is right. 

Senator Miiiikin. You mean disproportional in the sense of the 
justice of the situation? 

Mr. Eitprer. That is right, in terms of equity. 

Senator Miuurkin. All right. 

Mr. Etper. On net incomes of from $2,000 to $3,000, the 1 per- 
centage point increase suggested by the Secretary we believe should be 
supplemented by the 12}: percent increase proposed in the House bill. 
I think the members of the committee will remember that the Secre- 
tary proposed a general 1 percentage point increase to apply over the 
entire rate schedule, plus the addition of the 12 percent proposed by 
the Treasury. 

We are suggesting here that a 1 percentage point increase be applied 
to the net income of between $2,000 and $3,000. 

Then, our further suggestion is that a 2 percentage point increase 
for net income in all brackets above $3,000 supple mented by the 12% 
percent proposed by the House bill within the over-all—there is a 
mistake there. It should be 90 percent instead of 20 percent—within 
the over-all 90 percent limits approved by the House and the Treasury 
would probably yield revenue considerably in excess of that originally 
requested by Secretary Snyder. This increased yield, however, would 
offset deficiencies that might result from the decision not to lev) 
additional excise taxes. The 2 percentage point increase would apply 
to those income groups which are responsible for the bulk of the 
inflationary spending and thus would be more effective as well as more 
equitable than any excise tax that might be proposed. 

We would like to address ourselves to the problem that has been 
occasioned to the Treasury as well as to the Congress in the matter of 
framing legislation to provide adequate revenue because of the opera- 
tion of the split income provision. 

Examination of the data submitted regarding the effective individual 
income-tax rates on a single person with one dependent, a head of a 
household with one dependent, and on a married couple filing a joint 
return, under H. R. 4473 shows that on net income before exemption 
the percentage of income paid in income tax by the three taxpayers 
will be identical on incomes up to $3,000. Above that income level, 
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the tax advantage of the head of the household and the married couple 
filing joint returns will increase until at $8,000 income level the single 
person will pay $1,800 in tax, the head of a household will pay $1,696, 
and the married couple will pay $1,592. At $50,000 income, the single 
person will pay $29,200, the head of a household $25,600, and the 
married couple $22,050. At the $100,000 income level, the single 
person will pay $14,900 more in income tax than the married couple 
filing the joint return. 

The members of our organization can find neither logic nor equity 
in a tax measure which intrenches more firmly the polic: v of limiting 
exemptions of married couples with incomes below $3,600 and single 
persons at all levels of income to their dependency and pe rsonal exemp- 
tions, while allowing married couples in the income brackets from 
$5,000 to $100,000 to pay as much as 25 percent less in taxes than they 
should pay. 

Senator Minirkin. When you say what they should pay 

Mr. Exper. That is right. 

Senator Miiurkin. That is on the assumption that the present or 
some past level is the correct level? 

Mr. Exper. That is right. 

Senator Minuikin. Yes. 

Mr. Exper. It is our considered opinion that the members of your 
committee should consider no tax increase on either single persons or 
married couples in the income groups below $3,600 until and unless 
the present differential favoring married counles filing joint returns is 
eliminated. Its elimination would remove the pretext for extending 
similar concessions to other taxpayers at a prospective loss in revenue 
of $45 million, as proposed in the House bill. 

If I may refer to this point, it happens that several years ago, in 
connection with the committee that was set up by the House under 
the chairmanship of Representative Knutson who at that time was 
chairman of the House Ways and Means Committee, I had the privi- 
lege of representing the American Federation of Labor and of filing 
on behalf of the American Federation of Labor a minority report. 

Now, during the discussions of that committee, a very large pro- 
portion of the time was given to discussing this business of the joint 
returns, and the contention of those members of the committee who 
very strongly advocated the adoption of the split income provision, 
was not that they wished to cut the revenue of the Federal Govern- 
ment. Their contention rather was that they were interested in 
equity as between the members of one certain group of taxpayers. 

Well now it would seem to me with that equity having been achiev ed, 
when we are considering tax measures that involve the total ec onomy, 
we should recognize that that particular group is enjoying, bee aUse 
of that action that was taken by Congress at that time, tax advantage 
that bears unduly on the other taxpayers in the economy who do not 
share the benefit of that particular provision. 

Senator Minurkin. Take the paragraph that you have just finished 
reading; take the married couple with $8,000 in income level, they pay 
$1,592 in taxes. 

Mr. Exper. That is right. 

Senator Miuurkrn. That is about 22 percent—— 

Mr. Exper. That is right. 

Senator MILLIKIN (continuing). Of the income. 
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Now, go up to the $50,000 bracket. The head of the household 
pays $25,000. 

Mr. Exper. That is under the House bill, Senator. 

Senator MiLuikin. Yes. 

Mr. Exper. Yes. 

Senator Miniikrn. He pays $25,600. 

Mr. Exper. Yes. 

Senator MiLuikin. That is 50 percent. What will it be after 
$100,000? 

Mr. Exper. After $100,000, the single person will pay approxi- 
mately $15,000 more than the—— 

Senator MiLuikin. What would the married couple pay? 

Mr. Extprr. The exact amount? 

Senator Miiurkrin. Yes. 

Mr. Exper. Well, that is in the Treasury table. 

Senator Mityikin. What is it? You have the rest of the figures, 
but when you come to the $100,000, you do not say what they are 
paying. 

Mr. Exper. I can check up on that very quickly. 

At $100,000, the single person will pay an effective tax rate of 
$74,300; the head of the household will pay $66,800, and the married 
couple filing the joint return will pay $59,400. 

Senator Mruuixrn. Right. So you have got a tax that graduates 
from 22 percent of the total——— 

Mr. Exper. Yes. 

Senator MILLIKIN (continuing). Up to 59 percent of the total. 
Isn’t that enough progression to suit you? 

Mr. Exper. Well, of course, it depends on where you start, Senator. 
It seems to me that if you are thinking of—you speak of 22 percent, 
but—— 

Senator MItuiKin. I mean, you are talking about the basic equities. 

Mr. Exper. Yes. 

Senator MILuiKkin. I mean if we are going to talk about the basic 
equities, if you are talking about the basic equities, does not a tax 
that graduates from 22 percent of the whole up to 59 percent in the 
range of figures that you have mentioned, satisfy your sense of equity? 

Mr. Exper. Senator, I am not discussing the schedule. I am dis- 
cussing the inconsistencies between the schedule or the injustices 
within the schedule. 

Senator Kerr. Are you a married man? 

Mr. E_prr. What is that? 

Senator Kerr. Are you a married man? 

Mr. Exper. Yes. 

Senator Kerr. Well, do you subscribe to the theory that two can 
live as cheaply as one? 

Mr. Exvprer. Two people can usually live more cheaply in one house- 
hold than the same two people could in separate establishments. As 
a matter of fact, I have had an experience—I bave had the experience 
under these several different categories that I referred to. 

Senator Kerr. You have not been married but once, have you? 

Mr. Exper. I have been a single person with dependents; I have 
been the head of the household with dependents, and I also have 
been married, and if you are talking in terms of expenses, I can tell 
you that my expenses as a single person with dependents, maintaining 
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people in a separate locality, in a different locality, my experiences 
with respect to expense in that category was that the expenses were 
higher than my expenses now are as a married person; and | think if 
you check up witb people you will find that generally that is so, 
because people with separate dependents usually are put to expenses 
of maintaining separate establishments, and the maintaining of 
separate establishments is a costly business. 

I think any of you who have been put to that expense recognize 
that that is a fact, and it is on that basis that I am saying that within 
this category—and this is entirely apart, Senator, from ‘the question 
of the equity of the over-all progression—but within that particular 
category or apy category there is definite discrimination against the 
single person under the proposal of the-—— 

Senator Miuurkrn. I am not quarreling with that contention. 

Mr. Exper. Yes. The elimination of the preferential treatment 
enjoyed by married taxpayers in the upper income group would result 
in an additional revenue of from $1.9 to $2.5 billion. 

Senator Miniikin. Senator Kerr directed the question to you. 

Mr. Ex_per. Pardon me, Senator. Did I take care of that? 

Senator Kerr. You had begun to describe yourself as a single man 
with dependents. 

Mr. Evper. That is right. 

Senator Kerr. And a single man as the head of a household, and 
you either got me confused or embarrassed at your statement, and I 
thought probably the cross-examination should go no further, and 
that is all right. Don’t tell anything that you do not want to. 
[Laughter]. 

Mr. Exper. You are wondering about the separate establishments? 

Senator Kerr. No, not at all. [Laugh*er.] It just illustrates how 
asv a man can get into trouble by asking another man personal 
questions. 

Mr. Exper. I do not care how far you go, Senator. 

Senator Kerr. No, no. [Laughter.] I do not blame you for 
hesitating, and I would not probe at all. It is certainly none of my 
business. 

Senator MILuikin. I imagine a single man with several establish- 
ments would find himself in difficulty. [Laughter.] 

Senator Kerr. I had often been told that the more establishments 
a single man had the more expensive it was. 

Mr. Exper. Naturally. 

Senator Kerr. Yes. [Laughter.] 

Mr. Exper. I was not thinking of plural beyond two. I can con- 
ceive of situations, of course, in which you may run this up. 

Senator Kerr. You put whatever limitation on your remarks you 
want to. [Laughter.] 

Mr. Erper. You will notice that it just happens that I choose the 
single person with one dependent. I might have, in line with the dis- 
cussion, chosen the single person with five dependents. 

Senator Kerr. You know how the split income provision came to 
be passed, do you not? 

Mr. Exper. Oh, ves, I have an idea about the pressures, and so on. 

Senator Kerr. You know it was brought about by reason of the 
fact that many of the States had community property laws and where 
they did have the practical result of the community property law 
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was to give the citizens in that State the benefit of a split income return. 

Mr. Exper. I recognize, Senator, that that was the story, but ] 
also know that there were a number—— 

Senator Kerr. Did you recognize it as a fact? 

Mr. Exper. Well, it was a fact that could have been taken care of 
in different ways, in my opinion. There is a difference of opinion 
on that. 

The elimination of the preferential treatment enjoyed by married 
taxpayers in the upper income groups would result in an additional 
revenue of from $1.9 to $2.5 billion; and when I say this, Senator, | 
contend that this could be done without violence to that principle, 
which was the justification for the split income, in the first place. 

This amount added to increased revenue that would result from a 

and 2 percent increase in scheduled rates, combined with the 12% 
percent increase proposed in the House bill, would result in increasing 
the revenue from the personal income tax by $6.4 to $7 billion, 
rather than the $3.8 billion initially proposed by the Treasury or the 
$2.9 billion contemplated in the House bill. 

I would next wish to address myself to the revenue-losing provisions 
as incorporated in the House bill. 

Our sorry experience with revenue losses and resulting inequities in 
the income and estate tax field through the adoption of legislation 
granting special concession to certain taxpayers would argue against 
hasty consideration and/or adoption of revenue-losing provisions pro- 
posed in the House bill. Some of these proposals, such as the in- 
creased percentage depletion allowances, application of low rate 
capital gain rates to coal royalties, and the validation of family 
partnerships we condemn and oppose as opening up further loopholes 
which should be eliminated. 

We have already indicated opposition to the proposal that benefits 
conferred by the personal income tax to married couples should be 
extended to heads of households. In the interest of expediting the 
enactment of needed legislation increasing revenue, we would urge 
that all revenue-losing provisions that do not involve manifest and 
unquestioned injustices be deferred for consideration in connection 
with future legislation. 

We would next like to comment on the corporation tax provision 
In view of current estimates that corporate profits before taxes will 
reach $45 billion, exceeding the 1950 revenue by $4 billion, there 
would seem to be no reason for proposing a reduction of $570 million 
in the revenue requested by the Treasury. Neither dividends nor 
undistributed profits would be substantially curtailed if the revenue 
requested were approved. 

We endorsed the Treasury proposal for an ipcrease in the alterna- 
tive capital gains rate of from 25 to 37% percent in our appearance 
before the House committee, and at this time would urge your com- 
mittee to amend the House bill in line with the Treasury recommenda- 
tion so that some $360 million in additional revenue may be realized. 

There are some general considerations with regard to H. R. 4473 
which we would like to bring to the attention of the members of the 
committee. 

The $6.4 to $7 billion increase from personal taxes, the $3.2 billion 
in increased corporate taxes, and the $440 million increase from capital 
gains tax on corporations and individuals which we have referred to 
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previously, would provide the amount of revenue required. With 
personal income running at an annual rate of close to $245 billion, 
there is every argument for concentrating tax increases on personal 
and corporate income at this time. 

Additional revenue of from $1 billion to $1.5 billion vearly could 
be secured through integration of estate and gift tax rates and some 
changes in exemption and rate schedules. Because of the fact that 
in a period of mounting tax rates in virtually every other tax category 
income from estate and gift taxes has shown a consistent decline 
relative to the yield from other taxes, we urge your committee to 
give earnest consideration to amendments necessary to reestablish 
tax revenue from estates and gifts on a substantial basis. 

Senator Kerr. How much do you think we would be justified in 
increasing the mortality rate? 

Mr. Ex_prer. The mortality rate? 

Senator Kerr. Yes. 

Mr. Exper. | would not want to hurry that up at all. 

Senator Kerr. That would be a very effective way to accelerate 
the collection of inheritance taxes. [Laughter] 

Mr. Exper. It depends on how it worked out. [Laughter.] 

Senator Kerr. How would you do it? 

Mr. Exper. Well, Senator, I was told that I was limited to 20 
minutes, that I would be limited in my presentation. 1 would have 
spelled all of these proposals out, and I am prepared to present 
written proposals with regard to any and all of these. 

Senator Kerr. Would you do that? 

Mr. Exper. [| certainly will. 

(The information referred to, subsequently submitted, is as follows: 


Tentative estimated possible increase in revenue from estate and gift tax 


Estimated revenue 


Reduce exemption from $60,000 to $30,000. - $150, 000, 000 
Increase rates from 3 to 7 percent on first $10,000 net to 16) 

percent 
Inerease rates on $30,000 to $40,000 from 18 to 24 percent 150. 000. 000 
Increase rates on $300,000 to $400,000 from 32 to 45 percent 50, . 
Increase rates on $1 million to $2'4 million from 39 to 63 percent 
Increase rates on $244 million and over to 77 percent 
tecapture revenue lost through marital deduction through 


rate revision 375, 000, 000 
Integration of estate and gift tax schedules ? 
Closing various loopholes involving trusts, ete_-- 75, 000, 000 


1 $1, 050, 000, 000 


1 Above estimate might prove conservative if amendments were adopted and present levels of income 
continued. 


Senator Kerr. You did not expect to give a 35-minute paper in 
20 minutes, did you? 

Mr. Exper. I could read it, I think, in 20 minutes. I timed myself, 
as a matter of fact, in working on these things. 

The House bill, in our opinion, does not adequately recognize the 
present situation which finds low-income taxpayers paying a dispro- 
portionately large share of the tax load at a time when living costs 
have reached excessive heights. Several provisions in the House bill 
would still further increase this tax burden without providing the 
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necessary revenue, In our opinion, the principle on which the revenue 
bill now under consideration should be built was indicated on page 7 
of the Report No. 210—the Report of the Joint Congressional 
Committee on the Economic Report, issued on April 2 of the present 
year in the following statement: 

Thus, for example, Whatever tax proposals are advanced for consideration 
should take cognizance of the fact that the people in the lower income brackets, 
that is to say, the people with incomes of $3,000 a year or less, are already over- 
burdened, as is spelled out in the staff materials attached hereto, by the increased 
cost of living and the present level of taxes. The Government cannot look to 
them for any substantial new revenue. The new tax bill must be directed to 
absorb surplus purchasing power where it exists. In addition to closing loopholes 
we need a tax system that seeks to eliminate all profiteering and to make impossible 
that this defense effort produce a new crop of war profiteers. 

We submit to the members of this committee that the House bill 
now before you for consideration will further burden the low-income 
taxpayers your congressional committee has declared are already 
overburdened; and further, that it will not in its present form operate 
either to absorb surplus purchasing power, close loopholes, or elimi- 
nate profiteering to any effective degree. 

Elsewhere in the congressional committee report referred to above, 
staff studies show that those in the income groups below $3000 pay 
a greater proportion of their income in taxes for the support of local 
and State governments than those in the income groups above $3,000. 
I should qualify that—up to $7,500. 

Senator Miutuikin. Where do you put that? 

Mr. Exper. Specifically, the study shows—— 

Senator MiLiikin. Where do you say that? 

Mr. Exper. That is the third paragraph, Senator, the short para- 
graph beginning with ‘‘Elsewhere in the congressional committee 
report’”’—— 

Senator Miuirkin. It should be up to $7,500? 

Mr. Exper. Up to $7,500, yes. 

Specifically, the study shows that in 1948, spending units with under 
$1,000 income paid 9.7 percent of that income in State and local 
taxes, 13.9 percent in Federal taxes—a total of 23.6 percent of their 
income going to the support of government——— 

Senator Miturkin. That includes concealed taxes? 

Mr. Exper. Concealed taxes, yes. 

Senator MILLIKIN. There were some figures here the other day, as 
I recall it, that showed about 60 percent of the taxes that are paid by 
those in this lower-income bracket that you are referring to were 
concealed taxes. 

Mr. Exper. That is right. That is true particularly at State and 
local levels, where that is so. 

Senator MILLIKIN. Those would result from the taxes imposed on 
the higher levels. 

Mr. Exper. Moreover—I skipped a sentence. Let me go back. 

Specifically, the study shows that in 1948, spending units with 
under $1,000 income paid 9.7 percent of that income in State and local 
taxes, 13.9 percent in Federal taxes—a total of 23.6 percent of their 
income going to the support of government—a higher proportion of 
their income going to taxes than for any group of the population 
except those getting $7,500 or over. Moreover, the same study 
showed that those in the income groups below $3,000 paid on the aver- 
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age, approximately as great a percentage of their income in local, State, 
and Federal taxes as those in the income group between $3,000 and 
$7,500. 

These studies, in our opinion, are important, because of the in- 
discriminate and ill-founded statements that have been made regard- 
ing the need for heavier taxation on those in the lower-income groups. 
For tax purposes at this particular time, we believe that the 52.8 
percent American families with incomes below $3,000 who in 1948 
received 23.7 percent of the income are definitely in that lower income 
category, while the 47.2 percent of the families with incomes of more 
than $3,000 who receive 76.3 percent of the total income might be 
termed in the middle and upper income groups. 

Now, I know, Senator, on that point there is some tendency on the 
part of people who are breaking down these income figures to talk in 
terms of the income groups below $5,000, and the income groups 
above $5,000. 

It does not seem to me that is fair because I think that we would 
generally concede that while many income payers in the income 
between $3,000 and $5,000 may have some difficulty in getting along 
at the present level of prices and the cost of living, that generally 
speaking their problems do not compare with the problems of a good 
half of the American people who are at the income level below $3,000. 

Moreover, since 1948 it should be realized that higher taxes— 

Senator MiILurkin. Just a moment, please. 

Mr. Expsr. Yes. 

Senator Miuurkin. Mr. Stam, have you the figures available of the 
income of people between $3, 000 and $5,000, and the percentage of 
tax that they pay? Do you have that available? 

Mr. Stam. I do not think we have it. We have the breakdown on 
$5,000 and over. We can get that for you, sir. 

Senator Mrturkin. I should think since you are establishing your 
own break-off points of $3,000, and since we have customarily used 
the $5,000, I think it would be important, as I suggested before, that 
we have statistics on what happens between $3,000 and $5,000. 

Mr. Exper. I agree to that, Senator. 

Senator MILLIKIN. Yes. 

Mr. Eiper. Moreover, since 1948 it should be realized that higher 
taxes—local, State, and national—combined with a 10-point increase 
in the cost of living, have placed those in the lower income categories 
at a still further disadvantage in their efforts to make ends meet. 

We have a section on tax policy for the defense emergency and 
beyond. Secretary Snyder has stated that the fiscal policies of State 
and local governments—— 

Senator Miuurkin. May I ask you a question? 

Mr. Exper. Yes, sir. 

Senator Mituikin. I think every member of the committee is con- 
cerned with fiscal 1953 which starts in less than a year from now, 
where I think all of the testimony supports the theory of a deficit 
of from 20 to 30 billion bollars under present rates and under the 
rates proposed by the House bill giving effectiveness to the rates 
proposed by the House bill. 

How would you meet that 20 to 30 billion dollar deficit, taxwise? 

Mr. Exper. For next year or—— 

Senator MILuikin. For the next fiscal year. 
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Mr. Exvper. For the next fiscal year? Well, Senator, I have my 
opinion. A good many other people have their opinion. I would 
not be prepared to talk in terms of billions precisely. 

I would say this, however, to the fullest extent possible we should 
try to raise every dollar of additional expenditures that are made on a 
current basis, as nearly a current basis as possible. 

Senator Miuurkin. I think most everyone would agree with you, 
short of injuring our economy. 

Mr. Exper. That is true. 

Senator Miiurkin. That still leaves unanswered how are we going 
to meet the deficit of 20 to 30 billion in 1953. 

Mr. Exper. Of course, on that, Senator, I think that we recognize 
that events move very quickly, and in the light of events, the needs 
that seem to be looming up in 1953 at the present time may be either 
more or less. 

Senator Miuurkrin. That is right. 

Mr. Eitprer. Now, back in January, I think we will remember, 
the Secretary of the Treasury and the Budget Bureau presented a 
budget which showed that we would need approximately $72 billion. 

In the light of subsequent spending, plus the fact that the tax 
revenue was more than had been anticipated under the present 
schedules, it is not necessary to think in terms of 72 billion—at least 
we are told that it is not. 

Senator Mitirkin. The latest estimates by the same people— 

Mr. Exper. Is about 68 billion. 

Senator MILLIKIN (continuing). Consider that for fiscal 1953 they 
give us figures which indicate a deficit of from 20 to 30 billion. 

Mr. Exper. Yes. 

Senator MiLirkin. Now, they may be wrong on that. 

Mr. Evper. That is true. 

Senator Mruirkin. I hope they are wrong. 

Mr. Exvper. I certainly do, too. 

Senator Miuurkin. But the »y assure us at the same time that they 
are going to adhere to the programs that will produce that deficit, 
Maybe they will not, maybe they will exceed that, but we have got to 
operate on the most stable factors that you can find, and the question 
still remains how shall be meet, in your opinin, that 20 or 30 billion 
deficit, assuming that it will oceur. 

Mr. E_per. Well, Senator, I also understand that along with those 
estimates are further estimates that in the year beyond we will be 
working at a lower level of expenditures. 

Senator Mitirkin. We will be working at approximately the present 
level. 

Mr. Exper. That is right; and beyond that, further, that we will 
be working at still a lower level. 

Senator Msiurkin. They will not go beyond that further. They 
bring us to a plateau that will run on more or less indefinitely at a rate 
of taxes under revenue estimates that will be equal to those that we 
get by the present revenue measures, plus the proposed revenue 
measures, 

Mr. Eiprr. Then, in the light of the information you give me here, 
I would say that with regard to that peak, the 1953 peak, that to 
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plan tax adjustments for the 1 year that might really be crippling, 
would not be good business. 

Senator MIuurikin. Yes. 

Mr. Exper. And that it would be advisable to think in terms of 
taking a portion of what we do not feel can be absorbed by the economy 
and spread that over this period of the plateau, if you will. 

Senator Mitiikin. Which would mean adding— 

Mr. Exiprer. Adding that——— 

Senator Mr.urkrn (continuing). To the estimates of the present 
bill. 

Mr. Exper. That is right. 

Secretary Snyder has stated that the fiscal policies of State and local 
governments can give effective support to the Federal Government’s 
programs. ‘The American Federation of Labor agrees that unneces- 
sary and postponable expenditures at all levels of government must 
be avoided at this time. 

However, we have reason to know that State and local units of 
government have been confronted with rising costs for services, 
minimum replacement needs, and absolutely unavoidable capital 
costs. Schools, hospitals, police and fire protection, welfare, sanita- 
tion, maintenance of highways and bridges are close to the lives of 
our American people. Total taxes necessary for their support have 
increased from $9.6 billion in 1942 to approximately $17.0 billion in 
1950, an increase of 77 percent. The bulk of State and local revenue 
comes from the more regressive taxes. We need not be surprised, 
therefore, when we learn that the study referred to earlier showed 
the following percentage of income going to the support of local and 
State government at various levels of income. 

Senator Mruuikin. Let me ask you a question, please. 

Do you not believe that, roughly during this emergency or war 
or whatever you want to call it, that the States will duplicate the 
experience which they had during World War II where they were 
piling up very large surpluses, for the simple reason that they will 
not be able to get the material and labor on which to spend the 
revenue? 

Mr. Exper. Well, Senator, I would agree with that if we had 
controls that were effective. 

Defective as those World War II controls were, they were so far— 
in my opinion again—superior to anything that we have at the 
present time that it is not funny. 

Senator Miuuikin. Well I am not laughing. [Laughter.] 

Mr. Exper. So, I would say that that depends. I think with 
controls as they are, that you will find that States that are com- 
mitted to hospital programs, as long as they get their materials, are 
going ahead with those hospital programs. 

Senator Minirkin. I happen to know of a considerable recession in 
spending plans in some of the States. 

Mr. Exper. I know that is true. 

Senator MILLIKIN. They may not develop the same magnitude of 
surpluses of World War II until we have tighter controls —— 

Mr. Exper. That is right. 

Senator MILLIKIN (continuing). But I believe that, roughly speak- 
ing, some of that World War II experience will be duplicated, and 
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that States will wind up with unexpendable money and, therefore, 
it will be a surplus. 

Mr. Exper. Well, I hope you are right. I have not seen enough 
of it to make me feel that will work out that way in an over-all 
fashion. 

rT. ‘ . . . 

rhen, Senator, there is this table, which shows the percentage of 
income at various levels that is going to support the local and State 
governments. 

1948 tax payments as percent of income 
Percent of 
income to 
State and 


, rea local govern. 
Spending unit income bracket: ment taxes 


Unde or $l ,000 


$5,000 to $7499 . mY eS eee 
I a ee al. aims ott. 5 


You will notice that in the income category of the spending units 
under $1,000, the estimate of the proportion of revenue going for 
State and local government is 9.7 percent, and then increasing as 
the income increases, you will note that the percentage of income 
going for the support of State and local government decreases, until 
when you get above $7,500, the percentage is 5.5 percent, as con- 
trasted with the 9.7 percent shown for the first level of income. 

Senator Kerr. Do you have the percentage there of income of 
these income brackets that goes to Federal taxes? 

Mr. Exper. Yes, that is shown, Senator, in this Report No. 210 of 
the congressional document. 

Senator Kerr. I thought maybe I could just put it down here on 
this sheet of paper, if you have got it there. 

Mr. Extvrr. No, I do not have it in my testimony. 

The above facts, in the opinion of our members, constitute com- 
pelling reasons why the Federal Government should avoid additional 
regressive taxation that would further burden low-income-group tax- 
payers. 

Senator Miiurkin. May I ask whether another short way of say- 
ing that would be that you oppose the further extension of excise 
taxes at the manufacturer’s level, and you oppose sales taxes? 

Mr. Exper. That is right, as well as retail taxes. 

Moreover, they would ‘also seem to underscore the responsibility of 
the Federal Government for using its greater taxing power to enable 
States and local units to provide their services more adequately and 
with a greater degree of equity than they now are being provided. In 
our opinion there is real question as to whether the Federal Govern- 
ment has paid due regard to the revenue needs of the States and local 
governments in the shaping of its tax policy. 

Our citizens recognize the necessity for wholehearted support of the 
defense program at “home and abroad financed through the machinery 
of the Federal Government. The services at home financed through 
our local and State governments are not a whit less essential to that 
defense. 

It is our sincere hope ‘that your committee will take necessary 
action to provide increased revenue at the earliest possible date in the 
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amount and of the character demanded by the emergency now con- 
fronting us. Looking toward the future, we would urge that your 
committee in cooperation with the proper committee in the House 
initiate studies of a practical nature directed at eliminating existing 
competition among units of government and between the several 
levels of government in the tax field. 

Senator MILLIKIN. Is not the general effect of what you are say- 
ing that if you want to increase the revenues at home available for 
expenditure at home and under home control, you have got to de- 
crease the amount of Federal taxes siphoned from the States? 

Mr. Exper. Well, eventually it might mean that, Senator. 

Senator Miiuikin. Well, it could not mean any other way. 

Mr. Exper. No, that is true. 

Senator Minturkin. Thank you. 

Mr. Exvper. Mr. Chairman, I appreciate the time that your com- 
mittee has accorded me. 

The CHarrman. Thank you, Mr. Elder, for your appearance. 

Mr. Exper. Thank you, sir. 

The CuarrmMan. Mr. Schram? 

Mr. Schram, you may have a seat if you wish to. 


STATEMENT OF EMIL SCHRAM, CONSULTANT TO THE NEW YORK 
STOCK EXCHANGE, ACCOMPANIED BY RICHARD M. CROOKS 


Mr. Scuram. My name is Emil Schram. I have recently retired 
as president of the New York Stock Exchange, and I am now serving 
as the consultant, in a consulting capacity, to the exchange, and I live 
on my farm in Peru, Ind. 

The gentleman with me at the table is Mr. Richard M. Crooks 
who, for many years, has been a governor of the New York Stock 
Exchange and is now the chairman of its board of governors. 

He is a partner of a member firm of the exe hange, and spent 23 years 
in the securities and commodities brokerage business. 

I began appearing before congressional committees on matters of 
taxation in 1942. ‘Then, as now, you were faced with the necessity 
of raising new and greater revenues. Because of my 10 years of 
service with the New York Stock Exchange, I have become in- 
timately acquainted with the problems which surround the creation 
and flow of equity capital into productive enterprise. Each day we 
see the impact of taxation on this vital part of our free enterprise 
system. We in the securities industry recognize today, as we did 
when I first came before you in 1942, the need for more revenue. We 
want to carry our fair share of the tax burden. We do not take the 
position that additional revenue should be obtained from everyone 
but us. We believe—sincerely and after long study of all pertinent 
factors—that we can show you how more, not less, revenue may be 
raised from a capital gains tax. 

Our essential task today is to make this Nation strong enough to 
preserve our liberties against any aggressor and to meet our interna- 
tional commitménts as a guardian of democracy. At the same time, 
we must avoid crippling our efforts by excessive reduction in the 
output of consumer goods and services. The task is difficult, extraor- 
dinarily difficult. But our people have the power and the brains 
to accomplish it. The answer is production—more production. 


ll 
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Build new plants, new equipment; improve and modernize existing 
equipment. Provide labor with the tools to create new wealth. 

The money to do this job must not come from Government—for 
Government’s only source of income is taxation. Our production 
must be financed by private equity capital. the savings of the people. 
These savings can be transformed into risk capital—but not if the 
saver is penalized by too high a tax rate or too long a holding period. 

There is another important factor to be considered. Capital 
investment is required to produce true income. ‘The more capital 
that can be attracted into productive investment channels, the greater 
will be the real income which should and will be taxed under the income 
tax laws. 

We have tried to approach this question of taxation with a view 
to bringing a higher revenue return to the Government with the least 
unfavorable effect on our economy in general and on the highly sensi- 
tive capital markets in particular. 

Our association with the capital gains tax is an intimate one. It is 
a tax we live with day by day. It is our hope that out of this expe- 
rience we can contribute constructively to your deliberations. 

It is generally recognized that capital gains are not true income 
and that a tax on capital gains is in reality a capital levy. The 
Treasury does not seem to realize that a capital gains tax is a tax 
which is paid only if the taxpayer elects to realize a capital gain. 
To that extent it is a self-imposed tax, a tax which need not be paid 
unless the taxpayer elects to do so. 

We are convinced that either an increase in the capital gains rate 
or a lengthening of the holding period will decrease revenues. We are 
certain that coupling a rate increase with a longer holding period will 
do so. When I testified before this committee in 1942 as a spokesman 
for the securities industry, I stated that if the holding period were 
shortened, revenues from the capital gains tax would be increased. 
We were right. 

When the law provided a holding period of 18 months from 1938 to 
1941, it is a matter of record that revenues from capital gains dropped 
from $12,000,000 in 1938 to the point that, in 1940 and. 1941, capital 
losses offset capital gains. 

In the tax bill of 1942, which was passed in October of that year, 
the holding period was reduced from 18 to 6 months. The full impact 
of the shortened period was not felt in that year, however, because 
the taxpaying public did not begin to thaw out their investments 
until the shorter period became law. Despite the limited time the 
shorter period was in effect, capital gains tax receipts expanded to 
$68,000,000 in 1942. In 1943 returns from the capital gains tax 
increased to $266,600,000, in 1944 to $354,000,000, and in 1945 to 
$720,000,000. In the latter year alone the revenues from the capital 
gains tax were more than 3% times the net revenues from the capital 
gains tax for the 7-year period 1935 to 1941. 

We are convinced that the retention of the present—— 

Senator Minurkin. Mr. Schram, in your last sentence you say the 
revenues from the capital gains tax were more than 3% times the net 
revenues from the capital gains tax for the 7-year sewicld 1935 to 1941. 
Do you mean the net revenues up above? By the revenues you mean 
the net revenues at that point? 
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Mr. Scuram. Yes, that was the tax paid, collected by the Treasury 
in 1945, which was $720,000,000, Senator. 

Senator MILLIKIN. Yes. 

Senator Kerr. There is that much left from that source after de- 
ducting the capital loss? 

Mr. Scuram. Yes. That is the return from the tax. 

Senator Mituikin. May I repeat my question then: ‘In the latter” 
—I am quoting from your statement—‘‘year alone the revenues’’— 
at that point you mean the net revenues? 

Mr. Scuram. The net revenues; that is right. 

Senator Mituikin. Thank you very much. 

Mr. Scuram. We are convinced that the retention of the present 
rate with a reduction in the holding period to 3 or 4 months will in- 
crease substantially the Government’s revenue from the capital gains 
tax. 

We are at a loss to understand why the Treasury estimates that in- 
creasing the capital gains rate by 50 percent and doubling the holding 
period would produce $440,000,000 in additional revenue. The 
record does not bear out their contention. 

Though comparable figures for 1946 and later years are not avail- 
able to us, it is known that capital gains revenues in 1946 exceeded 
1945. It is also known that 1947 receipts were only slightly lower 
than 1946. We believe that the capital gains revenue for 1950 was the 
highest on record—and with a shorter holding period would have been 
still higher. 

The theory has been advanced that if the rate of tax on income must 
be raised, the rate of tax on capital gains, in fairness, should also be 
raised. This concept, in our judgment, is open to serious question. 
A man owns a capital asset which has appreciated in value, a capital 
asset he is reluctant to sell because of the high tax penalty. He can 
escape the tax by continuing to hold the asset. But if, with a lower 
tax rate, he sells his capital asset, realizes his gain and thereby be- 
comes a taxpayer who pays 25 percent of his gain to the Government 
has this man been favored? We think not. What we need is more 
taxpayers, not fewer. 

A great deal is heard these days about helping the small-business 
man. Here is a solid way to help him. Many a small enterprise will 
die from financial malnutrition if tax legislation frightens away 
people who would be willing to risk their savings in an unseasoned 
business. Big business usually has easier access to the equity capital 
markets than does the small-business man who is frequently venturing 
into unchartered territory. 

Let me summarize our position. We appreciate the difficult task 
which confronts you, the judgment it requires. We realize the needs 
of Government in this time of crisis and our own deep responsibilities. 

We are firmly convinced that a shortening of the holding period 
will produce more revenue for the Government. The record confirms 
that position. We must always appreciate that the realization of a 
capital gain is under control of the taxpayer and the timing of the 
tax payment is also under his control; therefore, a higher tax rate and 
a lengthened holding period will result in less rather than more tax 
revenues from long-term capital gains. 

That concludes my statement. 

The CHarrmMan. Are there any questions? 





766 REVENUE ACT OF 1951 


Senator Mruurxrn. I would like to ask Mr. Schram this question: 
Over in the House the other day someone proposed an experimental 
period for shortening the period and decreasing the rate on the theory 
which you propounded, that it would increase the revenues. 

Would the next year provide a fair period for trying it out? 

Mr. Scuram. Yes; I think so. That proposal, I think I heard 
yesterday here, Senator, was for a 6-month period, | believe. Now, 
I do not see how it would be possible to make the determination in 6 
months’ time because you do not get the returns—the Treasury, you 
know, is by force of circumstances naturally slow in getting out the 
figures, the net returns on capital gains. 

Senator MILLIKIN. Suppose we tried it out for a period of a year? 

Senator Kerr. Two years. 

Mr. Scuram. | think that would be very helpful. 

Senator Mriuikin. Two years, and give it a try, and put at rest 
these various contentions about capital gains. 

Mr. Scuram. I think that would make a lot of sense to me. 

Senator Mruurkrn. Thank you. 

Mr. Scuram. You have a problem in the holding period of course, 
and this question of rate. Capital is being aged in a good many 
places, and people are reluctant to sell their property, which they 
would like to do in preparation, perhaps, of death; but if they do they 
have got to pay at the 25 percent rate, and then they take the chance 
on the estate tax, and it is prohibitive, so you have a lot of property 
that really should be disposed of, should be moved on to new and 
younger owners that really is frozen now. 

A change, even the lowering of the rate, in fact, would produce 
more revenue because it would bring into the taxpaying category 
many positions where the capital gains tax, in my opinion, will never 
be paid. 

Senator Miiurkin. Let me ask you this, Mr. Schram: Supposing 
we shorten the time and, if you please, decrease the rate. I am asking 
you a purely experimental question. What would be the effect on 
inflation? 

Mr. Scuram. Shortening the time? 

Senator Mriurkin. Shortening the time and, if you wish, decreasing 
the rate, in other words, giving your theory full play. 

Mr. Scuram. It would be deflationary, in my opinion, rather than 
inflationary because, it would encourage—for example, in inflation 
we must assume that we would have rising prices in the values of 
stock, and it would encourage the sale, the taking of profits, which 
would have a deflationary effect. The longer the holding period, the 
more inflationary your mov ement of stocks—the influence is more 
inflationary. 

Senator Minuixrn. You would introduce an inflationary movement 
in the stock market? 

Mr. Scuram. Yes, I think it would be, and in real estate or any- 
thing else, any capital asset. 

Senator Kerr. Let me see if I understand the answer you have 
given. 

Senator Miturkin. I think there is a conflict in the answer. 

Senator Kerr. I either did not understand the Senator’s question 
or your answer. I think he asked you whether it would be inflationary 
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or deflationary if the holding period were shortened, and the 
rate——_ 

Senator Mruuikin. Reduced. 

Senator Kerr (continuing). Reduced. 

Mr. Scuram. My answer was that it would be deflationary. 

Senator Kerr. | thought you said it would be inflationary. 

Mr. Scuram. The lengthening of the holding period would be in- 
flationary, but the lowering of the rate and the shortening of the 
holding period would be deflationary. 

Senator- Miturkin. | focused attention on the effect on the stock 
market, whether that would have an inflationary or deflationary effect, 
and at that point I got thrown off. 

Mr. Scuram. I meant to say that it would be deflationary, Senator, 
because, and I qualified my answer by saying, I explained my answer 
by saying, that it would cause the sale, it would encourage the sale, 
of securities which would have a tendency of holding the prices down. 

Senator Minuirkin. The moneys gained from, let us say, the sale of 
real estate and things other than stocks, would they find their way 
into the stock market? 

Mr. Scuram. Not necessarily, no; oh, no; not unless they happen 
to be a corporation in which the stock was listed on the exc shange, and 
we do not have many situations of that sort. 

I think the real estate market, your farm market, your city real 
estate market, would be entirely separate from the stock market, but 
the effect would be the same on that market as it would be 

Senator Minuirkin. Certainly in one aspect it would be deflationary. 

Mr. Scuram. It would be deflationary. 

Senator Miuxiikin. But if a lot of gains were realized from outside 
the stock market, and were poured into the stock market, you may 
have some inflationary effect, might you not? 

Mr. Scuram. Well, you might have some additional purchasing, 
but I do not believe that would be of sufficient volume. 

Senator, we have listed on the exchange today well over 2 billion 
shares which are more than twice that which we had in 1929, is that 
right, Mr. Crooks? 

Mr. Crooks. Correct. 

Mr. Scuram. And our trading activity today—— 

Senator Miuurkrin. Twice what it was? 

Mr. Scuram. Twice what was listed in 1929, and our trading activi- 
ty is percentagewise way below what it was during that particular 
period. 

Now, we always think of a boom and bust period as 1929, and we 
have never even closely approached 1929, since the 1929 period, and 
1950 was one of the most active recent years we have had in the 
exchange. 

Senator Miuuixrn. Taking the operation of those two forces, 
would it be a conservative judgment to say that one would neutralize 
the other? There would be a liberation of stock holdings which 
would tend to depress the market; there might be a liberation of pur- 
chasing power into the stock market which might tend to run it up, 
and in your judgment, the most conservative estimate would be that 
one would tend to offset the other? 

Mr. Scuram. I am sure one would tend to offset the other, because 
a great many of these stocks—these estates that would be sold would 
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be in the nature of stocks, which would be supplying stocks into the 
market. 

Now, perhaps, in the real estate field you might create some pur- 
chasing power, but I think one would offset the other. 

Senator Miiurkin. That is right. 

Senator Kerr. I understood you to say, in your opinion the re- 
lease of this capital which now tends to be frozen would result in the 
starting of new businesses as much or more than in the investment in 
present businesses. 

Mr. Scuram. It would put it in new hands. A lowering of a hold- 
ing period, I think, would have more effect upon encouraging venture 
capital into new businesses, Senator. 

Senator Kerr. That is the way I understood it. 

Mr. Scuram. That is right. 

Senator Kerr. And that would have neither a deflationary nor 
inflationary effect on the stock market. 

Mr. Scuram. It would have a very healthy effect on our economy. 

Senator Kerr. Yes. 

Senator MILuik1n. Do you forsee any circumstances whereby the 
amount of revenue realized by possibly a reduction in the holding 
period, and by possibly the reduction of a percentage of tax would 
yield less revenue than we are getting at the present time? 

Mr. Scuram. Ido not. I am firmly convinced, and it has been our 
experience and our studies of this whole capital gains tax problem, 
and we have studied it closely for 10 years now, or more, and I am 
sure that it would raise more revenue. We are convinced of that, and 
the record proves that, sir; the record proves that. 

Senator Mriurkrn. Thank you very much. 

Mr. Scuram. Thank you very much. 

The Cuarrman. Thank you, Mr. Schram. 

Mr. Scuram. Thank you, Mr. Chairman. 

The CHarrMan. Mr. John J. Magovern? 

Mr. MaGovern. Yes, sir. 

The CHarrman. Mr. Magovern, will you please identify yourself 
for the record? 


STATEMENT OF JOHN J. MAGOVERN, JR., COUNSEL, THE MUTUAL 
BENEFIT LIFE INSURANCE CO. 


Mr. Macovern. My name is John J. Magovern, Jr. I am counsel 
of the Mutual Benefit Life Insurance Co., of Newark, N. J. 

IT am appearing here today as chairman of the joint committee on 
withholding and information at source of the American Life Conven- 
tion, and the Life Insurance Association of America. The combined 
membership of these organizations includes 233 legal reserve life 
insurance companies doing business in the United States and repre- 
senting over 96 percent of the life insurance in force in such companies 
in this country. 

My appearance here relates particularly to section 201 of H. R. 4473 
This section would add a new chapter to the Internal Revenue C ode 
which would provide for the collection of an income tax at the source 
on dividends, interest, and royalties. 

The proposed law affects life insurance companies as payors and 
payees of interest and dividends, and affects policyholders and bene- 
ficiaries as payees of interest. 
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I would like to address myself first to life insurance companies as 
payors. 

Under the bill there are two principal situations in which life- 
insurance companies are required to withhold 20 percent of interest: 
First, where interest is credited policyholders on dividends retained 
under the customary policy provision; second, where interest is due 
on policy proceeds retained under a policy provision or agreement to 
pay interest thereon. 

The CHarrMAN. Your first proposal is the ordinary case of where 
the dividends are simply permitted to reduce the annual premium? 

Mr. MaGovern. No, Senator, that is where the dividends are 
retained by the company and not used in reduction of the premium. 

The CHarrMAN. I see. 

Mr. Macovern. The policyholder pays the gross premium, and 
he leaves the dividends with the company. 

The CuarrMan. I see. 

Senator Miuurkin. Do those go into reserve? 

Mr. Macovern. No, that goes into a separate 
accumulated-dividend account. 

Senator Minurkin. What usually happens with it? 

Mr. Macovern. As you will see, I will explain in the next para- 
graph that what may happen to a dividend account is a 
things, Senator. 

Senator Hory. There is no reduction of dividends, no withholding 
of the dividends, where you credit it on the premium? 

Mr. Macovern. No. I am addressing myself to the interest on 
the dividend fund which is retained. 

Senator Hory. Yes, sir. 

The CHarrMaAn. Proceed. 

Mr. Macovern. The interest credited to policy dividends retained 
by a life-insurance company becomes an integral part of the accumu- 
lated-dividend fund subject to the contractual provisions of the policy. 
This is in response to your question, Senator. 

This dividend fund may be used in a variety of ways under the 
terms of the policy contract: It may pay a premium due under the 
policy; it may shorten the period within which a policy may mature 
as an endowment; it may extend the term for which insurance cover- 
age is provided after lapse; it may become a part of the policy pro- 
ceeds at maturity with all the rights, options, and privileges appli- 
cable to policy proceeds. 

lo require a withholding of any portion of such funds would disrupt 
the operation of these policy provisions and result in hardship to 
insureds and beneficiaries alike. Confusion would arise because 
withholding of any part of the interest normally added to the divi- 
dend fund would reduce benefits. In fact, it could even destroy the 
benefits otherwise available under the policy provisions. It would be 
unfortunate indeed if the withholding of interest on the dividend 
fund resulted in the defeat of a beneficiary’s claim. This could occur 
in the case of a lapsed policy where the withheld amounts so reduced 
the fund that it was insufficient to continue coverage to the date of 
death of the insured 

Withholding on these dividend accounts would be burdensome to 
life-insurance companies. As an example of the scope of the prob- 
lem, I can cite my own company, the Mutual Benefit Life Insurance 


account called the 


variety of 
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Co. We had approximately 390,000 policyholders at the end of 
1950. The dividend-accumulation accounts numbered approximately 
263,000, with an estimated average annual-interest credit in 1950 of 
$4.60. On the average, withholding would amount to 92 cents per 
policy. 

These accounts are related to the anniversary dates of individual 
policies, the crediting of interest occurring on these dates. As a re- 
sult the withholding would be a daily operation rather than at stated 
intervals as is tne case with bank accounts. The increased volume 
of accounting which this would entail and the difficulties of many 
companies in adjusting their calculating- and recording-machine 
operations to meet such a demand would be costly. 

I would next speak on the question of policy proceeds left under an 
agreement to pay interest. 

These agreements, arising under the policy provisions, become ef- 
fective at the maturity of a policy, usually by reason of the death of 
the insured. In most cases such interest payments are made on a 
monthly basis. 

This interest, to a very large degree, is payable to widows and 
children and the aged who depend on its receipt to provide food and 
shelter. Many of them have relatively small incomes which are less 
than the exemptions available, so that no income tax is required on 
the payments they receive. Withholding 20 percent of the interest 
payable by life-msurance companies to these beneficiaries would 
create inconvenience and hardship. It does not seem fair to depriv: 
these people of this income for an average period of 9 months and to 
force them to file claims to get it back. Moreover, the life-insurance 
companies would be called upon to furnish them with the details 
necessary to perfect their claims for refunds. 

Our experience indicates that, faced with such a curtailment of 
income, these beneficiaries would seek revision of their settlement 
arrangements in an endeavor to overcome the deficiencies in their 
incomes. 

Senator Miiurkrin. May I ask you, please, from your experience, 
what is the cost of a single mailing to a policyholder? 

Mr. Macovern. I do not have that figure, Senator, of the cost 
reduced to an individual policy. 

I have some figures as to the effect of this, because it would require 
a completely new installation in some companies of operations, but | 
have not reduced it to the cost of actually processing a single payment 

Senator Miiurkrx. A person with a small dividend or a small 
interest claim would have to put in for a refund, and I am trying to 
think of just what the cost of that would be not only to the company 
but to the individual who asserts his claim for a refund. What does 
it cost to send a letter? 

Mr. Magovern. I am not sure 

Senator MILuikin. I mean, you have got an exchange of mail. | 
may be clear off base on this, but, as I recall it, political letters, by the 
time you have them addressed and multigraphed and put in the 
envelopes and sealed, and a stamp put on them, it costs them 10 or 
15 cents. 

Mr. Macovern. I think it is even perhaps more so in this case, 
because here we would be dealing with a type of operation that could 
not be left to mimeographed notices, could not be left to just any—— 
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Senator Mitiikin. What I am getting at is, you are not only 
withholding a certain amount of the taxpayers’ property, but you are, 
in effect, making another withholding by putting him to the expense 
of claiming his refund. 

Mr. MacGovern. I have no doubt that the cost— 

Senator MiILuiKk1n. I am trying to measure what that amounts to. 

Mr. MaGovern. I am sorry, I do not have that. I could break it 
down and try to get it for you, Senator. 

Senator MILuik1n. I think it would be interesting if you would give 
us something on that. 

Mr. Maaovern. I shall do that as soon as possible. 

(The information referred to, later submitted, follows:) 


THe Murvat Benerit Lire INsuRANCE Co 
23, 1951. 


Newark, N. J., July 2: 
Hon. Water F. Grorae, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR GEORGE: At the hearing on H. R. 4473 before the Senate Fin- 
ance Committee, Wednesday, July 11, Senator Millikin requested that I endeavor 
to determine the cost to a policyholder and a life insurance company of submitting 
a claim for the refund of tax withheld under the provisions of the bill from interest 
paid to a beneficiary. 

Under the favorable circumstances and assumptions which I will outline, our 
study indicates that such a claim for refund would result in an approximate out- 
of-pocket cost to the beneficiary and the company of at least $5.77. 

While the beneficiary may keep a record of the monthly payments made to her 
and by calculating 25 percent thereof determine the precise amount of interest 
withheld, our experience indicates that in the great majority of instances the com- 
pany will be consulted for the precise figures. The company will thereupon 
examine its records and furnish in detail the amounts and dates of payment of 
the interest, the amounts and dates of withholding, the amounts and dates when 
the tax has been paid to the collector, the place of such payment, the character 
of the tax, the amount for which refund may be claimed and other details required 
for the completion of the customary refund form. 

We do not anticipate that the company will prepare the refund claim but will 
probably be required to explain the legal basis upon which it may be made. We 
have also assumed thai only normal and customary expenses will be incurred even 
though in many instances the payees will be minors with consequential guardian 
representation. 

Assuming sufficient knowledge and acumen on the part of the beneficiary to 
transpose this information to the required form and to complete, execute and file 
it in proper fashion, the next operation involves action by the Government. 

Since no details of the tax paid in respect to a given contract would be available 
to the collector of internal revenue from any other source, in order to form a basis 
for the correctness of the refund, he would perforce communicate with the life 
insurance company for confirmation of the tax withheld. Again, the life insurance 
company would be required to furnish the details in authentication of the refund 
claim. It is to be noted that we have made no estimate of the cost to the Treasury 
Department of processing such claims. It is a governmental expense in respect 
of which we assume cost estimates are available. 

To what extent these claims would require an increase in the staff of a life 
insurance company is problematical at this time. We can be sure, however, 
that it would require the attention of competent clerks and could not be left to 
a mere routine procedure without adequate supervision. 

The procedures herein outlined are minimum only and do not relate to any 
involved circumstances. Further, they assume that no misunderstanding or 
difficulties will ensue which would require additional correspondence either with 
the beneficiary or the collector’s office. 

I regret that this survey had not been completed at the time of my testimony 
but appreciate your willingness to permit me to add it to the record in this fashion. 

Cordially and respectfully vours, 
JOHN J. MaGovern, Jr., 
Counsel. 
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The CuatrrMan. Now, the House did exempt interest paid by the 
savings banks and other banks, did it not? 

Mr. Maaovern. Yes, sir. 

The CuarrmMan. The House bill also exempted interest on savings 
bonds collected by the banks. 

Mr. MaGovern. Yes, sir. 

The CuatrMan. Why is it not entirely logical and consistent that 
if the widow, in place of taking the full amount of insurance, simply 
goes up and says to the company, “I wish to take this in monthly 
payments.” Would not that be the same principle there? Why, if 
the others are exempt, should not the exemption be extended to that 
other situation? 

Mr. Maacovern. I am in hearty accord, Senator. I think the argu- 
ments for it are most persuasive. 

The CuarrMan. It looks like it would be logical if you are going to 
relieve the other types of interest from the withholding. 

Mr. Macovern. Well, when we come to policy proceeds we are 
dealing in large measure with dependents of decedents—widows, and 
often their minor children. 

Now, in the case of bank accounts, people are living, they are dealing 
with the bank. Yeu do not have the complications that you have 
here. 

The CHarrRMAN. You may go ahead. I do not know that you dealt 
with it, but it just occurred to me that the House action finally taken 
when they eliminated certain of these interests from the withholding 
provision, would logically apply in a case that you are now talking 
to us about, policy proceeds under-an agreement to pay interest. 

Mr. Magovern. I will proceed, Senator. 

The CHarrMan. Yes, sir. 

Mr. Macovern. In connection with the changing of the possibility 
of the terms of these agreements, we are convinced that there will be 
real disappointment and dissatisfaction on the part of the beneficiaries 
when they realize the difficulties in procedures that they would have 
to go through in order to clarify their records or claim a refund in 
given cases. 

Under the terms of many of these agreements it would not be possible 
legally to increase the benefit payments. Disappointment and dis- 
satisfaction on the part of these beneficiaries would be bound to result. 
And while H. R. 4473 does not contemplate accounting to each indi- 
vidual payee, withholding will require explanations to our policyholders 
and beneficiaries in thousands of instances. 

It was undoubtedly some of these considerations which influenced 
the Ways and Means Committee to exempt interest paid by savings 
banks and other savings agencies from the withholding requirement. 
The same and additional considerations exist in the case of interest 
payments by life-insurance companies and we therefore believe that 
the reasons for a similar exemption for such payments are even more 
persuasive. 

We have the other broad situation of life-insurance companies 
as payees. 

The purpose of withholding of tax at source is to secure tax revenue 
from individuals which otherwise would ese ape collection. A with- 
holding provision is not necessary to assure the collection of corporate 
taxes. This is recognized by the terms of the bill and the report of 
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the House Ways and Means Committee. Thus, where certain divi- 
dends and interests are paid to corporations only, the bill exempts 
them from withholding. 

| suggest you see section 1202 of the bill, and it is to be found on 
pages 36 and 37. 

In referring to these payments, the Ways and Means Committee 
reported that they are exempted because they are received entirely 
by corporations. 

The proposed withholding from dividends and interest paid to 
corporations is premised upon the desire to avoid procedural difficul- 
ties and expense in the case of payers. While we are in sympathy 
with this purpose we suggest that consideration should also be given 
to the effect of the proposal on corporations such as life-insurance 
companies. 

This bill in effect would require life-insurance companies to pay 
their income tax in advance of the March 15 due date, and also 
would destroy for them the privilege of paying their tax in quarterly 
installments following that due date. This discrimination arises 
because such a large amount of the taxable income of a life-insurance 
company would be subject to the 20-percent withholding. 

Senator Kerr. You refer to the taxable income of the life-insurance 
company. Is your company a corporation or a mutual canes? 

Mr. Maaovern. We are a mutual life-insurance company, 

Senator Kerr. What income do you have that is taxable? 

Mr. Macovern. I have total—I have total income—— 

Senator Kerr. Altogether. 

Mr. MaGovern (continuing). Altogether of $41 million plus. 

Senator Kerr. Per year? 

Mr. Maaovern. Yes, sir. There is a tax-exempt income which, 
taking that out, brings it down to $40 million. 

Senator Kerr. That means that a million of your 41 million is 
subject to tax? 

Mr. Macovern. No, sir. Getting down to the actual net interest, 
we take out the wholly exempt income payable to life-insurance 
companies, that is, interest on bonds, such as political subdivisions 
and the like, and that runs about a million, which leaves this balance 
of $40 million. 

The point I make is that we must exclude by far the greater part 
of this because it is required by law to be added to the policyholder’s 
reserves. Nevertheless, under this bill, 58 percent, 58.7, as a matter 
of fact, of the investment income of my company would be subject 
to withholding—that is gross. 

Senator Kerr. Of the tax of your company? Of the income—— 

Mr. Maacovern. Of the gross, I am sorry, sir 

Senator Kerr. Of the total income. 

Mr. MaGcovern. Yes, sir. 

Senator Kerr. Let me see if I understand you. Your company 
has an income of $41 million a year? 

Mr. Magovern. That is gross. 

Senator Kerr. Do you have a break-down of that? 

Mr. Macovern. A break-down in what respect? 

Senator Kerr. I mean, is that your premium income? 

Mr. Macovern. No; that is investment income, sir. 
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Senator Kerr. $41 million investment income. 
do you pay on that? 

Mr. MaGovern. It is estimated 

Senator Kerr. No; at this time, now. 

Mr. Maaovern. About $2 million, sir. 

Senator Kerr. About $2 million; and in what form tax is that? 

Mr. Maagovern. That is the Federal income tax. 

Senator Kerr. You pay $2 million Federal income tax. What is 
your tax rate to the Federal Government? 

Mr. MaGovern. The tax rate to the Federal Government, sir, on 
a life insurance company’s taxable income as defined in the code is 
the same as applicable to other corporations. 

Senator Kerr. Well, what do you apply it to? 

Mr. MaGcovern. You apply it to the net taxable income. It is a 
complicated formula, and I cannot recall what the rates are at the 
moment. 

Senator Kerr. Well, now, whose money is that? Do you get $41 
million of investment income, and pay $2 million in Federal taxes 
do you pay any State taxes? 

Mr. MaGovern. Yes, indeed, sir. 

Senator Kerr. How much? 

Mr. MaGovern. We pay State taxes on the premium income. 

Senator Kerr. I am talking about this $41 million. 

Mr. Macovern. In some States we pay, but it is minor, it is small. 

Senator Kerr. Well, that leaves you about $31 million net after 
taxes—I should say $39 million net after taxes, is that approximately 
correct? 

Mr. Macovern. Approximately, that is correct. Actually a 


How much taxes 
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greater portion of that income must first be applied to the reserves 
that are required by contract. 

Senator Kerr. Do not get ahead of me; just go along with me. 

Mr. MaGovern. I am sorry. 

Senator Kerr. That is net to you after taxes? 

Mr. Macovern. Yes, sir. 

Senator Kerr. Whose money is that? 

Mr. Macovern. That is the policyholders’, sir. 

Senator Kerr. The policyholders’? 

Mr. MaGovern. Yes, sir. 

Senator Kerr. How much of it does he get that year? 

Mr. Macovern. I do not have our figures on the amount that we 
must credit by law to the reserve, sir. 

Senator Kerr. How much does the policyholder get, approximately? 
Does he get 5 percent, 10 percent? 

Mr. Macovern. Oh, no. By far the greater portion of it, I would 
say, except for, perhaps—we might increase our surplus by a million 
or two million; the balance of it goes into various reserve accounts for 
the policyholders. 

Senator Kerr. Does it increase the amount of money that he gets 
under his policy? 

Mr. Macovern. It increases the reserve available in the event he 
should determine to surrender that; yes, sir. It is also reflected in 
dividends. It does not increase the face amount of his insurance. 

Senator Kerr. Here is what I am trying to do. Suggestions have 
been made that rural cooperatives should be taxed to the extent that 
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their earnings are not disbursed to the members who own it, and I 
was wondering if there was any possible similarity between a mutual 
life insurance company and a cooperative. 

Mr. Macovern. Well, I am not prepared to talk on the company 
income tax. There will be a hearing on that subject next week. 

There is very definitely a distinction, sir. The life insurance indus- 
try and business is a long-range business to meet a contractual commit- 
ment at an unknown event, usually far distant. When you speak of 
disbursement and distribution, that distribution does not occur until 
some time in the future. 

Senator Kerr. Yes. 

Mr. Macovern. It is very difficult to relate—— 

Senator Kerr. Did you understand the question I asked? 

Mr. Macovern. Perhaps I did not. 

Senator Kerr. If there was any degree of similarity between the 
reserves accumulated by a mutual life-insurance company, and the 
profits retained by rural cooperatives. 

Mr. Macovern. I do not know the arrangements under which 
the rural cooperatives operate, sir, but [ would not think so. That 
is just my own personal opinion on that. 

Senator Kerr. A mutual life-insurance company continues to 
become stronger and stronger, does it not? 

Mr. Macovern. Its obligations increase with its assets, yes, sir. 

Senator Krrr. Do its assets increase as rapidly as its obligations? 

Mr. Macovern. We hope so, sir, and usually more so. 

Senator Kerr. And usually more so? 

Mr. MaGovern. Yes, sir. 

Senator Kerr. Now, who owns that increment? 

Mr. MaGcovern. That increment is used in a variety of ways. 

Senator Kerr. [ say, who owns it? 

Mr. Macovern. The policyholders. I am speaking now of the 
mutual life-insurance company. 

Senator Kerr. I am, too. Who owns that increment? 

Mr. Macovern. The policyholder. 

Senator Kerr. In what form does he get it, and when? 

Mr. MaGovern. He gets it in a variety of ways, sir. He gets it 
currently by way of a return on his premium. 

Senator Kerr. Is that what you call a premium dividend? 

Mr. Macovgern. That is a policy dividend. 

Senator Kerr. Do you maintain a steadily increasing rate of 
dividend, or a fairly steady rate of dividend? 

Mr. Macovern. Usually a fairly steady rate is the normal usage 
in a life-insurance policy. 

Senator Kerr. If the increment has increased, and the dividend 
return remains the same, that would leave the added increment 
undisturbed, would it not? 

Mr. Macovern. No. Perhaps when I said _a normally steady 
return, I misled you. It varies as to age. But the formula is 
normally steady. But as the age of the insured advances, there is a 
normal increase in the amount, because of the mort ality factor that 
goes into the dividend to the policyholder. 

Senator Kerr. But the over-all assets on a proportionate basis 
continue to grow at a faster rate than the over-all liabilities? 
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Mr. 
Senator. 

Senator Kerr. Does the insurance company pay any tax currently 
on that annual increase? 

Mr. Magovern. That annual increase, as I say, is used——— 

Senator Kerr. I thought you said it was owned by the policyholder? 

Mr. Macovern. Yes, sir, and it is used for him in a variety of w ays. 

Senator Kerr. You keep it for his account, do you not? 

Mr. Macovern. Not necessarily. 

Senator Kerr. If he does not have it, you still have it, do you not? 

Mr. Macovern. Yes. One, it is used in a reduction of his pre- 
mium. That is in effect cash to him, a return of his former premium. 

Senator Kerr. But in spite of the amount that you increase the 
premium dividend—and that is what you refer to when you say that 
increases the cash in the premium—— 

Mr. Macovern. Yes, sir. 

Senator Kerr. In spite of that, your assets continue to increase 
proportionately at a greater rate than the liabilities? 

Mr. Macovern. Yes, sir. And we increase the surplus and the 
contingency funds. 

Senator Kerr. I asked you if you pay any taxes on that pro- 
portionate increase. 

Mr. Macovern. That is one of the bases of our Federal income 
tax, sir, that investment income over and above our statutory reserve 
requirements. 

Senator Kerr. What rate of Federal taxation do you pay on that 
increase? 

Mr. Macovern. I am sorry, I do not know. 

Senator Kerr. Is it the rate that is paid by a corporation that is 
not an insurance company? 

Mr. Macovern. The rate? I am not prepared to speak on the 
tax rates affecting life-insurance companies. 

Senator Kerr. You do not know what the rates are? 

Mr. Macovern. My recollection is that their rates are the same 
as for other corporations. 

Senator Kerr. Did the excess profits tax apply to you? 

Mr. Macovern. No life-insurance company incurs any tax, but 
they are subject to its provisions. 

Senator Kerr. Does the present combined surtax and normal tax 
of 47 percent apply to you? 

Mr. Macovern. I think so but I am not sure. 

Senator Kerr. I wonder if you would supply both of us with that 
information. 

Mr. Maacovern. Yes, sir, I would be very happy to. 

Senator Kerr. Fine. 

Mr. Macovern. I can speak generally, but I am not prepared on 
figures here today for the company income tax. 

Senator Kerr. I do not know how you can give detailed informa- 
tion that consists of figures only, and do so generally, 

The CHAIRMAN. Senator Kerr, we have the tax formula as applied 
to the insurance companies assigned especially for hearing before this 
committee on the 17th. We will go into this at that time. 

Senator Kerr. I understood, Mr. Chairman, that this gentleman 
was the chairman of the Joint Committee of the American Life 
Convention and the Life Insurance Associations of America. 


Macovern. I think that is a factual statement, 


generally, 







h 


REVENUE ACT OF 1951 777 


The CuarrMan. Evidently he is, but he is talking on another point. 

Mr. Macovern. I have limited myself as chairman of the with- 
holding committee dealing with the problem of this withholding on—— 

The CuarrMan. But we will have to go into this, because the tax 
formula applied to imsurance companies is listed for particular 
consideration on the 17th. 

Senator Wituiams. Mr. Chairman, to get the record straight, is it 
not a fact that the insurance companies are not paying any tax as of 
this time, unless we incorporate something in this bill? 

The CHarrMAN. Yes, they are paying tax. 

Mr. MaGovern. Yes. 

Senator WiuuiAMs. Has that not expired? 

Mr. Macovern. The stop-gap legislation. 

Senator Miiurkin. There was a period of time, Senator Williams, 
when some of the companies did not pay any taxes by reason of the 
formula that Senator George is referring to. 

The CHAIRMAN. Yes. 

Senator Miiurkin. And because of that fact, we are now recon- 
sidering the formula, and to redress that situation, proposals were 
made that we tax insurance companies retroactively. 

Senator WiLuiAMs. But I say, that formula has to be revised in 
order to get them under at all, which would be the discussion on the 
17th. 

The Cuarrman. Yes. That goes out this year, I believe. 

Senator MILLIKIN. Regardle ss of the theory of ‘the subject, is there 
not a somewhat basic difference in operation between a mutual life 
insurance company and a cooperative? You have to operate according 
to a very complicated contract which you have in each case with a 
stockholder. You have to operate in accordance with very compli- 
cated formulas which are imposed upon vou by the States in which 
you operate. Therefore, you have a smaller field of discretion as to 
how you will operate than perhaps a cooperative might have which 
does not have the same type of complicated contract with each of its 
members, the directors or trustees of which have greater leeway in 
how they would handle their business than an insurance company 
might have. 

Could you conceive of that as a possible distinction between a 
mutual life-insurance company and a cooperative? 

Mr. Macovern. I think there is no doubt about it, Senator. The 
difference is, between a long-term contractual liability in the case of 
a life-insurance company, and the other is a cooperative enterprise for 
profit. We are bound by our contracts and our liabilities that we 
must meet, we just have to meet. 

Senator Minirkin. A cooperative might have guides, and might in 
real substance not be an organization for profit, but certainly most 
cooperatives that I am familiar with would have a whole lot more 
leeway in how they want to conduct their business than a mutual life- 
insurance company has. 

Mr. Macovern. I think that is true, sir. 

Senator Mriurkin. I do not know of any cooperative that has a 
complicated contract that a mutual life-insurance company has with 
each of its policy holders, nor do I know of any cooperative that is 
subject to the State direction of its affairs, which is the case with a 
mutual life-insurance company. I think you can build up quite a 
few distinctions. 
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Mr. Macovern. I think that is true. I had not anticipated that 
I would have to talk on the company income tax. The representatives 
of the industry will be here, I understand, next week, Senator. 

The CHatrMan. They will be here. 

Mr. Macovern. And they will have all the figures and all that 
material available then. 

The CHarrmMan. Yes. 

You may proceed. 

Senator Mitirkin. Mr. Chairman, I would like to make note of 
one fact that does not apply to cooperatives, but does apply to mutual 
life-insurance companies. 

» Under the State laws under which you operate, you are compelled 
to set up reserves, which is quite a different proposition from the lee- 
way which I imagine is available to the manager of a cooperative. 

Mr. Macovern. Yes, sir. 

One of the essential functions of the life-insurance business is the 

prompt investment and reinvestment of its funds as soon as received. 
Life-insurance companies are unlike most other corporations in that 
their income is derived entirely from the investment of policyholder 
funds. Withholding 20 percent on interest and dividends delays the 
reinvestment of a large part of their income. The delay in reinvest- 
ing these funds will average over 9 months and the resulting loss of 
income on policyholders’ funds would be substantial. This loss would 
add to the cost of the policyholders’ protection. 
» In view of these considerations, we submit that payments made or 
received by life-insurance companies should be exempted from the 
withholding provisions of H. R. 4473, and we respectfully urge that 
section 201 of the bill be amended in the following respects: 

1. That paragraph (3) of the subsection (b) of the proposed new 
section 1200, lines 11 to 13 on page 34, be deleted. 

2. That a new paragraph be added to the proposed new section 1202 
at the foot of page 38, which would exempt amounts paid or credited 
by or to a life-insurance company. 

The Cuarrman. Are there further questions? 

Senator Tarr. If you are going to be exempt, why not others? 
Take the endowment fund of Yale University, which produces some- 
thing like $3 million a year. I do not know how much comes from 
dividends or other sources. But if they are deprived of $600,000 a 
year, that makes a very substantial income to them, does it not? 

Mr. Macovern. I am in sympathy with their problem, Senator 
I am appearing here for the life-insurance companies, though, and | 
do not feel free to speak for Yale University. 

Senator Tarr. I only pointed to them as an example. But there 
are many other institutions in the same shape as the life-insurance 
companies in that respect If we are asked to make an exemption for 
one, I do not see any stronger argument for the life-insurance com- 
panies than for a good many other people. 

The same principle applies to the individual, of course. To him 
it is a much smaller figure, but still 

Mr. Maaovern. I can only stress that we have, of course, the 
contractual responsibility of investing. If we cannot meet our 
contractual obligations, then we are in serious difficulties, and those are 
required investments. We have to get the return. 





the 
ed. 
hat 
der 
the 
PSt- 
s of 


uld 


> or 
the 
hat 


hew 


202 
ited 


me- 
rom 
0 a 


itor 


rd I 


here 
ance 
1 for 
-om- 


him 
the 


our 
eé are 


REVENUE ACT OF 1951 


The CuHarrman. Thank you very much, Mr. Magovern. 
Mr. MaGovern. Thank you very much. 

The CuatrMan. Mr. Dougherty. 

Will you identify yourself for the record? 


STATEMENT OF CHARLES G. DOUGHERTY, SECOND VICE 
PRESIDENT, METROPOLITAN LIFE INSURANCE CO. 


Mr. Dovucnerry. Mr Chairman and gentlemen of the committee, 
my name is Charles G. Dougherty. I am the second vice president 
of the Metropolitan Life Insurance Co., and I am appearing as a 
representative of that company, a mutual corporation organized under 
the laws of the State of New York. 

I should like to say, Mr Chairman, that I am not prepared to dis- 
cuss the matter of the life-insurance company income taxes. Further- 
more I understand that subject has been scheduled for next Tuesday. 

I have asked for an opportunity to be heard because of the effect 
that the proposed withholding requirements, which would be added 
to the Internal Revenue Code by section 201 of H. R. 4473, would have 
upon the policyholders and beneficiaries, not only of Metropolitan, but 
those of all other life-insurance companies as well. 

New section 1201 requires a 20 percent withholding in the case of 
certain dividend and interest payments. New section 1200 includes 
in the definition of interest, “‘interest on amounts held by an insurance 
company under an agreement to pay interest thereon.” In addition 
to the effect these provisions would have upon payments to policy- 
holders and beneficiaries, there is the added effect of withholding from 
interest and dividends paid to the companies. I should like to discuss 
these matters in that order. 

The two major types of interest payments to policyholders and 
beneficiaries that would be affected are (1) interest on proceeds of 
life-insurance policies left with and held by the company after maturity 
under an agreement to pay interest thereon periodically, and (2) 
interest on polie: y dividends left with the company to accumulate to 
the credit of the policy. In the following discussion the figures I 
shall give will be those for Metropolitan ordinary policies only, and 
do not include payments under the smaller industrial life-insurance 
policies because the effect in that area is negligible. 

| wish first to discuss interest on policy proceeds held under agree- 
ment to pay interest. 

At the present time Metropolitan has outstanding in the United 
States approximately 135,000 such contracts which became effective 
upon maturity of life-insurance policies. The policyholder or bene- 
ficiary may elect to have such interest payments made either monthly, 
quarterly, semiannually, or annually. The total interest payments 
made each year under such contracts averages about $80each. Thus 
the average amount withheld each year would be about $16. 

Senator Mitiikin. The policyholder also has the option, does he 
not, to take the full face value of his policy when it matures, rather 
than to go to the interest arrangement? 

Mr. DouGcuerry. Yes, sir. This is when he elects to leave the 
policy proceeds under an agreement by which we pay him or his 
beneficiary interest. 
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The Cuarrman. In effect, you simply become a savings bank for 
that account? 

Mr. Dovucuerry. There is a similarity, Senator. 

The CuarrMan. There is much similarity, but it does not follow 
all the way through, of course. 

Mr. Dovcuerry. From these figures it is apparent that the aver- 
age Metropolitan payee under such contracts is a person of very 
limited means. This is further demonstrated by the fact that the 
average amount. of insurance in force per ordinary policy was, at the 
end of 1950, $1,919. Many of these payees receiving the larger pay- 
ments, who are principally widows, surviving children and aged per- 
sons, are dependent in part at least upon these periodic payments fo: 
their support and maintenance. To require the company to withhold 
one-fifth of each payment would create real hardship in a great number 
of cases. While there is no precise way of determining just how many 
of these people are free from income tax, I believe it is fair to say, 
based upon the foregoing figures, that many if not most of them are 
exempt. Withholding would not only mean that they would be 
deprived of funds withheld for periods ranging from a few months to 
more than a year, but also that in many cases they would lose this 
money completely because of their lack of familiarity with tax and 
refunding procedures. 

Here, Mr. Chairman, I am coming to a point that you raised during 
Mr. Magovern’s testimony. 

It would seem that these people, who are recipients of such modest 
interest payments, should not be placed in any more disadvantageous 
position than those who have deposited their funds in banks. Accord- 
ing to the public press, there was some thought originally that interest 
on bank deposits should also be subject to withholding. However, 
the House Ways and Means Committee very wisely excluded it before 
the bill was reported. I suggest that interest paid by life-insurance 
companies should be given the same treatment. 

As a matter of fact, because of the difference between bank deposits 
and life-insurance funds, there are even stronger reasons for excluding 
the latter. For a large part, bank depositors are people who are 
accustomed to dealing with bank accounts and interest payments. 
With these life-insurance funds, however, the situation is different. 
As I have pointed out, many of the recipients of such interest payments 
are widows and children for whom some benefits have been provided 
by means of insurance. They are not accustomed to dealing with 
such matters, and not so well able to take care of themselves. Suppose 
that, by means of life insurance interest option, a man has left his 
widow, who has two minor children to look after, an income of $2,000 
per year. This would mean a lot to her, and yet it would clearly | 
tax-exempt. If $400, that is, 20 percent, of this interest is withheld 
hardship would result. In many such cases there would be no way 
for the widow to supplement the income. The Government is con- 
tinually being asked to appropriate funds to help support dependents 
who find themselves without any adequate means of support when the 
breadwinner dies. It would seem unwise to impose obstacles in thi 
cases of those people who are at least trying to do something fo! 
themselves and their dependents. 

It is submitted that interest on policy proceeds should not be subject 
to withholding. 
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f The expense of administering the proposed program is not to be 
- overlooked, but I shall undertake to cover that matter as a whole 
later in this statement. 

The CHarrRMAN. The House toward the end of its work on this bill, 
did make an amendment such as you have described as having been 
reported in the press, and in the report on the bill they say: 


llow 


ena : The interest-withholding provisions do not apply to interest on Government 
bonds or to interest on bank deposits. The dividend-withholding provisions do 
the not apply to the ordinary type of patronage dividends of cooperatives, or divi- 
the dends or interest on deposits paid by mutual savings banks, building and loan 
pay- associations, and credit unions. 
per- Logically, I do not see why they do not exempt also the interest 
3 for paid by insurance companies on the amount of the policy when it is 
hold left under the option, and take it in installment payments. It would 
aber seem that they would stand on the same footing in that respect, 
aun certainly. 
say, Mr. Dovauerty. 1 am in 100-percent agreement with that, 
are Senator George. 
| be The Cuarrman. I do not know whether the other members of the 
iS to committee will take that view of it. However, I am just making that 
this suggestion. I cannot see any logical distinction between them. 
and You may proceed. 
Mr. DouGuerty. Yes, sir. 
ring With respect to interest on dividends left with the company, 
dividends are now being accumulated at interest on approximately 
dest 1,300,000 Metropolitan policies. The amount of interest credited 
nus each year averages about $1.90 per policy. If such interest is con- 
ord- an red paid when credited, as indicated on page 84 of the Ways and 
Test Means Committee report, the average annual withholding thereon 
ver, would be about 38 cents. Here again, just as in the case of with- 
fore holding from interest paid on policy proceeds left with the company, 
ance to withhold would mean that many of these policyholders would lose 
this money entirely because of their lack of knowledge of refunding 
proce ‘dures. Also what has been said about the desirability of accord- 
ing equal treatment to those who save through insurance and those 
who have by means of bank deposits applies here with equal force. 
nts. Senator Mitiikix. The cost of a single exchange of correspondence 
ent. is almost equal to 38 cents. 
ee Mr. DovGuerry. Senator Millikin, our estimate on that is that it 
ded would cost the company about 30 cents to deduct and pay to the 
vith Government 38 cents. That includes, of course, all of the clerical 
pose work, the calculations, and so forth. 
his Senator Miuurkin. I am very glad to have that estimate. 
{000 Mr. Dovuauerty. I might add, sir, that in a good many instances, 
be I believe the cost would exceed the amount actually withheld, because 
held here we are speaking of averages. 
wey Senator Mriurkix. You have the additional cost of the policy- 
yen holder writing for refunds. 
ents Mr. Dovanerrty, Yes, sir; that is true. 
the There is another important consideration which should not be 
overlooked. These dividend accumulations, including the interest 
credited thereon, stand to the credit of the policy and can be used in a 
number of ways. They can be withdrawn in cash or used to pay pre- 
miums. If not so used, they will be added to the maturity benefit, or, 
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in the event of lapse, may have a very definite effect upon the non- 
forfeiture benefits available. Under most of our policies, if these 
accumulations are reduced by withholding, then, on lapse, the amount 
of paid-up insurance will be less, or the term of extended insurance will 






























be shorter. In the latter case this may result in the complete loss of 
the death benefit which otherwise would be payable. | 
It is submitted that in the light of these practical considerations, ot 
interest credited to policy dividend accounts should be free from 
withholding. an 
I should next like to discuss the administration of the proposed pe 
program. to 
From the figures which I have quoted, it is obvious that the adminis- mm 
tration of the proposed withholding program with respect to interest M 
payments by life-insurance companies would be expensive, both to ar 
the companies and to the Government. In Metropolitan alone, at least O: 
1,435,000 small accounts, not including industrial policies, are involved lo 
In one category they involve annual interest payments of about $80, ol 
and in the other, average annual interest credits of about $1.90. 3 
Many of the people involved do not pay income taxes because their 
incomes are comparatively small—less than their exemptions and tl 
deductions. In such cases, the Internal Revenue Bureau would be 
required to process many refund claims for small amounts. w 
Under the bill, it is true that an effort has been made to simplify 
the withholding and reporting procedures, and to hold the expense of Pp 
the withholding agent to a minimum. Although this procedure 
simplifies the method of computing the amount to be withheld and S 
paid over to the Government, it does not overcome the difficulties and " 
misunderstandings which withholding would create as between the . 
company and its policyholders and beneficiaries. These, generally d 
speaking, are not people who are accustomed to dealing with stock ( 
dividends and bond interest. By and large, they are people of very . 
moderate means. They will want to know, and should know, why | 
their modest interest income, upon which so many of them are de- . 
pendent, is not as much as they expected. Aside from the inescapable , 
expense—and we estimate that for Metropolitan at $350,000 the first t 
year and $125,000 annually thereafter on the present volume—of 
handling more than a million small accounts, this will inevitably lead 
to numerous inquiries and explanations, entailing a great amount of 
correspondence. There is no way to estimate, with any degree of 
accuracy, What the ultimate expense will be, but it will be con- 


siderable. 

Senator Mriuixin. You have a three-sided expenditure: You have 
your expense, the policyholder has his, and the Government has its. 

Mr. Doucuerry. Exactly, sir. 

Senator Mirkin. It would be very interesting to know what the 
total of all those would be in relation to all these small policies. 

Mr. Dovecuerry. I am inclined to believe, Senator, that there 
would be no way of estimating the ultimate total with any degree of 
accuracy, but I do feel that it would be great. The estimates that | 
have given in the statement, which are the only ones that I am in a 
position to give, is what I think it would cost the Metropolitan to 
install a system, and to operate that system. 

Metropolitan being a mutual company, this added expense must of 
necessity be reflected in the cost of insurance to policyholders. 
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It is submitted that such additional expense to the Government 
and to the companies is not justified and is all out of proportion to the 
amounts involved. 

Fourth, and last, I should like to discuss withholding at the source 
from the company’s investment income. 

Application of the withholding principle to payments made by 
others to life insurance companies would create further problems. 

One of the functions of every life insurance company is to invest 
and reinvest its funds in order to produce income to maintain its 
policy reserves at an adequate level and to keep the cost of insurance 
to its policyholders as low as possible. Interest income from invest- 
ments is promptly reinvested, and in turn earns interest. In 1950, 
Metropolitan received approximately $140,000,000 of interest on bonds 
and dividends on stock, exclusive of interest on Government bonds. 
On 20 percent of this amount, or $28,000,000, Metropolitan would 
lose interest for an average of at least 9 months each year. If interest 
on this amount is calculated at 3 percent, it would cost Metropolitan 
$630,000 a year. 

Senator Mitiikrn. That is another way of saying that it would cost 
the policyholders that much. 

Mr. DovuaGuerrty. Yes, sir. This loss, of course, would be reflected 
in the ultimate cost of insurance to its policvholders. 

The purpose of withholding at source is to prevent individual tax- 
payers from escaping legitimate tax liabilities. To attain this end it 
is hardly necessary to invoke such withholding requirements in the 
case of payments of dividends and interest to corporations. This is 
recognized in a number of instances in the report of the House Ways 
and Means Committee, where the reason for excluding certain types of 
dividends and interest from withholding is stated as, “because such 
dividends are received entirely by corporations,”’ at page 19, and “since 
securities of this type are ordinarily held by corporations,’’ at page 20. 
The apparent reason for requiring withholding from types of corporate 
income not specifically excluded is the belief that it eases the burden 
of the payor corporation in that it is not required to differentiate be- 
tween payments to individuals and payments to corporations. While 
this reason undoubtedly has merit, nevertheless, in trying to simplify 
the procedure for the payor corporation, a burden has been imposed, 
perhaps unintentionally, upon others. It does not seem proper that 
the policyholders of Metropolitan should be so penalized to the extent 
of $630,000 a year. 

Since the purpose of withholding is to prevent the loss of revenue in 
the case of individual taxpayers, there is a serious question as to 
whether it should be applied at all to income received by corporations. 
If, under the circumstances, the committee should decide to exclude 
corporate income from the withholding provisions, such action would 
take care of this phase of our problem. However, if this is not deemed 
feasible, we feel it is highly important that payments to life-insurance 
companies be excluded. This would be entirely justified because life- 
insurance companies are required to file annually detailed sworn state- 
ments which show all items of income and disbursements, and these 
statements are reviewed by public officials. Consequently, there is 
no need for withholding with respect to the income of such companies. 

Senator Miniikin. With respect to municipal bonds that you have 
in your portfolio, do you think that they would have a legal right to 
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compel a municipality to maintain a withholding system for the benefit 
of the Federal Government? 

Mr. DovGuerry. Senator, I would like to answer that question, 
but I honestly do not know the answer. 

Senator Miuirkin. It raises questions. 

Mr. Dovenerry. It raises a very interesting question. 

So, in conclusion, the picture we have is that in one company alone, 
based on present volume, the proposed withholding program would 
cost the policyholders almost $1 million the first year, and over 
$750,000 annually thereafter. This expense will grow as volume 
increases. It is submitted that neither this expense nor the expense 
to the Government would be justified. 

The CuarrmMan. Are there any questions? 

Senator FLanpers. Mr. Chairman? 

The CHarrMan. Senator Flanders. 

Senator FLanprers. The thought has occurred to me, in remem- 
bering the testimony of the Treasury witnesses with regard to this, 
and the sampling program which they have on returns in general, 
whether it might not meet their purposes to some extent, at le “ast, to 
find out what there is in this situation by asking from your company 
and others contributions to the sampling process, instead of with- 
holding, not requiring you to report completely to them all these 
interest credits and the rest of it, but taking a small section of them, 
and reporting from time to time as they might ask, and then let them 
follow through with their own records. 

| presume that your policies in general average smaller than some 
other companies do, do they not? 

Mr. Dovcuerry. That is true, Senator. 

Senator FLaNpERs. You specialize, 1 remember, in industrial 
insurance. 

Mr. DovuGcuerty. Yes; we sell industrial life insurance. 

Senator FLranpers. Are those included? 

Mr. Doveuerry. As I stated, I have excluded in the figures that I 
have given here, the industrial life-insurance policies. They are for 
smaller amounts. 

Senator FLANDERS. Yes. 

Mr. Dovcuerry. The average amount of insurance in force at the 
end of last year, on our ordinary policies—they are the larger ones— 
was $1,919; and the average face amount of the ordinary policies issued 
was somewhere in the neighborhood of $2,700. 

Senator FLanpErs. Can you see any possibility of cooperating with 
the Treasury on a sampling basis, in reporting, and not of withholding? 

Mr. Dovenerty. I am not familiar with the sampling process 
which you refer to, but my company is always willing to cooperate in 
any reasonable way, and I am sure that we would make available 
whatever information would be required. As a matter of fact, we 
are now required, as I recall it, to report on items such as we have 
been discussing that exceed $600 per year. We do that now, sir. 

Senator FLanpers. Yes. 

Mr. Doveuerry. If you would want to consider reducing that 
dividing line of $600 somewhat, we would be prepared to cooperate. 

Senator FLANpERs. Based on the average size of your policies, it 
seems rather ridiculous to expect that they would turn up many un- 
accounted for taxable incomes through that process. I am rather 
astonished, frankly, at the small average size of your policies. 
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Mr. Dovuauerrty. Sir, we have so many policyholders who are 
vitally interested in this, and our figures appeared to be so surprising 
to many people that we felt that on behalf of those policyholders, we 
should make an independent statement and lay the facts and figures 
before you. 

Senator Minurkin. Mr. Chairman, I should like to say to Senator 
Flanders that the suggestion of sampling has been made to the 
Treasury on several occasions, and they have never made the kind of 
approach to it that the distinguishe d Senator has in mind. So the 
cooperation has been, up to the | present, an entirely one-sided coopera- 
tion. 

The CuatrmMan. In the House bill, you will find this provision. I 
am reading from the report: 

It is provided, therefore, that in lieu of such an exemption, these organizations 
will be permitted to use the amount withheld with respect to dividends, interest, 
and royalties received by them as a credit against the amount due from sueh 
organization under the income and payroll taxes. <A claim for this credit will be 
made under regulations at the time of the filing of the returns for the purpose of 
these taxes. In addition, tax-exempt organizations may claim refunds quarterly 
for the excess of the amount withheld on dividends, interest, and royalties received 
over the amount of the income and payroll! taxes due. 

Even if life-insurance companies were given that privilege, it would 
be of considerable help, would it not? 

Mr. Dovcurerty. That would be of some help, Senator George. 

The CHarrMan. It would save you from remitting to the Govern- 
ment. 

Mr. Dovererty. That would be of some help, sir, but it would not 
solve our problem. 

The CHatrMan. No. I can see it would not, but it would be of 
some help, and it would save you some expense. 

Are there any further questions? 

If not, thank you very much. 

Mr. Dovenrrry. Mr. Chairman and gentlemen, thank you for 
your attention and ‘consideration. 

The Cuatrman. Thank you, sir; we were very glad to have you here. 

Mr. Doveuerry. Thank you. 

The Cuarrman. Mr. Satterthwaite, will you please identify your- 


self? 


STATEMENT OF WILLIS H. SATTERTHWAITE, COUNSEL, THE 
PENN MUTUAL LIFE INSURANCE CO. 


Mr. SarrertHwatirte. I am Willis H. Satterthwaite, counsel for the 
Penn Mutual Life Insurance Co., of Philadelphia. 

Mr. Chairman, since what my ‘statement covers has been covered 
in the other two statements, I would be happy just to file this state- 
ment with you. 

The Cuarrman. We shall be glad to have you do so, sir. 

You are addressing yourself to the withholding provisions; is that 
right? 

“Mr. Sarrertawaire. To the withholding provisions, yes, Mr. 
Chairman. 

I would like to point out that we have a particular interest in 
withholding as it affects dividend accumulations. Since our company 
has made an effort to encourage dividend accumulations, we have 
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588,000 such accounts. The average principal in those accounts is 
$144. 

Senator Kerr. Let me ask you this question. In most of these 
cases where you have these retained amounts, does not the owner 
of that have the right to take it out in cash at any time he wants to? 

Mr. SarrertHwaite. He does. 

Senator Kerr. Then, if he finds himself in a situation where 20 
percent of the interest that you paid is being withheld, and the savings 
bank across the street is in a different situation with respect to the 
depositors there, and it would not be withheld, might there be a 
decided persuation on that fellow to take it out of your custody and 
put it into that of another place where he could get better treatment? 

Mr. SarrerTHWAITE. To answer that frankly, I would guess not, 
because of the fact that these dividend accumulations have very 
valuable rights attached to them. He is encouraged to use them, for 
example, to accelerate the maturity of his policy, as an endowment. 

Senator Kerr. I was speaking primarily with reference to the 
proceeds of a policy where the insured had died, and had left the 
account with the insurance company. 

Mr. Satrertawailte. Sir, I was talking about our dividend 
accumulation accounts. In the other case, it might well be so. 

The CuarrMAN. Your whole statement will go in the record. 

Mr. Sarrertuwatre. Thank you very much. 

(The statement referred to is as follows:) 


STATEMENT OF Wiis H. SarrerRTHWAITE, COUNSEL, THE PENN Mutoat Lir: 
INSURANCE Co, 


My name is Willis H. Satterthwaite. I am counsel of the Penn Mutual Life 
Insurance Co., Philadelphia, a wholly mutual company with approximately $2. 
billion of insurance in force and assets of approximately $1.3 billion. 

We have asked for an opportunity to present to your committee our views on 
the withholding at source requirement which would be imposed by section 20! 
of H. R. 4473 because of our concern over the expense which this will involve, its 
effect on the rights of our policyholders under their policies, and the loss which 
will result to our company from imposition of the withholding requirement upon 
interest and dividend payments due the company. 


WITHHOLDING ON AMOUNTS PAYABLE BY LIFE INSURANCE COMPANIES 


The new sections 1200 and 1201, which the bill would add to the Internal 
Revenue Code, provide for the withholding of a tax equal to 20 percent of certai: 
interest payments and make this requirement specifically applicable to “interest 
on amounts held by an insurance company under an agreement to pay interest 
thereon.” 


AFFECTS OVER 600,000 ACCOUNTS—-MOSTLY FOR SMALL AMOUNTS 


This is of great practical concern to our company because of the large number 
of interest-bearing accounts to which this would apply, as indicated by the fact 
that at the end of 1950 the Penn Mutual had approximately 604,000 such accounts, 
and the number is increasing. The great bulk of these, 588,000, were dividend 
accumulation accounts. The balance respresent policy proceeds held at interest. 


DIVIDEND ACCUMULATIONS AS SAVINGS ACCOUNTS 


With these large numbers of accounts (and accounts mean people) to consider 
it can easily be seen that we have more than an academic interest in the eff 
which the adoption of this new withholding proposal would have. Our concer 
is heightened by the fact that the Penn Mutual has long followed a policy 0! 
encoursgement to policyholders to increase the use of their life-insurance contracts 
as a medium for saving for the future by allowing the so-called dividends under 
their policies to remain with the company to accumulate at interest. These divi- 
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dends are in relatively small amounts. They may be received by the policy- 
holder in cash or they may be applied under other dividend options—including a 
privilege to leave the dividend with the company to accumulate at interest until 
maturity or surrender of the policy. It is this privilege or a similar policy provi- 
sion which has been responsibile for the very large number of interest-bearing 
accounts which would be subjected to the withholding provision. 

Dividends which are left with the company to accumulate at interest are sub- 
ject to withdrawal by the policyholder before maturity of the policy. If not so 
withdrawn, however, the dividend accumulations are, upon maturity of the 
policy, merged with the policy proceeds and paid to the beneficiary. They may 
be applied to accelerate maturity of the policy (under a policy provision to use 
the accumulations to mature the policy as an endowment), or they may be applied 
to relieve the policyholder of the responsibility for further premium payment. 
While the emphasis is upon the use of dividend accumulations for these purposes, 
these accounts are in effect savings accounts, although undoubtedly smaller than 
the average savings-bank account, and although the exercise of the privilege of 
withdrawal involves (as I will explain in a moment) the relinquishing of the right 
to restore the status which existed before the withdrawal—a right which does not 
have to be given up when a withdrawal is made from a savings account. 


EXPENSE AND DIFFICULTY IN ADMINISTERING WITHHOLDING FOR LARGE NUMBERS 
OF ACCOUNTS FOR SMALL AMOUNTS 


Despite the fact that the withholding provisions have been designed to keep to 
a minimum the expense which they entail for the payor of the interest, it is 
inevitable that a company with so many accounts 2s ours will be faced not only 
with the direct expense of the withholding transaction itself, but the not incon- 
siderable expense which is involved in the handling of correspondence and explana- 
tions with policyholders which follows any transaction affecting their policy 
contracts. At the same time only small amounts of tax will be involved. This is 
illustrated by the fact that an interest credit at the rate of 3 percent on a dividend 
accumulation of $144 (the average at the end of 1950) would be only $4.32 per 
year. The 20 percent withholding provision would require the withholding from 
this of a tax of only 86 cents. 

The average account for policy proceeds held at interest is larger and the with- 
holding would consequently be greater, but it should be remembered that these 
accounts represent the use of a policy option designed primarily for beneficiaries 
after maturity of the policy, and that many of these beneficiaries will probably be 
so situated that their exemptions will exceed their taxable income. 


ADVERSE EFFECT ON POLICYHOLDERS’ OR BENEFICIARIES’ RIGHTS 


From the policyholder’s viewpoint, there is a further reason for such an exemp- 
tion, and this is the effect which the withholding requirement could have upon the 
valuable dividend option privilege to which I have referred. As I have said, 
policyholders are encouraged to accumulate their dividends, and they have been 
given various rights with respect to their use. 

It might seem that if in any event the poncyholder will be subject to tax on the 
interest addition to his accumulations, it should make little difference if his tax is 
paid by withholding a portion of the interest, and that he is no worse off than in 
the ease of a withholding from interest due him from any other source. This, 
however, is not the fact. The important difference is that the amount of his 
accumulations which otherwise would stand to his credit with the company will 
be reduced by the amount of tax withheld since this amount, being applied for 
taxes, of course, cannot be added to the accumulations. 

This brake on the rate of increase of the policyholder’s savings by means of his 
dividend accumulations can affect his rights under his policy in a number of ways— 
and it is this fact which makes the application of the withholding provisions to life- 
insurance company payments even less appropriate than to savings banks and 
other savings institutions. For example, it can delay the time when the policy 
will mature as an accelerated endowment through the operation of an accumula- 
tion provision of his policy. It can postpone the date when the accumulations 
will be adequate for the policyholder to eliminate the requirement for payment of 
further premiums, and it can reduce the amount which, through such aeccumula- 


tions, may be made payable under an income option of the pelicy upon its surrender 
before maturity. 
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EXPENSE AND DIFFICULTY OF ADMINISTRATION NOT JUSTIFIED 


Withholding of the tax from interest which would otherwise be added to divi- 
dend accumulations would undoubtedly, in our judgment, result in confusion on 
the part of our policyholders as to its effect on these rights and administrative 
expense to the company, not to mention the expense to which the Government 
would also be subjected. We believe these considerations outweigh any benefit 
which it is supposed would inure to the Government from withholding on accounts 
of this type. Furthermore, withholding would affect adversely the rights of the 
policyholder under his policy provisions to make full use of the interest allowed 
him on his dividend accumulations. 


INSURANCE COMPANIES ENTITLED TO SAME EXEMPTION AS SAVINGS INSTITUTIONS 


Since life-insurance companies stand in essentially the same relationship with 
respect to amounts held by them at interest as do savings institutions as to their 
depositors, and for the reasons we have indicated, both fundamental and practical, 
we urge that life-insurance companies likewise be exempt from the requirement 
that they withhold the tax on interest on amounts held by them. 


WITHHOLDING ON AMOUNTS PAYABLE TO LIFE-INSURANCE COMPANIES 


We are concerned not only with the expense and difficulties which the applica- 
tion of the withholding provisions to us in our capacity as a debtor entails, but also 
with the loss which we will suffer as the result of the withholding from dividends 
and interest payable to the company under its investments. 

The proposed extension of the withholding provision is designed as a means for 
assuring payment of personal income taxes as indicated in the report of the House 
Ways and Means Committee, which recognizes that there is no need for this to 
assure the payment of corporate taxes. Through the operation of the withhold- 
ing provision our company will be called upon to make payment of its tax much 
sooner than other types of corporations which have little or no taxable income 
from this source. 

We have estimated that over $2.4 million tax would be withheld from payments 
due our company in 1951 if such provision were now applicable. This would 
have the effect of depriving the company of the use of funds due it in substantial 
amounts for protracted periods, making it more difficlut for it to earn the required 
interest on its reserves and increasing the cost of insurance to its policyholders to 
the extent that such funds are unavailable for investments which could otherwis: 
be made. 

In view of these considerations and since the withholding technique is not re- 
quired to assure the payment of the income tax by corporations, we urge that 
payments to life insurance corporations, which derive a much larger part of their 
income from sources which would be subject to the withholding provisions of this 
bill than corporations generally, should be exempt from such provisions, 


The CuarrMan. Mr. Krug. 
Will you identify yourself for the record? 


STATEMENT OF CHARLES F. KRUG, SECRETARY AND TREASURER, 
MISSION CORP., ACCOMPANIED BY DAVID S. HECHT, COUNSEL, 
MISSION CORP. 


Mr. Kruc. Mr. Chairman and members of the committee, my 
name is Charles F. Krug, and I am secretary and treasurer of the 
Mission Corp. 

The gentleman who is accompanying me at the table is Mr. David 
S. Hecht, counsel for the corporation. 

At the outset, I believe it should be stated that Mission Corp. does 
not object to the withholding tax as such, and any remarks that | 
shall make are limited to dividends paid in kind, or property dividends 

Mission Corp. at the present time owns about 1,510,036 shares of 
Skelly Oil Co., constituting approximately 59 percent of the outstand- 
ing stock of that company, and 2,414,962 shares of Mission Develop 
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ment Co., constituting approximately 49 percent of the outstanding 
stock of that company. 

Mission Development Co. owns about 40 percent of the stock of 
Tide Water Associated Oil Co. Skelly Oil Co. and Tide Water Asso- 
ciated Oil Co. are integrated operating oil companies. 

It has been the practice of the Mission Corp., since the end of 1948, 
to pay dividends in the form of stock of Mission De ‘velopment Co. 
Mission Development Co. was organized by Mission Corp. with the 
purpose and plan in mind of having Mission Corp. distribute its 
stock from time to time in the form of taxable dividends. 

Senator Tarr. Now, waita moment. Mission Corp. has individual 
stockholders? 

Mr. Krvuea. Yes, Senator. Mission Corp. has approximately 23,000 
stockholders. 

Senator Tarr. Twenty-three thousand stockholders. And it has 
been the practice of Mission Corp. to pay dividends to these stock- 
holders in the form of stock of Mission Development Co. Is that 
gradually reducing their holdings in Mission Development Co.? 

Mr. Krue. That is right. At one time, we held 100 percent of the 
stock of Mission Development Co., when Mission Development Co. 
was organized in 1948. We are gradually getting rid of it. 

Senator Tarr. So you are gradually getting rid of it, or transferring 
it to the stockholders of the Mission Corp.? 

Mr. Krua. That is right. There have been four dividends paid 
in Mission Development Co. stock since 1948. 

Senator Tarr. I understand. 

Mr. Krua. Under section 102 of the Internal Revenue Code pro- 
hibiting the unlawful accumulation of surplus, it was deemed essential 
for Mission Corp. to pay substantial taxable dividends in each year. 
Mission Corp. required its cash earnings for business purposes, and 
it was therefore, in a position where, in order to meet the re quirements 
of section 102, and pay taxable dividends, such dividends had to be 
paid in the form of property dividends or dividends in kind. In 
order to keep intact in one block the stock of Tide Water Associated 
Oil Co. then owned by Mission Corp. which constituted the basis for 
control of Tide Water Associated Co. instead of distributing the Tide 
Water stock directly, Mission Corp. caused Mission Development Co. 
to be organized and transferred all of the Tide Water Associated Oil 
Oil Co. stock then owned by Mission Corp. to Mission Development 
Co. in exchange for the capital stock of the latter corporation and 
adopted the policy and plan to distribute the shares of Mission Devel- 
opment Co. Thereafter, it transferred further shares of Tide Water 
Associated Oil Co. stock which it had acquired in the interim to 
Mission Development Co. for additional shares of Mission Develop- 
ment Co. stock. 

When Mission Development Co. was organized, and prior to the 
initial transfer of shares of Tide Water by Mission Corp. to Mission 
Development Co. for Mission Development Co. stock, it was neces- 
sary to obtain the approval of the Securities and Exchange Commis- 
sion to the transaction under the Investment Company Act of 1940, 
inasmuch as Mission Development Co. was a registered investment 
company within the definition of the mentioned statute and Mission 
Corp. was an affiliated company. At such time, Mission Corp. was 
required to state to the Securities and Exchange Commission, and 

86141—51—pt. 2——30 
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did state, that it was its policy and purpose and plan to distribute the 
stock of Mission Development Co. to its stockholders from time to 
time. This policy, purpose, and plan was formally adopted at a 
meeting of the board of directors held in December of 1948. In pur- 
suance of this policy and plan, as announced to the Securities and 
Exchange Commission, Mission Corp. has, since December of 1948, 
distributed all of its dividends in the form of taxable distributions of 
Mission Development Co. stock. It has paid no cash dividends. A 
summary of the distributions made is as follows: 

On December 28, 1948, one-third of a share of Mission Develop- 
ment Co. 

On May 2, 1949, one-half of a share of Mission Development Co. 

These amounts, I might say, are the fractions of Mission Develop- 
ment Co. paid for each share of Mission Corp. outstanding at the 
dates recited. 

On June 26, 1950, one-half of a share. 

The most recent dividend was paid on April 9, 1951, of one-half of 
a share, being a total of 687,000 shares for the last dividend mentioned. 

H. R. 4473 now being considered by your committee provides in 
section 1201 for the withholding of a tax equal to 20 percent of the 
amount of each taxable dividend paid by corporations after December 
31, 1951. The exemption set forth in section 1202 does not include 
an exemption for dividends paid in the form of property or kind, such 
as the Mission Development Co. dividends which are distributed by 
Mission Corp. This, in the opinion of the corporation I represent, 
is a very serious deficiency in the proposed tax legislation. It would 
result in a very serious hardship to the corporation I represent and 
other corporations which may be in a similar position without any 
concomitant gain to the Government. 

Senator Tarr. After they withheld 20 percent of its shares, would 
they then have to pay the Government in cash for the value of the 
shares? 

Mr. Krug. That is our problem, Senator. 

Senator Tarr. What does the law provide? You could not pay it 
by giving the Government the shares. 

Mr. Krug. No. The Government would then be in the stock 
business, to the extent that it would receive shares. 

Senator Tarr. They could not do that. So they would have to pay 
them in cash. But what amount of cash? 

Mr. Krue. That is another collateral problem. 

Mr. Hecur. Senator, if 1 might answer that question, if there is no 
cash withheld, the corporation would have no cash to pay. All they 
would withhold is the stock. You could not very well pay in cash if 
you are withholding stock. 

Senator Tarr. I was just asking what the provisions of the House 
bill are with respect to dealing with the situation. 

Mr. Hecur. There were no provisions. 

Mr. Krue. There are no provisions to take care of the situation 
that we are talking about. 

Mission Corp. presently owes approximately $12 million. This 
debt is in the form of debentures outstanding in the hands of the public. 
Substantially all of its cash income is required in order to service and 
reduce this indebtedness. This debt carries interest at the rate of 
3% percent and the indenture securing the debt requires substantial 
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sinking-fund payments to be made semiannually. This debt was 
incurred in order to refund bank indebtedness incurred for corporate 
purposes prior to the consideration or passage by the House of Repre- 
sentatives of H. R. 4473. On the other hand, taxable dividends must 
be paid in order to avoid possible liability under section 102 of the 
Internal Revenue Code. 

Senator Tarr. I should not think so. But you have aright to pay 
them. 

Mr. Krva. Since cash is required to service and reduce the out- 
standing debenture indebtedness, such taxable dividends can only be 
in the form of Mission Development Co. stock. 

H. R. 4473 does not provide the mechanics for withholding in the 
case of dividends payable in property or kind. Nor does it appear 
to be feasible to provide any suitable mechanics for withholding taxes 
on distributions in property. The dividend paid by Mission Corp. 
in the form of Mission Development Co. stock is generally a fraction 
of a share for each outstanding share of stock he ld. When a stock- 
holder is not entitled to a full share, he receives scrip which he can 
either sell or combine with other scrip and obtain a full share. It 
would not be feasible, nor would it be warranted, to withhold from a 
stockholder any portion of the stock he is entitled to receive. The 
stockholder should have the right of maintaining his stock interest in 
Mission Development Co. Inasmuch as the distribution is taxable, 
the recipient stockholder is obligated to include the value of the 
Mission Development Co. stock in his taxable income. The Govern- 
ment would lose no tax by eliminating these dividends in kind from the 
withholding provisions. The statute does not provide for any with- 
holding of scrip or fractional sbares. If it did so provide, it would not 
appear to be practicable. For example, if this provision was ap- 
plicable, the question would arise as to whether or not the scrip should 
be turned over in kind to the Government or whether the stock 
representing the scrip should be turned over. If so, would the risk 
of a decline in value be upon the Government or upon. the declaring 
corporation, or upon the stockholder? It is evident that any provision 
for the withholding of fractional shares of scrip would be very compli- 
cated and virtually impossible to administer. It would also disrupt 
the percentage holdings of stockholders, leading to a most disad- 
vantageous result. 

The suggestion might be made that the corporation should be 
compelled to declare a cash dividend equivalent to 20 percent of the 
value of the property being distributed. Such a provision would seem 
to be palpably unfair. It would require a corporation to pay a cash 
dividend when the corporation may not be in a position to do so. 
The purpose of paying the dividend in kind is that the corporation 
requires its cash income for other reasons. To compel the corporation 
to make a cash distribution at the same time might result in an un- 
warranted severe hardship on the corporation or might result in the 
inability of the corporation to pay any taxable dividends whatsoever. 
Furthermore, there are no mechanics provided for computing the 
value of the distribution in kind. At the present time, Mission Corp. 
follows the practice of obtaining a ruling from the Treasury Depart- 
ment as to the value of Mission Development Co. stock on the date of 
distribution. Such a ruling can be obtained only after the distribution 
has been made, which may be several months after the declaration date 
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and some time after the dividend has been actually paid. Any cash 
dividend declared for the purpose of paying the withholding tax would 
likewise be subject to further tax and further withholding, which would 
result in obvious complication. 

The number of corporations which make distributions in kind is very 
small, of necessity. Such distributions are only feasible or practicable 
in very special situations. An examination of a booklet published by 
Commerce Clearing House, Inc., entitled “Stock Values and Yields 
for 1951 for State Tax Purposes,” which purports to be “a compre- 
hensive table showing values and yields of listed or legally quoted 
stocks for 1951, State and local property-tax purposes” indicates 
that, in addition to Mission C orp, there were in the year 1950 only 
eight other corporations whose securities are listed or regularly quote d 
which declared dividends in the form of stock in other corporations. 
The names of these corporations and the stocks distributed by them as 
dividends are as follows: 

American International Corp., one twenty-fifth of a share of 
Adams Express. 

American Turf Association, 1 share of Churchill Downs, Inc. 

Consolidated Vultee Aircraft Corp., one-tenth of a share of 
Airfleets, Ine. 

Electric Bond & Share Co., three and three-quarters shares 
Texas Utilities for each 100 shares held. 

Newmont Mining Corp., one twenty-fifth of a share of Hudson 
Bay Mining & Smelting Co. 

Oils & Industries, Inc., one-fortieth Inter-Coast Petroleum 
Corp. 

Union Gas System, Inc., 10 shares of Midland Industries, Inc. 

United Light & Railways Co. of Delaware, one-tenth of a share 
of St. Joseph Light & Power, one-half share of lowa Power & 
Light, one twenty-fifth of a share of Eastern Kansas Utilities, 
and three-fifths of a share of lowa, Illinois Gas «& Electric Co. 

this latter apparently being a liquidating dividend. 

In addition, the New York Stock Exchange has advised that 
Standard Oil Co. of Indiana declared a dividend in December of 1950 
payable in stock of Standard Oil Co. of New Jersey. 

The number of instances in which dividends have been paid in the 
form of property is so small that it would not appear to be worth the 
involved mechanics which of necessity would have to be adopted, 
even if they could work, which does not appear to be probable, and 
the inconvenience and hardship which would be caused to corporations 
required to use the device of paying taxable dividends in the form of 
property distributions, merely in order to provide for a different 
method of collection from that which now obtains of a tax which is 
otherwise payable and otherwise collectible. It would not appear 
likely that the payment of property dividends in lieu of cash dividends 
would become more prevalent in the event of their exemption from 
the withholding tax. Of necessity, they can be used in only very 
limited situations. It is difficult to perceive how a corporation could 
avail itself of this device in order to avoid withholding under the pro- 
posed tax law. If the Senate committee, however, has any doubts 
about the matter, it could limit the exemption to those situations 
where the payment of dividends in property or kind has been availed 
of by a corporation in the past or where a corporation has previously 
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adopted a policy of making distributions in kind, such as in the case 
of Mission Corp. 

In conclusion, it is the position of the corporation I represent that 
the withholding provisions of the tax bill now under consideration 
should contain a specific exemption for dividends paid in the form of 
property or kind and that the failure to contain such exemption will 
result in undue complications in administration and possible great 
hardships. If such exemption is not provided, the bill should be 
amended to provide mechanics for withholding as to property divi- 
dends which are not readily apparent to this taxpayer. 

The CuarrMan. Are there further questions? 

If not, we thank you, sir, for your statement. 

We shall not be able to complete all of the witnesses on the list. 
I understand that Mr. Tark wishes to get away. 

Mr. Tark. Yes, sir. 

The CuarrmMan. Mr. Tark, how long is your statement? 

Mr. Tarx. I would judge it to take about 14 or 15 minutes. 

Mr. CaarrMan. I am afraid we shall not have time to do that. 
We have to go to the floor. I thought if it was a short statement, you 
could put it in the record. Is it in writing? 

Mr. Tark. It is in writing; yes. 

The CHarrMAN. You could put it in the record, and tell us what 
the point is, if you wish. But we would not be able to take 15 minutes 
at this time. 

Mr. Tark. I will do that, then. 

The CHarRMAN. Very well. . 

The other witnesses, starting with Mr. Bullock, will have to come 
back tomorrow, because I think we shall be on the floor pretty regu- 
larly this afternoon, and we would not be able to hear but this one 
witness now. 

Mr. Butitock. May I return here tomorrow? 

The CHAIRMAN. Yes, sir. 

Mr. Butiock. Thank you, sir. 

The Cuarrman. Mr. Tark, will you please identify yourself for the 
record? 


STATEMENT OF L. SHIRLEY TARK, ILLINOIS BANKERS ASSOCIA- 
TION, ACCOMPANIED BY BEN H. RYAN, PRESIDENT, ILLINOIS 
BANKERS ASSOCIATION 


Mr. Tarx. My name is L. Shirley Tark. I am president of two 
of the small banks in Chicago, the Main State Bank and the Devon- 
North Town State Bank, located in the outlying parts of Chicago. 

I would like to introduce Mr. Ben Ryan, who is president of the 
[llinois Bankers Association, and also president of a bank in East 
Moline, Ill., and mayor of East Moline. He has three titles. 

I also want to state that I speak today for the Illinois Bankers Asso- 
clation, consisting of about 870 members, and also for the bankers 
associations of the States of Arizona, Arkansas, Colorado, Florida, 
Georgia, Indiana, Michigan, New Jersey, Nevada, Oklahoma, South 
Dakota, Texas, Utah, Washington, Wisconsin, and Wyoming, consist- 
ing of a total of 17 State bankers associations, and proxies from 3,800 
independent banks of the United States. 
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I want to lay stress on that point, for the reason that it has been 
stated by other witnesses that I speak for a small clique of bankers 
from Chicago, who are trying to destroy the savings and loan associa- 
tion business. I think I can safely say that the sentiments that I 
express here represent the sentiments of fully 80 percent of the bankers 
of the United States. 

I have telegrams and authority in writing from the various States 
that are listed. 

There are three other State bankers associations whose views are 
identical with those I shall express, but who did not give me direct 
authorization to speak for them, as their views are already known 
to one of their Senators, who is on this committee. 

On the first page of my presentation I state the points I am going 
to make, and I am going to skip it, because that will come up as we 
go along. 

The first point I stress is the fact that the building and loan associa- 
tions of today are not the original concept of a building and loan 
association that was granted tax-exemption. They are no longer the 
grouping together of a small local group of householders who pool 
their weekly and monthly savings in order to enable some member of 
theirs to acquire or build a home. 

We charge today that these building and loan associations are a 
terrifically large business that advertise through brokers from coast to 

coast, who run these ads in newspapers from coast to coast—and | 

shall leave with you newspapers, for example, from New York, from 
California, and from Florida; and that these brokers receive a compen- 
sation from the savings and loan associations of 1 percent for the 
moneys that they bring into them. 

I also have here copies of newspaper advertisements—I am hitting 
just the highlights—that were placed by savings and loan associations, 
showing that they no longer merely solicit moneys from the small 
fellow, as they claim they do, for the purpose of saving money, thrift 
accounts; that they are directing their advertising today at businesses 
and corporations and asking them to withdraw their excess funds 
or idle funds from the commercial departments of banks and to put 
them into their savings and loan associations. They are in direct 
competition with the banking system of America. 

My presentation sets forth all of this. 

I will leave with the committee the advertisements showing the 
direct appeal for corporate funds. 

Much of the evidence I am presenting today is from Chicago, 
because I come from Chicago, and it is more accessible to me. But 
that which I am presenting as coming from Chicago is available in 
every other city. 

I am also going to leave with the committee two brokers’ brochures 
which contain many financial statements of savings and loan associa- 
tions that are located from coast to coast, paying 3 and 3% percent 
yield and in these brochures the solicitation in competition with banks 
is directly made. 

I have here an advertisement of a broker who went so far as to 
state, ““Not only will your money earn 3 percent, but because of its 
tax-exempt character, you will earn a better yield than 3) percent. 

He got it all confused, that even the dividend that is paid to the 
saver is tax exempt. But that is the way that he advertised. 
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To further demonstrate that they are in competition with banks, 
here is an advertisement that appeared in the newspapers of Chicago 
during the past week, by the Cook County Council of Insured Savings 
Associations, showing their growth, and stating that these savings 
and loan associations are the fastest growing saving institutions in 
America. 

They say that in 1948, 1949, and 1950 they gained over 40 percent 
in savings, while type A institutions a little better than 10 percent; 
type B a little over 2 percent, and type C institutions lost more than 
10 percent. 

The reading of this is very important. 

Senator MiLirkin. What do you mean by the loss in type C? 

Mr. Tarx. Loss in deposits. 

Senator Mriurkin. But what is type C? 

Mr. Tarx. They do not disclose that. They say type A, type B, 
and type C. I do not know what they are. I do not know whether 
type A is life insurance, or what it might be. 

But they disclose that their gain is over 40 percent, way ahead of 
everybody else. 

But then this advertisement reads, showing a picture of a man, 
“It’s time to change my thinking.” And it reads as follows: 

Time was when folks thought of savings associations only as a place to save 
the down payment on a home, or as the source of a home loan. 

But times have changed. 

Whether your current savings goal is setting aside funds that can be called 
upon to meet emergencies * * * orthe means of sending the kiddies through 
college, or the plan for the next year’s vacation, savings and loan associations 
welcome your account—large or small. You’ll find you’re encouraged to save 


more by the higher-than-average earnings paid on your savings. Naturally, we 
still finance homes, too. 

They admit that they do that. 

What they are virtually saying is this: ‘‘We are no longer the sav- 
ings and loan association whose primary purpose was to finance homes. 
That is incidental. We are in business today to accept all savings 
deposits for all pur poses. We are, in fact, the fastest-growing savings 


9 


institution in America. 

In my written statement I say that that advertisement, more than 
any words I can speak, shows the nature of their institution today, 
and that they are in the banking business in competition with the 
banks on a grand scale. 

I also present to you this extremely large number of ads that ap- 
peared on July 1, 1951, in one newspaper in Chicago. Please bear 
in mind that this appeared in one newspaper on one day. All the 
other papers carried similar ads. 

The cost of these ads runs into many thousands of dollars. This 
has a bearing on the issue because it shows the profit nature of their 
business, 

I also present this miscellaneous collection of ads that are run daily 
in the Chicago newspapers. 

I now direct your attention to a four-color page ad that ran in 
the Chie "UgZO Tribune one day last w eek, This ad alone cost approxi- 
mately $7,500, paid for by one savings and loan association that is 
tex-acamps, 

Senator Miuuikin. Is it more difficult to withdraw your savings 
account in that kind of association, than it is from a commercial bank? 
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Mr. Tark. No, sir, Senator. It is not, in a way. As a practical 
operation, while our economy is in strong condition they will honor the 
request to repurchase their shares upon demand. 

The question arises in my mind—lI do not know if you are interested 
in it—as to what might happen when the economy changes. 

Senator MiLuikin. Exactly. 

Mr. Tarkx. When that economy changes, then they have the right 
under the law to state to their people who wish to withdraw mone vs 
that they shall stand in line, receive numbers and wait their turn, 
and the law provides that they shall be paid $1,000 of the receipts 
as their number is reached, and go to the end of the line to wait for 
their next turn. During this period, the association is only allowed 
to make new loans up to, say, 20 percent of the moneys that come in. 

Senator Tarr. That is the Illinois law? 

Mr. Tark. That is the Federal law. 

Then the savings and loan insurance law, if that is what you are 
thinking of, Senator Millikin, provides that in the event of a default of 
a savings and loan corporation, then the Federal Savings and Loan 
Insurance Corporation steps in and will pay out in cash. 

However, the law under the FDIC reads: 

In the event of inability on the part of a bank to meet its depositors’ demands 
then the FDIC pays out. 

Now, the distinction between the two is not in the ultimate pay-out. 
The distinction is in the time of pay-out. If banks are unable to 
meet their depositors’ withdrawals, FDIC steps in at once. 

But the word “‘default’’ means when the association is insolvent, and 
not merely lacking in liquidity. 

Senator Miiuirkrn. These people propose a type of account where, 
if they are up against it, it might take a depositor quite a little while 
to get his money out. 

Mr. Tarx. That is what I am trying to convey. 

Senator MILLIKIN. So at that point, the analogy falls down between 
the practices of a bank and of a building and loan association. 

Mr. Tarx. Correct. 

Senator Mruurkin. And that affects the competitive angle, 
should think. 

Senator Frear. May I ask a question, Mr. Chairman? 

The CHAIRMAN. Yes, Senator. 

Senator Frear. You stated that if a savings and loan association 
is going into bankruptcy or declared insolvent, the FSLIC can go in 
and pay out in cash? 

Mr. Tark. Yes, sir. 

Senator Frear. Do they not have the privilege of taking first 
those shares into another solvent association? 

Mr. Tarx. That is right; either one or the other. 

Senator Frear. Does the depositor or the person who placed his 
funds there in investment, have his choice as to whether he gets it in 
cash or gets stock in another? 

Mr. Tark. I do not think, under the new law passed in January 
that the stockholder has a choice. 

Under the previous law he did have a choice. There was a different 
pay-out under the previous law. But the new law, I think, merely 
provides that it shall be paid in cash or by transfer to another solvent 
association, or something to that effect. 
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Senator Frear. And the stockholder does not have the choice; is 
that it? 

Mr. Tark. I do not think so, because it would be totally immaterial 
to him. He could get his money either way. The actual pay-out is 
identical between banks and savings and loan associations. 

The distinction is the time of pay-out, namely, when he is entitled 
to get it from the FSLIC. The wording otherwise is identical. 

Senator FreEaR. Now, in your statement on page 8: 

Senator Tarr. Banks have a right to impose a time limit on savings 
deposits? 

Mr. Tark. Banks have a right to impose a restriction such as 30, 
60, or even 90 days, a regulation that is required by Federal Reserve 
rules. It isnot arule that they impose. They have a right to impose 
that rule. In the savings and loan—— 

Senator Tarr. You are talking about savings deposits only? 

Mr. Tark. Only savings. 

And if you are interested in the counterpart in savings and loan 
associations, the law itself gives them that right of a 30-day delay 
prior to the time when they start paying out to their members who 
must wait in line. 

Now on page 6, I set forth the recommendations of the United 
States Savings and Loan League for 1949, and in there vou will observe 
that they say: 

A savings institution operates in a world where there is constantly increasing 
competition for all available dollars, 
and it tells them that their advertising should be directed toward 
getting the public to use savings and loan facilities rather than those 
of competing savings institutions or commercial banks. 

For example, what 1 wanted to bring out so quickly up to this 
point is the fact that they are in the banking business in competition 
with banks, and on a very big scale, too. 

1 want to leave with vou another savings and loan association 
advertisement that advertises that money should be saved with it 
for home furnishings, for education for children, for down payment 
on a home, for funds for emergencies, or for retirement. 

This is exactly a bank’s savings operations. We do the same thing. 
We always have. 

However—the original concept was that these associations were 
set up for the purpose of pooling small savings locally to enable homes 
to be financed, and not to engage in the general business of seeking 
savings from everywhere for every purpose, other than, or in addition 
to, financing a home. 

Senator Tarr. Would vou say for the record that with respect to 
the tax paid by banks, they figure their net income like other corpo- 
rations? 

Mr. Tark. Yes. 

Senator Tarr. From that, are they entitled to deduct reserves, the 
setting aside of any of that for reserves? 

Mr. Tark. No, sir. 

A bank is entitled to set up—for the first time in recent years we 
were given the right to set up a loss reserve, upon the assumption that 
we may have losses, and set up that reserve as you go along, up to a 
certain point. 
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There is a formula. Now, all banks do not use it. For example, 
in my two banks I do not use it at all. 

Senater Tarr. Is that in the law, or is that in the regulation? 

Mr. Tark. I cannot answer that, whether it is in the law or the 
Commissioner’s rule. I think it is in the law. However, beyond 
that one point, Senator, every dollar of income that the bank makes, 
except tax-exempt income is taxable at corporate rates. I want to 
be sure I have the record clear on that. 

Senator Tarr. That exempts some bonds, which are a very large 
item, of course, in most banks. 

Mr. Tark. Yes, sir. It is taxable income, every bit of it, whether 
it is retained earnings, transferred to undivided profits, to various 
reserves; it is all taxable, every bit of it before we pay dividends. 

Our contention is that the same should apply to savings and loan 
associations. 

Senator MrLurkin. Your portfolio of tax-exempt securities is con- 
stantly decreasing? 

Mr. Tarx. Decreasing. And not only is it decreasing, Senator, 
because of a smaller supply outstanding, but in order to make ex- 
penses, we find it is desirable to have taxable bonds because of the 
greater yield we get on those. 

In our bank, for example, our tax-exempt securities in both banks 
are almost nil, because we need the income. 

Senator MILurKkin. The availability of good tax-exempt securities 
is not nil, but their return is constantly decreasing in relation to what 
you get in return from your taxable bonds. 

Mr. Tark. From your taxable bonds; that is right. 

Senator Tarr. What percentage of Government bonds held by 
banks now are nontaxable? 

Mr. Tarx. Today I would say that there is a very small amount 
of Government bonds outstanding, which are partially tax-exempt, 
a very small amount. All those bonds are being paid off. I believe 
there are none that are totally tax-exempt. 

Senator Tarr. Most of the tax-exempts are municipals? 

Mr. Tark. That is correct. 

Senator Mriirkin. How about the old Liberty? 

Mr. Tarx. I think they are all out. They are gone. 

Now then, I want to go on to this point, if you do not mind. 

They have attempted to justify their tax exemption on the grounds 
that they are mutual institutions, not engaged in business for profit. 

I ask, are they? 

The member who is an investor, but not a borrower, receives divi- 
dends out of income from loaning to others the association funds. 

To save time, I will skip that, because you will have that before 
you when you read the testimony being filed. 

I want to lay stress on the more important things. 

To give you an idea of the lack of mutuality, I have two photo- 
static copies of signature cards of two savings and loan associations, 
two big ones, in the Loop of Chicago. 

At the time a man opens a savings account or, as they call 1 
a share account, he signs a signature card, and in those tee 
cards they have incorporated proxies, so that the members of those 
savings and loan associations do not enjoy the privilege of mutuality 
even in voting. They cannot vote. 
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Senator MiLuixin. Are they required to sign the proxy? 

Mr. Tark. It is handed to them, and the average person does not 
know the difference. 

And in one of those signature cards it even provides that if the 
proxy is revoked, it shall only be considered as revoked for the meeting 
at which this takes place. 

In other words, it reinstates itself automatically. 

They have stated that their mutuality is proven by the fact that 
they distribute all of their profits—— 

Senator MILurkin. May | ask, is that a common practice? 

Mr. Tark. I understand that that is a common practice, Senator. 

We sent in and opened two accounts in two leading associations 
in the Loop of Chicago. 

Those two signature cards were given to us and we had photostatic 
copies made of them. 

Now they state that they are entitled to tax exemption because of 
mutuality based upon the theory that they distribute all of their 
profits. 

I would like to ask this question? If there is a distribution of all 
of their profits, how does it always happen that the dividend that is 
paid to the investor is 2 percent or 2 percent or 3 percent, if that is 
what they pay? How does it always happen that the income comes 
out so even as to come out to 2, 2%, or 3 percent? 

The answer is: They do not distribute those profits. What they 
do is to put them over into reserves, undivided profits, and so on. 

That member of the association who withdraws from the association 
only gets the money he puts into the association. He does not get 
any parts of those reserves or undivided profits, or the buildings that 
they own today, the big, and magnificent structures. 

You gentlemen see them right here in Washington on a smaller 
scale. You also hear the associations on the radio with their adver- 
tising—things that banks cannot afford. 

The only time a shareholder in a savings and loan would ever 
share in the accumulated reserves or assets that they own—as repre- 
sented by reserves, undivided profits, surplus and what not—would 
be in the event the association were dissolved, and he happened to 
be a member at that particular time. 

Now, gentlemen, you are interested in this. There are today 
approximately 6,000 associations in the United States. They have 
an income of $800,000,000. They have a net income of approximately 
$600,000,000. On the basis of the new rates, considering an effective 
rate to be 33 percent on an over-all picture, the revenue that would be 
produced for the United States Government would be $200,000,000. 
That is what is being lost to the savings and loan and being given to 
them so that they can expand, advertise, and compete unfairly and 
unduly with the rest of the banking system of the United States. 

Their money is invested in real-estate mortgages overwhelmingly. 
According to their own figures, approximately 99.8 percent is invested 
in real-estate mortgages. That is, the share accounts are so invested. 

Obviously, they can earn more and they do. 

I understand that a statement was made in previous testimony to 
the effect that the savings and loan association system pays $5,000 
of taxes for each $1,000,000 of share accounts, whereas the banking 
system pays $3,300 of revenue for each $1,000,000. 
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IT want most emphatically to say this: Savings and loan associations, 
State or Federal, pay absolutely not one cent of taxes, not a cent. 
When they talk about a system, they are distorting something. They 
are taking the income that has been paid in the form of dividends to 
the individual saver, and have proceeded upon the theory that those 
dividends are assessed a 20 percent tax. 

Then they have taken that figure and related it to the total savings 
shares in the associations. 

We shall call those savings in the associations, debt. Then they 
make a comparison with banks by assuming that the savings depositors 
in banks pay a 20-percent tax on the interest paid to them, add on 
the taxes paid by the banks, plus a 30-percent tax on the dividends 
paid to the banks’ stockholders, and come out with a figure of $3,300 
per million dollars of deposit—but in making this comparison they 
include all of the deposits in the banking system which included only 
$35 billion of savings and $106 billion of commercial deposits. 

What they have ‘done is to relate their figures to savings, and ours 
they have related to commercial and savings deposits. 

Gentlemen, if you relate our figures to savings only, it comes out 
to $14,000 for every $1,000,000 and not $3,300. The whole thing is 
nonsensical. The theory upon which they have tried to present their 
case is absolutely without sound reason whatsoever. You cannot 
relate collection of tax revenues in relationship to debt or assets, 
because it simply means this, that a corporation that has a large income 
and pays a large tax would be excessively taxed if it happened to have 
a small debt. 

That is following out their reasoning to a logical conclusion. 

I think I have hit the high lights. I have tried to rush it. 

The CHAIRMAN. You may put in your full statement. 

Mr. Tarx. I have my full statement on file, and I would like per- 
mission to write you a letter, because my statement does not present 
these figures that I have given at the very end. I think the committee 
should have them. 

The CHarrMAN. You may do so. We shall be glad to put that in 
the record, too. 

(The following letter was subsequently supplied for the record:) 

Main State Bank, 
Chicago 47, Ill., July 16, 1951. 
Senator Water F. GroraGe, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear SENATOR GEORGE: This letter is written to supplement the last portion 
of my testimony which was given to your committee on the llth day of July 
1951. It refers to the presentation made by spokesmen for the savings and loan 
associations wherein they endeavored to show that more taxes are being pro- 
duced (paid) by the savings and loan association systems than by the commercial 
banks. To keep the issue crystal clear, I want to state most emphatically that 
savings and loan associations do not pay any taxes at all—not 1 cent. 

When they talk about a system, they are endeavoring to confuse the facts and 
to mislead. What they are attempting to do is to relate the assumed payment 
of taxes by their members on the dividends received by them, to the total share 
accounts outstanding in all savings and loan associations. They state that thi 
share accounts outstanding in 1949 in all savings and loan associations averaged 
close to $11 billion, and the dividends paid by them to their members totaled 
$268 million. Then assuming that the recipients of these dividends were assessed 
income taxes on the basis of 20 percent, the revenue received is $53,600,000 
and so they say the Government collects $5,000 for each $1,000,000 of share 
investments from the system. Then they assume that the depositors in savings 
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departments of commercial banks pay a tax of 20 percent on the interest that is 
paid to them, which comes to $65,600,000 in taxes, and assume that the stock- 
holders of the banks pay a 30-percent tax on the dividends paid to them, which 
comes to $106,243,000 in taxes and then add to these figures, the taxes paid by 
the banks, namely, $325,148,000—making the total taxes paid by banks, stock- 
holders, savings depositors, approximately $500 million. ‘Then they divide this 
figure by the total deposits in all banks of $140 billion—including commercial as 
well as savings deposits—and come up with a figure of $3,300 per million-dollars 
of deposits. If they had confined this comparison to the savings deposits only, 
which were $35 billion, and had not included the commercial deposits, the 
resulting figure would show that the commercial savings banking system had 
paid over $14,000 per million of savings deposits. The commercial deposits, on 
their basis of calculating, should not enter into this equation. 

However, let me state that their way of figuring the payment of taxes by a so- 
called savings and loan system, and my answer thereto, are specious and without 
any sound foundation and without common sense. What they are claiming is 
that savings and loan associations, as such, should not be taxed at all on their 
earnings because the shareholders pay a tax on their dividends (which is true in 
all corporations) and they relate the tax assumed to have been paid by these 
shareholders—not the association—to the total outstanding shares in all associa- 
tions. They are virtually relating tax paid by shareholders to capital stock of 
corporations; and then relate tax paid by bank shareholders, bank depositors 
and the banks, to the total debt outstanding in the banking system, and by so 
doing, say that they pay more taxes than the banking system, when actually 
the savings and loan associations pay no taxes. Since when are income taxes 
figured either against resources or debt owing by taxpayer? Income taxes are 
based on taxpayer’s income. If their reasoning were carried out to a logical 
conclusion, then businesses that make large profits and pay large taxes, would 
be paying excessive taxes, if the amount of their debt was low. 

Let us not be misled. Savings and loan associations do not pay 1 cent of 
taxes, and we respectfully submit that simple justice and fairness requires that 
their-net income, before dividends, be taxed on the same basis as banks are 
taxed. 

May I take this opportunity to express my appreciation to the committee for 
having been given the privilege to appear before it. In an endeavor to get as 
much in as possible in a short time, I undoubtedly spoke too fast and a bit 
abruptly. My written testimony is much more detailed and I beg that the 
committee give it due consideration. 

Very respectfully yours, 
L. SHIRLEY TARK, 
Representing Illinois Bankers Association et al. 


Mr. Tark. May I leave these advertisements with the committee? 
The CHAIRMAN. Yes, sir. 

We will place these advertisements in the committee files. 

(The prepared statement of Mr. Tark is as follows:) 


Testimony OF L. SHirLEY TarkK, oF Cuicaco, IL. 


My name is L. Shirley Tark. I am president of two small banks in Chicago, 
[ll.—the Main State Bank and the Devon-North Town State Bank—located in 
the outlying sections of the city. I represent the Illinois Bankers Association 
and have been asked to speak for the bankers associations of the States of Arizona, 
Arkansas, Colorado, Florida, Georgia, Indiana, Iowa, Michigan, New Jersey, 
Nevada, Oklahoma, South Dakota, Texas, Utah, Washington, Wisconsin, and 
Wyoming—18 State associations—and also approximately 3,800 independent 
banks throughout the United States. 

Because time is limited, I shall endeavor to confine my remarks to the major 
points under discussion, and will file for the record a more complete presentation. 
The points I shall now make are— 

1. Present-day savings and loan associations are not the associations that 
originally were granted tax exemption; 

2. They are engaged in business for profit and are in competition with tax 
paying institutions; 

3. They should not enjoy what is the equivalent of a governmental subsidy 
which permit them to compete unfairly and to the disadvantage of the 
commercial banks; 
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4. To tax them will not destroy them, nor impair their ability to render the 
service they were intended to render; and 

5. The government needs the revenue and they should be taxed before 
taxes are increased on taxpaying banks, and other businesses and individuals. 


PRESENT-DAY SAVINGS AND LOAN ASSOCIATIONS ARE NOT THE ASSOCIATIONS THAT 
ORIGINALLY WERE GRANTED TAX EXEMPTION 


Savings and loan associations are no longer the banding together of a smal! 
group of local people, who agree to pool their respective weekly or monthly savings, 
for the purpose of enabling some of their group to build and acquire homes. 
Today, however, the institutions that bear these names are large financial institu- 
tions, occupying and owning large and imposing buildings. They no longer seek 
moneys exclusively from their own communities, but reach into nooks and corners 
of the United States that are as far away from their offices as from California to 
the New England States. New York City newspapers carry advertising from 
associations located in Los Angeles, Chicago, and vice versa. They also seek 
money from all over the country through the use of brokers, who receive their 
compensation of 1 percent from the associations for whom they secure these 
moneys. 

These brokers run continuous advertisements and send their prospects expensive 
brochures, containing the financial statements of hundreds of these associations. 
Using newspapers, radio, and television, associations openly compete with the 
banks by urging that moneys be transferred from savings and commercial deposits. 
They actively seek funds from corporations and ask that excess commercial 
balances be transferred to them. I submit that this is commercial competitive 
enterprise for profit and should be taxed the same as banks. 


SAVINGS AND LOAN ASSOCIATIONS ARE ENGAGED IN BUSINESS FOR PROFIT AND ARE 
IN COMPETITION WITH TAXPAYING FINANCIAL INSTITUTIONS 


That they are in direct competition with banks is admitted by them in their 
own statements and advertising which I present herewith. I use evidence from 
Chicago because it is more accessible to me. I assure you, however, that the 
same material is available in every city in the United States. Here are two 
brochures issued by two brokerage houses in Chicago, containing financial state- 
ments of savings and loan associations located in States from coast to coast, and 
soliciting funds to be invested in these associations at a 3 percent dividend return 
I shall quote only a few sentences: 

‘Federally insured savings and loan associations form an industry with assets 
of close to $15 billion, a real industry, an integral part of our American system 
of banking and finance.”’ 

“A federally insured savings and loan association operates very much the same 
as the savings department of a bank * * * When accepting these funds 
from the public it (association) offers two forms of ‘evidence of deposit,’ i. e 
the savings pass book which is almost identically the same as the savings pass 
book issued by the bank savings departments, and the certificate which is closel\ 
akin to the certificate of deposit which is issued by the bank savings departments.”’ 

“The Federal savings and loan association operates under a Federal charter 
similar to the Federal charter granted to national banks.” 

“We thus have the Federal savings and loan association, which is the counter- 
part of the national bank, and the mutual savings or building and loan associa- 
tion, which is the counterpart of the State chartered bank.” 

“Thus we have two parallel svstems, the one a commercial banking system 
and the other a savings system * * *, Each is examined at regular intervals 
and each is requested to submit to Federal authorities a sworn report each month.”’ 

“These accounts, insured by Federal Government instrumentality similar to 
bank deposit insurance, are protected by insurance up to $10,000 in each asso- 
ciation.” 

They have even gone so far as to advertise that these investments are exempt 
from taxation, and therefore, a “3 percent return becomes better than a 3'% 
percent investment with safety.” 

On July 1, 1951, the Cook County Council of Insured Savings Associations 
ran ads in Chicago newspapers which boasted that they are the fastest growing 
savings institutions in America. They showed that in 1948, 1949, and 1950 
they grew over 40 percent, while type A financial institutions only grew a litt 
over 10 percent, tvpe B about 2 percent. and type C lost over 10 percent. Na- 
tionally, during the period of 1946 to 1949, their share accounts increased by 56 
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percent whereas the savings deposits in commercial banks increased only 5 
percent. In 1949 alone their increase was 13.8 percent whereas the increase in 
commercial savings banks was only twenty-seven-one hundredths of 1 percent. 

In their advertisement they state that it was ‘“‘time to change one’s thinking.’’ 
I quote therefrom: 

“Time was when folks thought of savings associations only as a place to save 
the down payment on a home, or as the source of a home loan. But times have 
changed. 

‘‘Whether your current savings goal is setting aside funds that can be called 
upon to meet emergencies * * * or the means of sending the kiddies through 
college, or the plan for the next year’s vacation, savings and loan associations 
welcome your account—large or small. You’il find you’re encouraged to save 
more by the higher-than-average earnings paid on your savings. Naturally, we 
still finance homes, too!”’ 

What they are saying is this, ‘‘We are no longer the simple savings and loan 
associations whose prime purpose was to finance homes; that is incidental—we 
are in business today to accept all savings deposits for all purposes—in fact, we 
are the fastest growing savings institutions in America.”’ 

This advertisement more than anything I might say shows that they are not 
the local thrift institutions created to help local people acquire homes. They are 
in the banking business in competition with banks on a grand scale. Yet these 
people who admit that they are engaged in big business and in competition with 
banks, come before Congress, year after year and plead that their tax-exempt 
status should be continued because they are nonprofit mutual savings institutions, 
taking care of the small saver who wants to acquire a home, and distributing to 
him all of their earnings. Where is the resemblance between today’s billion dollar 
savings institutions and the mutual building and loan associations of yesteryear? 

The change in the character of these associations, and the scope and size of their 
operations, can be visualized by the amount of their advertising which appeared 
in one Chicago newspaper on one day a little over a week ago. Keep in mind 
that this is only one newspaper and only on one day. They run similar ads in 
all the other newspapers and they have been running these ads daily. On July 5 
one association ran a full-page ad in four colors in a Chicago newspaper. The 
cost of this advertisement alone was approximately $7,500. In fact, these 
associations expend so much money for advertising that one of the banks which 
I head is having difficulty placing advertising in Chicago newspapers which 
contains statements of fact, on the alleged theory that these statements are 
controversial. 

In the statement of policies of the United States Savings and Loan League for 
1949 we find the following: 

“A savings institution operates in a world where there is constantly increasing 
competition for all available dollars * * * (it) has a twofold job in its 
advertising if it is to secure funds to meet the continuing great loan demand: 
(1) to acquaint the public with its services; and (2) to get the public to use its 
facilities rather than those of competing savings institutions or commercial banks. 

“It is recommended that each association spend more money on advertising. 
The minimum expenditures for the year 1949 are suggested below: 


Recommended 
od ss advertising 
“Association size by assets: expenditures 


$120, 000 
85, 000 
50, 000 
37, 000 
25, 000 
a 15, 000 
a6 ch O ive eetls iii Wi. 8, 000” 


This is big business for profit, and in direct competition with banks and other 
savings institutions. 


SAVINGS AND LOAN ASSOCIATIONS SHOULD NOT ENJOY THE EQUIVALENT OF A 
GOVERNMENTAL SUBSIDY 


Savings and loan associations have attempted to justify their favored position 
on the ground that they are mutual associations not engaged in business and have 
no profits to tax. Are they mutual associations today? Absolutely not—their 
savers are not their borrowers and their borrowers are not their savers. The 
member who is an investor, but not a borrower, receives dividends out of income 
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from loaning the association’s funds to others. The borrower, who has only 
made a nominal investment in order to become a member technically, pays sub- 
stantial interest to the association on his loan but receives an insignificant amount 
in dividends. Even their signature cards take away their members’ right to vote 
at the very moment they open their investment account with them. I have 
brought with me photostatie copies of the signature cards of two of the leading 
associations in Chicago and you will note that each contains a proxy giving to 
an officer of the association the right to vote for the member—and one of them 
recites that if this power is revoked it shall apply only to the meeting for or at 
which the right to revoke shall be exercised. 

By what stretch of imagination can one impute mutuality of benefits to the 
“withdrawing” investor who asks that his shares be repurchased? Does he get 
any part of the surplus, reserves, or the building that the association has acquired? 
Associations state that they distribute all their profits to their members. How 
does it always happen that the member only gets an even 2 or 3 percent? The 
earnings of these associations do not always come out that even. The answer is 
that the accumlated assets consisting of surplus, reserves, and buildings—and I 
stress buildings—will only inure to the benefit of those who are shareholders when 
and if the business is liquidated. There is no mutuality of benefits accruing to the 
thousands of investors or borrowers who withdraw before the ultimate dissolution 
of the association—an event which may never occur. 

\uthentic figures show that these associations, numbering approximately 6,000, 
have an annual income of over $800 million per year and a net operating profit of 
over $600 million. On the basis of comparing member’s share accounts to bank 
deposits, they earn more than do the banks, and that is not surprising because they 
invest almost 100 percent of their share accounts in real estate mortgages and 
depend upon the Federal Home Loan Bank System for liquidity. Yet they are 
not taxed on this vast income. At proposed corporate rates the Government 
would collect over $300 million annually. 

Because they are not taxed, they can and do expend many times more money 
for buildings than tax paying banks can. For example, for the year of 1950 Main 
State Bank, of which I am president, incurred an income-tax liability of over 
$200,000. Our bank has resources of approximately $33,000,000. The money 
which we pay as taxes is used by them to expand, to build, and to compete with us. 
Where is our inherent American sense of fairness? Why should they be subsidized 
at our expense and at the expense of every other American business and citizen? 


Why should only they be permitted to make building dollars out of tax dollars? 


TAXING SAVINGS AND LOAN ASSOCIATIONS WILL NOT DESTROY THEM NOR IMPAIR 
THEIR OPERATIONS 


It has been contended that taxing savings and loan associations would have the 
effect of destroying them or forcing them to reduce dividend payments to their 
investors or of impairing their ability to render the services they perform. Taxing 
commercial-savings banks has not destroyed them and likewise, taxing savings 
and loan associations will not destroy them. On the contrary, commercial-savings 
banks are more adversely affected by taxes than savings and loan associations. 

Banks must maintain a large cash position to meet their daily requirements and 
to maintain required reserves at the Federal Reserve banks. They invest a large 
proportion of their deposits in Government securities which yield very little 
Greatest income is realized when deposits are invested in real estate mortgages, 
and whereas commercial-savings banks have a relatively small proportion of 
their deposits so invested, the savings and loan associations have almost 100 per- 
cent of their shareholders’ moneys invested in real estate loans. 

For example, the net operating income of savings and loan associations for 1949 
was 3 percent of their total assets, whereas the ratio of net operating income before 
income taxes of banks to total assets in the same year was eighty-seven one 
hundredths of 1 percent. After income taxes had been paid by banks, the 
ratio was fifty-five one hundredths of 1 percent. If, therefore, savings and loan 
associations were required to pay half of their income in Federal income taxes, 
they would still be earning at the ratio of 1.5 percent of total assets—which is 
about three times the earning ratio of the banks. Therefore, it must be obvious 
that to impose an income tax on savings and loan associations earnings, can under 
no circumstances work a hardship on them that is greater than the normal burden 
that any other business suffers that pays taxes. 
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If it is their intention to show that paying taxes would prevent them from paying 
extraordinarily high dividends, then the question arises, Why should they be given 
a tax subsidy at the expense of the Government in order to enable them to continue 
to do so, and thus enable them to destroy their competition? <A study of their 
operations and figures, supplied by them, discloses that reasonable dividends could 
be paid their shareholders and reasonable appropriations be made to reserves and 
surplus, notwithstanding the payment of income taxes. Yes, it might reduce 
their ability to acquire the finest and most expensive skyscrapers in the loop of 
Chicago and the newest and most modern financial buildings in the outlying areas. 
It might also reduce their rate of expansion. 

Are they entitled to tax subsidies to enable them to continue these activities? 
Is there some public policy, political, economic or social, that justified this favor- 
itism to one segment of bug business, operated for profit, to the detriment of the 
banking system and the economy of the country? I do not think so. They 
operate just like other financial institutions—acquiring capital, advertising, 
loaning money, charging interest, paying dividends, and what they have left 
after deducting expenses is taxable net income. 


THE GOVERNMENT NEEDS T1HE REVENUE, AND SAVINGS AND LOAN ASSOCIATIONS 
SHOULD, BE TAXED BEFORE TAXES ARE INCREASED ON TAX PAYING BANKS 


In conclusion, gentlemen, may I say that the banks of the United States are 
aroused and indignant, and becoming increasingly more so every day, by reason 
of the tax subsidy which is granted to these associations. They foresee the day 
when their activity in the savings field will be destroyed, and their checking 
accounts raided. They ask that savings and loan associations be taxed on 
exactly the same basis as are banks—on their net earnings, which includes retained 
earnings, before dividends. They do not ask that the shareholder member be 
taxed on the associations’ retained earnings any more so than is the shareholder 
of a bank taxed on the bank’s retained earnings. They ask that this Federal 
license to destroy competition be ended, and in the process of so doing, that our 
Treasury, with propriety, collect the tax that is so sorely needed. 


The CHatrMAN. The committee will recess now and resume tomor- 
row morning at 10 o’clock. 


(Whereupon, at 12:50 p. m., the committee recessed; to reconvene 
at 10 a.m., Thursday, July 12, 1951.) 


$6141—51—pt. 231 








REVENUE ACT OF 1951 


THURSDAY, JULY 12, 1951 


CoMMITTEE ON FINANCE, 
Unitep States SENATE, 
Washington, D. C. 

The committee met, pursuant to recess, at 10 o’clock a. m., in 
room 312, Senate Office Building, Senator Walter F. George (chair- 
man) presiding. 

Present: Senators George, Hoey, Kerr, Millikin, Taft, and Williams. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The CuarrMan. The committee will please come to order. 

Mr. Bomar. 

Will you identify yourself for the record? 


STATMENT OF FLEMING BOMAR, GRANITEVILLE CO., AND 
COMMUNITY SERVICES, INC, 


Mr. Bomar. My name is Fleming Bomar. I am a Washington 
attorney who appears here in behalf of Graniteville Co., a South 
Carolina textile corporation, and Community Services, Inc., a South 
Carolina eleemosynary corporation. 

My purpose in appearing here is to urge the committee to broaden 
the provisions of section 501 of H. R. 4473 in order to settle by legis- 
lation the pre-1951 tax status of all charitable organizations engaged 
in business. 

Congress, in the Revenue Act of 1950, amended the provisions of 
the Internal Revenue Code relating to the tax-exempt status of 
charitable organizations. Among other changes the following new 
paragraph was added at the end of section 101 of the Internal Revenue 
Code, providing in part: 

An organization operated for the primary purpose of carrying on a trade or 
business for profit shall not be exempt under any paragraph of this section on 
the ground that all of its profits are payable to one or more organizations exempt 
under this section from taxation. 

That amendment was made prospective in its application only. It 
applied to years after December 31, 1950. Four years prior to 1951, 
the question of tax status of such corporations was left open. That is, 
it was left up to the courts to determine whether such an organization 
did qualify under section 101. 

Now, the House of Representatives, in section 501, has departed 
from the policy of leaving the question of the pre-1951 tax-exempt 
status of such an organization to the courts. Section 501 provides 
a tax-exempt status for a certain type of organization that this com- 
mittee describes as a “feeder’’ organization. Section 501, as drafted, 
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however, is limited in its application to feeder organizations which 
distribute their net income to educational institutions having a faculty, 
curriculum, and student body. 

No similar exemption is provided for years prior to 1951 where - 
the profits of a feeder organization are distributable to a hospital, 
church, the American Red Cross, a crippled children’s home, or any 
other equally worth while charitable or eleemosynary institution. 

While the provisions of section 501 of H. R. 4473 are desirable 
there is no reason why that section should be limited in application 
to feeder organizations helping educational institutes. Instead, it 
should be broadened to cover “feeder organizations” helping any 
genuine religious, charitable, scientific, literary, or educational 
organization exempt under section 101 (6) of the Internal Revenue 
Code. 

Let me give you an example of a type of feeder organization that is 
not covered by provisions of section 501 of the House bill. 

On May 5, 1951, the fourth circuit court of appeals decided that 
Community Services, Inc., a South Carolina eleemosynary corporation 
which, by its charter, was required to distribute all of its net income 
to various educational and charitable organizations located in Aiken 
County, S. C., should not be exempt for years prior to 1951 because it 
derived income from the operation of concessions for the convenience 
of employees of Graniteville Co., a textile corporation. Graniteville 
Co. for many years prior to 1945 had operated as a division of its 
company a canteen refreshment service offering soft drinks, milk, 
candy, sandwiches and other similar items for sale to its 5,000 em- 
ployees while at work. In other words, it was a type of company store. 

The net income derived from such items had always been donated 
to the local churches, schools, and charities. To clarify this policy 
and to simplify bookkeeping, a South Carolina eleemosynary corpo- 
ration known as Community Services, Inc., was incorporated in 1945, 
and authorized to operate the various concessions formerly operated 
by Graniteville Co. It has no stockholders. No member, officer, or 
director of Community Services, Inc., has ever received or can ever 
receive any income or other benefit from the operation of Community 
Services, Inc. By the terms of its charter, all of its net income has to 
be distributed not only to the schools but also to other worth-while 
educational and charitable organizations in Aiken County, S. C. 
Judge Timmerman, a South Carolina Federal judge, held that Com- 
munity Services, Inc., enjoyed a tax-exempt status prior to 1951. 
The fourth circuit court of appeals, however, reversed, the reversal 
being based in large part upon inferences drawn from the provisions 
of the Revenue Act of 1950 and its legislative history, and the Senate 
Finance Committee report where it was stated in your report that 
it appears clear to your committee that such an organization is not 
itself carrying out an exempt purpose. 

Simply because the income of that particular organization is distrib- 
uted to other than an educ ational institution having a faculty, 
curriculum, and student body, it would not qualify for a tax-exempt 
status prior to 1951 under section 501 of the House bill. 

In the interest of just, consistent, and nondiscriminatory tax policies, 
I urge your committee to broaden the provisions of sec tion 501 of H. R. 
4473 and settle by legislation the tax status of all so-called feeder 
organizations for years prior to the year 1951. 
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I have at the end of my statement here the suggested language 
which would serve to accomplish that purpose. 

The CHaArrRMAN. Yes, sir. The Mueller Macaroni case has been 
reversed also, has it not? 

Mr. Bomar. The Tax Court decided against the exemption. The 
third circuit court of appeals reversed the Tax Court and held for 
exemption. 

The CuarrMan. And has it gotten to the Supreme Court? 

Mr. Bomar. It has not, and it will not go to the Supreme Court 
if section 501 is continued in the law. It will not need to. 

The CuHarrRMAN. You not only want to see this section made pros- 
pective, altogether, but you wish it broadened in a way that you have 
indicated, by taking in all feeder corporations? 

Mr. Bomar. Yes, sir. I do not care to make it prospective. I 
would like to broaden it simply insofar as its retroactive application 
is concerned. In other words, the provisions of section 501 now, by 
knocking the Mueller case out, probably decrease my chances of get- 
ting to the Supreme Court, because the importance of the issue is 
minimized. 

The CuarrMan. Are there any questions, Senator Millikin? 

Senator MiILuikin. No questions. 

The CuarrMan. Thank you very much, sir. We will be glad to 
give it consideration. _ . 

The following information was subsequently supplied for the record: 


GRANITEVILLE Co., 
Augusta, Ga., July 16, 1951. 
Senator WaLterR F. Grorce, 

Senate Office Building, Washington, D. C. 


Dear Senator: On Thursday, July 12, 1951, Mr. Fleming Bomar, an attorney 
of Washington, D. C., who represents us appeared in our behalf before the Senate 
Finance Committee. Mr. Bomar advocated broadening the provisions of section 
501 of H. R. 4473 “‘in order to settle by legislation the pre-1951 tax status of all 
charitable organizations engaged in business.’’ Section 501 of H. R. 4473, as it 
now stands, exempts a “feeder” organized under Internal Revenue Code section 
101 (6) only if the income flows to an educational institution. 

We are deeply interested in this matter because of an organization in our 
community which receives income from a feeder business, but which must devote 
all of its income to religious, charitable, scientific, literary, and/or educational 
purposes. This organization is known as Community Services, Inc., and is 
incorporated under the eleemosynary statutes of South Carolina. 

To broaden the provisions of section 501 of H. R. 4473, as Mr. Bomar advocates 
will, we believe, settle the pre-1951 tax status for us. We urge your serious 
consideration to this question. 

Sincerely yours, 
S. H. Swint, President. 


GRANITEVILLE Co., 
Augusta, Ga., July 16, 1951. 
Senator Water F. Grorae, 

Senate Office Building, Washington, D. C. 

Dear Senator: The attached presents our position regarding valuations and 
taxation under the last-in, first-out method for inventories. We strongly favor 
and urge your serious consideration to amending section 22 (D) of the Internal 
Revenue Code as outlined in the accompanying suggestion. 

Sincerely yours, 
S. H. Swint, President. 
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Prick INFLATION PROVES SoUNDNEss or “LIFO”’ 


AMENDMENT NEEDED TO REMOVE OBSTACLE TO PRESENT ADOPTION 





Soundness recognized in 1939 
Last-in, first-out (LIFO) inventory pricing which keeps price increases out of 

the value of the continuous inventory investment needed in a business, was made 

available to all taxpayers by Congress in 1939—just before the beginning of an 

inflationary price trend which has continued to this date. 

Interpretations too restrictive 


The Commissioner of Internal Revenue’s original interpretations (1939) were 
so narrow and restrictive that the tax regulations implied that the use of LIFO 
was to be limited to taxpayers having very simple inventories. Relatively few 
taxpayers adopted LIFO in the face of these adverse interpretations. Those 
regulations remained in effect until 1949—nearly 10 years. 

Meanwhile inflation struck 


The inflation spiral carried the Bureau of Labor Statistics ‘‘All Commodities’’ 
Index from 77.1 in 1939 to 155.0 in 1949. Many taxpayers who were so effec- 
tually discouraged by regulations from electing LIFO in 1939, 1940, or 1941, 
feared to adopt it because of the danger of “freezing’’ a high cost inventory. 
Reason: The LIFO tax law (then and now) prohibits writing down inventories 


computed thereunder to current cost or market if prices recede below the starting 
point. 


Tax Court overrules interpretations 


In January 1947 the Tax Court in Hutzler Bros. v. Commissioner (8 T. C. 14), 
upheld the application of LIFO to the diversified inventory of a large department 
store. However, not until November 1949 were the income-tax regulations 


broadened in harmony with the original intent of the law. But it was 10 years 
too late. 


Inequities and confusion 


Inequities exist today among taxpayers. Those who adopted it at low price 
levels, notwithstanding the implied restrictions in the tax regulations, are enjoying 
its benefits. Others (in far greater numbers) who could not prudently adopt 
LIFO at higher price levels because the law fails to recognize the possibility of 
price declines, are at great disadvantage. 

Furthermore, in many industries, there are some companies wholly on LIFO, 
some for only part of their inventories, and still others (probably the greatest 
number) not as yet using LIFO at all. Financial reporting to stockholders, to 
Government agencies, and to the public is thus enormously confused. 


Conditions growing worse 


Even though price levels continue to rise (BLS Index in March 1951 was 183.6) 
many taxpayers continue to defer the adoption of LIFO because of the risks 
involved by being prohibited from recognizing price declines that might go below 
the beginning level at time of adoption. As a consequence, price inflation con- 
tinues unabated in inventory valuations and profit determinations. 


The remedy 
A simple amendment to permit adjustment of LIFO cost base if future prices 
decline below the beginning level—a privilege tax laws have long granted to 


taxpayers using other acceptable methods of inventory pricing. Suggested 
wording for such an amendment is attached. 





Available taxable income 


Over the span of an upward and downward price cycle, the amount of available 
taxable income would not be affected. But the income determined annually 


under LIFO would be free from the fictitious increment of profit due to price 
inflation. 


SUGGESTED REVISION IN INTERNAL REVENUE CopDE 
Section 22 (D) (1) 


(1) A taxpayer may use the following method (whether or not such method 
has been prescribed under subsection (c) in inventorying goods specified in the 
application required under paragraph (2): 
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(A) (1) Inventory them at cost ! Or (2) at cost or market, whichever is lower. 
(Whichever basis is adopted shall be used in all subsequent taxable years unless 
a change in such basis is authorized by the Commissioner.) 

(B) Treat those remaining on hand at the close of the taxable vear as 
being: First, those included in the opening inventory of the taxable year 
(in the order of acquisition) to the extent thereof, and second, those acquired 
in the taxable year; and if the taxpayer has adopted the basis of valuation 
prescribed in subparagraph (A) (2) and the basis so determined is in excess of 
the most recent cost or market value at the close of the taxable year, such most 
recent cost or market value, whichever is lower, shall be the basis of valuation of 


inventory at the close of the taxable year and the opening of the next succeeding 
taxable year; and 


(C) Treat those included in the opening inventory of the taxable year in 
which such method is first used as having been acquired at the same time ? 
end determine their cost by the average eost methed! and at the same 


aggregate value at which such goods are included in the closing inventory of the 
preceding taxable year. 


Section 22 (D) (2) 
No change. 
Section 22 (D) (3) 
No change. 
Section 22 (D) (4) 
(4) 24m determining income for the taxable year preeedine the taxable year 
We will call the witnesses left over from yesterday. You gentle- 


men are operating under a time limit, and we hope that you will 
observe it. 


Mr. Bullock. 
Will you please identify yourself for the record to the reporter? 


STATEMENT OF THOMAS M. BULLOCK, RICHMOND, VA. 


Mr. Buttock. Mr. Chairman and gentlemen of the committee, my 
name is Thomas M. Bullock. I am an accountant and I reside in 
Richmond, Va. I am not appearing here today as a representative 
of any business entity. I am personally paying my expenses incurred 
in appearing here, without reimbursement from any source. 

I wish to express my appreciation for having this privilege of appear- 
ing before you gentlemen. I feel that it is my duty as an American 
citizen to endeavor to cooperate with our Federal Government as far 
as my ability and knowledge will permit. 

During this national defense program and at all other times for that 
matter, I think that the American taxpayers are willing to pay income 
taxes on their true earnings from year to year to support our Federal 
Government, though of necessity the tax rates on their incomes have 
to be increased during this year. Therefore, I feel that the Congress 
should assess Federal income taxes on sound accounting bases and 
formulas with equity to all taxpayers and special privilege to none. 

In some cases some of the Federal income-tax laws are not accom- 
plishing this equitable objective, that is, some taxpayers are paying 
more Federal income taxes than some other taxpayers on the same 
amount of their true earnings from business operations because of 
existing inequitable accounting bases and formulas under present 
Federal income-tax laws. 


‘ Italic indicates revisions in statute. 
* Linetype indicates elimination of present provision in statute. 
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Some taxpayers are permitted to deduct their entire losses on prop- 
erties used in their trade or business, whereas some other taxpayers 
have incurred losses on properties which were acquired in carrying on 
their trade or business but are not permitted to deduct such losses 


because of the existing section 117 (j) (1), which said section reads as 
follows: 


(j) Gatns AND Losses From INVOLUNTARY CONVERSION AND FROM THE Sati 
OR EXCHANGE OF CERTAIN PROPERTY USED IN THE TRADE OR BUSINESS.— 

(1) DEFINITION OF PROPERTY USED IN THE TRADE OR BUSINESS.—For the pur 
poses of this subsection, the term “property used in the trade or business’? means 
property used in the trade or business, of a character which is subject to the 
allowance for depreciation provided in section 23 (1), held for more than 6 months, 
and real property used in the trade or business, held for more than 6 month, 
which is not (A) property of a kind which would properly be inecludible in the 
inventory of the taxpayer if on hand at the close of the taxable vear, or (B 
property held by the taxpayer primarily for sale to customers in the ordinary 
course of his trade or business, or (C) a copyright, a literary, musical, or artistic 
composition, or similar property, held by a taxpayer described in subsection 
(a) (1) (C). Such term also includes timber with respect to which subsection 
(k) (1) or (2) is applicable. 


Existing section 117 (j) (2) reads as follows: 


(2) GENERAL RULE.—If, during the taxable year, the recognized gains upon 
sales or exchanges of property used in the trade or business, plus the recognized 
gains from the compulsory or involuntary conversion (as a result of destruction 
in whole or in part, theft or seizure, or an exercise of the power of requisition ore 
condemnation or the threat or imminence thereof) of property used in the trade 
or business and capital assets held for more than 6 months into other property or 
money, exceed the recognized losses from such sales, exchanges, and conversions, 
such gains and losses shall be considered as gains and losses from sales or exchanges 
of capital assets held for more than 6 months. If such gains do not exceed such 
losses, such gains and losses shall not be considered as gains and losses from sale 
or exchanges of capital assets. For the purposes of this paragraph: 

(A) In determining under this paragraph whether gains exceed losses, the gains 
and losses described therein shall be included only if and to the extent taken into 
account in computing net income, except that subsections (b) and (d) shall not 
apply. 

(B) Losses upon the destruction, in whole or in part, theft or seizure, or requisi- 
tion or condemnation of property used in the trade or business or capital assets 


held for more than 6 months shall be considered losses from a compulsory or 
involuntary conversion. 


The proposed new section 117 (j) (1), which follows herein, would 
equalize all classes of individuals and corporate taxpayers with respect 
to the Federal income tax treatment of the sales or exchanges of their 
entire assets used in their respective trades or businesses, and would 
also equitably define the distinction between their assets held pri- 
marily for sale to customers in the ordinary course of their respective 
trades or businesses, and their depreciable or nondepreciable assets 
used in their respec tive trades or business which would not be property 
of a kind which would properly be included in their respective inven- 
tories if on hand at the close of the taxable year. 

Proposed new section 117 (j) (1), to read as follows: 


GAINS AND LOSSES FROM INVOLUNTARY CONVERSION AND FROM THE SALE OR 
EXCHANGE OF CERTAIN PROPERTY USED IN THE TRADE OR BUSINEsS.—For the 
purposes of this subsection, the term “‘property used in the trade or business” 
means property used in the trade or business, or acquired in carrying on the trade 
or business, by purchase or otherwise, tangible or intangible, held for more than 
6 months, which is not (A) property of a kind which would properly be includible 
in the inventory of a taxpayer if on hand at the close of the taxable year, or 
(B) property held by the taxpayer primarily for sale to customers in the ordinary 
course of his trade or business, or (C) a copyright, a literary, musical, or artistic 
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composition, or similar property, held by a taxpayer described in subsection 
(a) (1) (C). Such term also includes timber with respect to which subsection 
(k) (1) or (2) is applicable. 

(Effective for taxable years beginning after December 31, 1947.) 

Proposed new section 117 (j) (2), to read as follows: 

GENERAL RULE.—If, during the taxable year, the recognized gains upon sales 
or exchanges of property used in the trade or business, or acquired in carrying 
on the trade or business, plus the recognized gains from the compulsory or 
involuntary conversion (as a result of destruction in whole or in part, theft or 
seizure, or an exercise of the power of requisition or condemnation or the threat 
or imminence thereof) or property used in the trade or business, or acquired in 
carrying on the trade or business and capital assets held for more than 6 months 
into other property or money, exceed the recognized losses from such sales, 
exchanges, and conversions, such gains and losses shall be considered as gains and 
losses from sales or exchanges of capital assets held for more than 6 months. If 
such gains do not exceed such losses, such gains and losses shall not be considered 
as gains and losses from sale or exchanges of capital assets. (Effective for taxable 
years beginning after December 31, 1947.) For the purpose of this paragraph: 

(A) In determining under this paragraph whether gains exceed losses, the 
gains and losses described therein shall be included only if and to the extent taken 
into account in computing net income, except that subsections (b) and (d) shall 
not apply. 

(B) Losses upon the destruction, in whole or in part, theft or seizure, or requisi- 
tion or condemnation of property used in the trade or business, or acquired in 
carrying on the trade or business or capital assets held for more than 6 months 
shall be considered losses from a compulsory or involuntary conversion. 

These proposed new sections 117 (j) (1) and 117 (j) (2) merely 
equalize in an equitable manner the classification of all assets held by 
all taxpayers and used in their business operations of their respective 
businesses. Such equalization of assets for all classes of businesses 
will provide equitable bases and formulas for determination of their 
true earnings from year to year on which the Federal income tax rates 
are to be applied. 

These proposed new sections 117 (j) (1) and 117 (j) (2) further pro- 
vide for the taxation of true income after the deduction of losses 
derived from the sales or exchanges of their entire assets from year to 
year. 

These proposed new sections 117 (j) (1) and 117 (j) (2) further 
recognize the equitable fairness of taxing profits in 1 year and 
allowing losses in another year, as the case may be, thereby taxing 
the true earnings after profits and losses are reflected in the taxpayer’ 
respective trades or businesses from year to year. 

For Congress to tax the net profits from sales or exchanges of assets 
used in a trade or business or acquired in carrying on the trade or 
business, irrespective of what the Federal income tax rates may be, 
and to tax the net profits of one taxpayer and to not allow the net 
losses of another taxpayer who is holding the similar class of assets 
sold or exchanged, is certainly incongruous in the extreme. 

The present. Internal Revenue Code taxes income derived from 
income-producing assets used in the trade or business and acquired in 
carrying on the trade or business, that is, rents from real estate and 
personal property, interest from bonds and notes, dividends from 
stocks. Therefore, fairness to all classes of taxpayers should be 
granted by Congress i in extending the equalization of their respective 
assets when they are sold or exchanged, to the effect that recognized 
gains and losses’ should be taken into account in determination ‘of the 
taxpayer’s true earnings from their trade or business, just as much as 
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the taxation of income from the same assets used in the trade or 
business and acquired in the trade or business. 

Every taxpayer engaged in a trade or business should be entitled 
to the existing provisions in sections 117 (j) (1) and 117 (j) (2) in that 
all classes of taxpayers should be treated equitably alike. If $e 
gress were to repeal the existing sections 117 (j) (1) and 117 (j) (2), 
feel that such repeal would by far provide more equity i... 
various classes of taxpayers than at the present time. 

At the present time net gains from sales or exchanges of assets of 
life-insurance companies are not subject to the existing provisions of 
sections 117 (j) (1) and 117 (j) (2) or any other section of the Internal 
Revenue Tax Code. Such net gains are not taxed whatsoever. 
They are not part of gross income of life-insurance companies. 

At the present time net losses from sales or exchanges of assets of 
life-insurance companies are not allowable deductions for Federal! 
income-tax purposes. 

Net gains or net losses from the sales or exchanges of assets of life 
insurance companies are not recognized in computing net earnings of 
life insurance companies for Federal income tax purposes, regardless 
of whether the life insurance company be a mutual or stock business 
entity. Moreover, such gains or losses are not recognized in com- 
puting for Federal income tax purposes the “reserve and other policy 
liability credit.” 

Sound and equitable accounting bases and formulas for all classes 
of taxpayers, be they individuals, banks, corporations, life insurance 
companies, et cetera, should be used for the determination of their 
respective true earnings from year to year from their respective 
trades or businesses. 

The existing sections 117 (j) (1) and 117 (j) (2), or other appro- 
priate sections of the Internal Revenue Code, should be amended 
now, to provide for taxation of net gains from the sales or exchanges 
of all assets used in the trade or business and acquired in carrying 
on the trade or business, regardless of whether the taxpayers are 
banks, corporations, individuals, or life insurance companies, and 
their respective net losses from the sales or exchanges of all assets 
should be allowable deductions in full against ordinary income for 
the determination of their true earnings from year to year. 

During this national defense program, and at all other times for 
that matter, I think that the American taxpayers are willing to pa) 
income taxes on their true earnings from year to year to support our 
Federal Government, though of necessity the tax rates on their income 
have to be increased during this year. Therefore, I feel that the 
Congress should assess Federal income taxes on sound accounting 
bases and formulas with equity to all taxpayers and special privilege 
to none. 

I thank you. 

The Cuarrman. Are there any questions? 

If there are no questions, thank you very much, Mr. Bullock, for 
your appearance. 

Mr. Tarleau. 

Will you identify yourself for the record? 
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STATEMENT OF THOMAS N. TARLEAU, BUILDERS AND OWNERS 
COORDINATING COMMITTEE, INC. 


Mr. Tarueav. Mr. Chairman, my name is Thomas N. Tarleau. 
I appear here, Mr. Chairman, in opposition to section 123 on behalf 
of the Builders and Owners Coordinating Committee, Inc., which is 
a membership corporation. Its members are composed of buildings 
and real estate owners with interests in most of the Nation’s largest 
cities, including Philadelphia, Chicago, and New York. 

Section 123 of H. R. 4473 is evidently an attempt to provide in 

the statute a section which would prevent tax avoidance by allowing 
only one credit for surtax and excess profits tax purposes to a group 
of two or more corporations with substantially identical stock owner- 
ship, where in reality it is only one enterprise conducted by more 
than one corporation. The committee report accompanying H. R. 
4473 states that to allow multiple exemptions where there is in reality 
a single business enterprise— 
confers an unwarranted tax advantage on businesses carried out by means of a 
series of corporations, rather than a single corporation, and sets up an incentive 
for the artificial splitting up of corporations. 
However, the proposed section as contained in the House bill works 
automatically and denies the use of more than one credit to a group 
of corporations solely on the basis of stock ownership. Whatever 
the merits of section 123 may be as applied to corporations owned 
and controlled by the same interests, where there is in reality only 
one business, it is submitted that the section, as applied to a group 
of corporations, each engaged in its own business and not connected 
economically with the business of the others, is capricious and dis- 
criminatory. 

The problem of controlling tax evasion and avoidance which may 
arise through the use of multiple corporations is not a new one. 
The Internal Revenue Code has several provisions which deal with 
the problem of tax avoidance through the manipulation of or the 
acquisition of corporations. For example, section 45 authorizes the 
Commissioner of Internal Revenue to distribute or apportion or 
allocate gross income, deductions, credit, or other allowances between 
or among trades or businesses controlled directly or indirectly by the 
same interests, if such allocation or apportionment is necessary to 
prevent tax evasion or avoidance or clearly to reflect net income. 

Section 129 of the code disallows deductions, credits, or other 
allowances to persons acquiring corporations where such acquisition 
is for the purpose of tax evasion or avoidance. Recently the Bureau 
of Internal Revenue has tried several cases before the Tax Court 
with no marked success, in which it has sought to invoke section 
45 and section 129. The circuit courts of appeal and the Supreme 
Court, however, have passed on few, if any, of such cases and con- 
se quently it is difficult to determine as yet the se ope of the application 
of these provisions. 

A striking example of the inequity of section 123 when applied to 
separate business enterprises may be found in the real estate field. 
Traditionally, each real estate operation is separately incorporated. 
This was the practice long before there were corporate income taxes, 
and is done for sound business reasons, the most obvious of which is 
personal protection against the bonds and the mortgages on the 
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property and other limitation of personal liability. Moreover, each 
real estate operation is a separate business project, with possibilities 
of success or failure not dependent upon that of any other project. 
For example, a corporation owning a walk-up apartment house in 
the Bronx may have the same stoc holders as a corporation owning 
an industrial building in Boston or another corporation owning a 
store building in Houston is totally unaffected by such a fact. If this 
income is under $25,000, it has the same call for small corporation 
treatment as any other corporation and for precisely the same reasons. 

The effect of proposed section 123 on small real estate corporations 
is not only inequitable but it would have extremely dangerous effects 
on the use of risk capital in the real estate building and investment 
field. Generally speaking, capital in the real estate field comes from 
four sources: (1) Insurance companies and tax-exempt institutions ; 
(2) comparatively few large publicly financed companies; (3) a handful 
of wealthy individuals who form syndicates for the promotion of large 
ventures in real estate; and (4) small-business men who are the bac k- 
bone of the real estate field. These small-business men are the men 
who built the apartment houses, store properties, and industrial 
rpm which properties in 99 percent of the cases earn less than 

25,000. Moreover, these are the properties which generally are 
rere to the three other types of investors, and if private 
investment were lacking, the properties would not be built. 

Moreover, the yield on capital investment in the real estate field 
is generally small. 

Last November Mr. McGoldrick, the State rent administrator of the 
State of New York, published a survey which showed that of a sam- 
pling of 1,698 buildings located in the five boroughs of the city of 
New York, 50.5 percent earned less than 6 percent on their assessed 
valuation, 37 percent earned from 6 to 8.9 percent and only 12} per- 
cent earned more than 9 percent. Moreover, these earnings are 
before all fixed charges and before any Federal taxes. It should be 
pointed out that assessed valuations in the city of New York approxi- 
mate 100 percent of the sales price of properties for the last several 
years. 

The effect of section 123 in an actual case may more clearly show the 
problems involved. One of our members, together with a few other 
individuals, is in the real estate business. As a group they have 
bought the followi ing properties; which I have described on page 5. 

You will notice there are six of these properties, each of them 
separately incorporated, and they are the types I have indicated 
below. 

The first project is a walk-up apartment house in the Bronx. 

The second one is also a walk-up apartment house in the Bronx, 
built some vears later. 

The third is a commercial property in Manhattan. 

The fourth is a business property in which a restaurant and a fur 
business are located. 

The fifth is a gasoline station. 

The sixth is a ‘building containing a shoe store. 

You will notice, Senator, how the vields on the investment in these 
properties depend on the risk that is involved, and how, by and large, 
they follow the pattern of Mr. McGoldrick’s survey 
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The average vield on all of these properties is about 6 percent. 

Each of these projects is naturally separately incorporated. If 
a tax of 30 percent, as is proposed as a tax on small corporations under 
the House bill, is paid on the earnings of the corporate properties of 
these six small corporations, the corporations will be left with about 
$19,000 or in the neighborhood of 4 percent on the investment. It 
should be emphasized that this return of 4 percent on the investment Is 
before any individual taxes. Under the application of section 123, 
these individuals are effectively precluded from any further investment 
in the real-estate field. For example, a further investment in a real- 
estate corporation which would yield 6 percent before taxes, which is 
the average of these six investments that I mentioned, would, after 
the application of a 52 percent rate, leave only 2.88 percent on the 
investment before any individual taxes. New York City tax-exempt 
housing bonds will earn far more than investment in New York City 
housing under such circumstances. 

In the example we have discussed we have gone into the problem of 
existing apartment houses which have been built and financed before 
World W ar IT. Imagine the result if these same stockholders decided 
to build a new store property in asuburban location. This is a typical 
operation in the real-estate field. The present high cost of construc- 
tion, the governmental financing regulations, the difficulties of obtain- 
ing materials, all coupled with a 52 percent tax rate, plus excess- 
profits taxes, certainly deter risk taking by these small-business men. 
It is the emplovment of the risk capital, which in many instances 
represents the life savings of individuals, which has been the backbone 
of the expansion of the American economy. If these builders are 
discouraged from constructing supermarket-store properties in Leonia, 
N.J., or in Queens County, N. Y., or in Winnetka, IIl., in most cases 
such building will cease. Small-apartment-house construction of the 
nonluxury type without Government financing will stop completely. 

It has always been difficult to obtain risk capital in the real-estate 
field, but if section 123 is passed, those investors who took risks in the 
past will have no incentive to continue to do so. It is obvious that a 
net return of 3 percent to 4 percent will not encourage risk taking. 

Governmental regulations and controls have naturally had a dis- 
couraging effect. Descending upon real-property owners have been— 

A. Federal, State, and local residential rent controls which have 
kept rentals at or near prewar levels despite an increase in the over-all 
price controls of over 100 percent. 

B. At least in the State of New York, business-rent controls which 
affect at other classes of real property. 

©. Credit regulations issued by the Federal Reserve System so 
seriously restricting the extension of credit for new construction as 
to make it, for practical purposes, uneconomic for the small man. A 
building can only borrow 50 percent of the value of new commercial 
property under these regulations. 

D. Regulations in respect of new construction which overnight 
depreciate the value of land because of the present liability to improve 
the land freely. 

E. Voluntary restraints upon mortgage credit imposed by banks and 
other institutional lenders pursuant to advisory action on the part of 
Government which have the effect of appreciably raising money rates 
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and almost eliminating a normal mortgage market. If it is impossible 
to obtain equity capital from outside sources and an over-all tax rate 
of 52 percent to 70 percent prohibits retention of earnings for rein- 
vestment, the real-estate industry will suffer a tremendous. blight. 

The increase in the corporate taxes have during the last decade or 
more been generally passed on to the consumer by American corpora- 
tions. It is only by considering the corporate taxes as a cost of doing 
business that the corporate investor can properly realize on his invest- 
ment. An increase, ‘how ever, from a 47 percent rate to a 52 percent 
rate is a problem even for the ordinary corporation. Where one is 
dealing with real estate corporations, which in the first place are not in 
position to pass on increases in corporate taxes ito their tenants, and 
in the second place when the increase is from a 25 percent rate to a 52 
percent rate, it shall be obvious that such legislation would be die 
astrous to the real estate small-business man. 

Such legislation is effective only in increasing the dominance of the 
large and powerful money interests in the real estate field and in 
disc ‘ouraging further investment by the small-business man. In- 
surance companies and colleges have invested billions of dollars in 
real estate on an average return of about 3% percent plus amortization 
payments. The income taxes that they pay are negligible or non- 
existent. It makes the competitive position of a small-business man 
in the real-estate field who would have to pay over-all corporate taxes 
as high as 70 percent as well as individual taxes impossible. 

We urge your committee to disapprove section 123; or, failing that, 
to amend it by providing exemption from its operation to corporations 
whose incomes are from rents. 

I would just like to make one more comment about the possibility 
of the amendment to section 123. 

Naturally, persons engaged in the field of the organization which | 
represent see their own problems, and consequently notice the severity 
of the application of that provision to their own problems. There are 
other ways of amending the provision which might be preferable to 
the ones that we have suggested. But at any rate, if it is desired to 
eliminate these small real-estate corporations, the method for doing 
SO is quite simple. 

The CHAIRMAN. ae is the estimated yield from this provision? 

Mr. Stam. About $55 million. 

The CHAIRMAN. About $55 million. That is squeezing them pretty 
hard, is it not? 

Mr. Tarueav. Senator, $55 million is the yield that is estimated. 
Estimates at best are guesses. It has been pointed out to this com- 
mittee before that there will be many instances where this tax will be 
avoided, because a variance in stock ownership will continue the 
present tax rate. It has also been pointed out that this is an unde- 
sirable way of avoiding the tax. 

There is some doubt, I take it, whether $55 million will be raised 
by section 123. But assuming that we can ac tually get an additional 
$55 million out of the application of section 123, it is estimated that 
in the first full year of operation, the rates on corporations proposed 
by the House bill raise in the neighborhood of $28 billion. 

The Cuarrman. That is in the House bil]? 


Mr. Tarueav. Yes; in the House bill. 
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Now, to get an additional $55 million out of the tax structure taxing 
corporat: ons $28 billion, or increasing the yield from corporations 
two-tenths of 1 percent and at the same time risking destroying 
enterprises of the character that I have described, seems a very 
foolhardy way of getting some additional revenue. 

In other words, the $55 million may result in much more economic 
harm to the economy than the $55 million warrants in revenue. 

The CuarrMAN. Obviously this section will have its main applica- 
tion on small corporations? 

Mr. Tarueavu. Yes. You see, Senator, the small corporations, by 
having the rate increased from 25 percent to 30 percent, which is the 
way the 5- point increase has been provided, are already, under the 
House bill, facing an increase of 25 percent. 

The CHarrMan. That is on the normal? 

Mr. Taruteav. On the normal tax. And those corporations whose 
earnings are small, and are consequently only subject to normal tax 
immediately have had their tax increased 25 percent, and there is no 
complaint about that. I am not complaining about it. But the 
fact is, nevertheless, that already the small corporation in this tax 
bill is asked to pay a substantial additional amount of tax, propor- 
tionately more than the larger corporation is asked to pay. And 
again, there is no complaint about that. 

But if, in addition, corporations which were formed years ago that 
have accustomed themselves to and have worked under a tax system 
whereby, being separate enterprises, they are separately taxed, not 
only have their taxes increased by 25 percent in 1 year, but to have 
their taxes increased by over 100 percent by reason of the : application 
of section 123, the damage may be crippling in some cases, and may 
actually completely wipe out the possibility of the further use of 
these small corporations. 

The CHarrMAN. Are there any questions? 

Senator MILiikin. No questions. 

The CuarrMan. Thank you very much, Mr. Tarleau. 

Mr. Tarueau. Thank you, sir. 

The Cuarrman. Mr. Richard Carothers, and his brother, Harry 
Carothers. 

Will you gentlemen identify yourselves for the record? 


STATEMENT OF RICHARD BUTLER CAROTHERS, JR., AND HARRY 
SPINKS CAROTHERS, H. C. SPINKS CLAY CO., INC. 


Mr. Ricwarp Caroruers. My name is Richard Butler Carothers, 
Jr., and this is my brother, Harry Spinks Carothers. 

The CHarrMAN. Where are you from? 

Mr. Ricoarp Caroruers. We live in Henry County, Tenn. We 
are stockholders and directors of the H. C. Spinks Clay Co., Inc., 
which is engaged in the clay mining and livestock farming business 
in Henry and Weakley Counties, Tenn. We want to talk to you 
about our family partnership, which was succeeded by the corporation 
formed on January 1, 1949. 

We desire to make this joint statement. 

We want to thank you for the privilege of being permitted to appear 
here today and being allowed to testify in regard to family partnership 
legislation. This is a most important subject to us, and we certainly 
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hope that appropriate legislation will be passed to correct some of the 
injustice that now exists. 

Gentlemen of the committee, we feel that we are being penalized 
taxwise by the Bureau of Internal Revenue because of two conditions 
in our partnership (1) we went into business with our parents rather 
than strangers, and (2) we volunteered for military service in World 
War II. 

We ertainly hope } you will pass sections 313 and 191 of the House 
bill, H. R. 4473, affecting family partnerships and make it effective 
for tax year 1941 and thereafter. 

The CHarrMAaNn. We passed such an act last year. 

Mr. Rrcnarp Caroruers. That is right, sir. 

The CHarrMAN. But we were not able to get the House conferees 
to agree with us; so we had to eliminate it. 

Mr. Ricnharp Carotuers. We appreciate that. 

Before September 4, 1941, our mother, father, and my brother and 
I formed a partnership. This partnership agreement, in our opinion, 
was a just, legal, and honest agreement that we were proud of and had 
talked freely about with many of our friends and associates. Before 
the formation of our partnership we discussed the matter with our 
banker, lawver, customers, and friends. We were advised this was 
the best way to conduct our business. There were no strings attached 
to this agreement; it was stated very simply and clearly. Each partner 
had full responsibilities and unrestricted rights. The basis of the 
agreement was simply this. The partners were paid a salary only for 
the time they worked. Each partner at the end of the year was 
credited with 4 percent of his capital account. The remaining profits 
of the partnership were then divided, 35 percent to our mother, 35 
percent to our father, 15 percent to my brother, and 15 percent to me. 
It was also provided that losses would be shared on the same basis. 
In all of our business activities we were considered a partnership. Our 
banker loaned us money as a partnership just on our signatures. We 
had nothing to hide, and we still don’t. We had no reason to believe 
that in the near future family partnerships would be looked upon as a 
means for tax evasion, nor did we anticipate World War IT and the 
problems that would arise from it. 

On April 1, 1942, I enlisted in the United States Marine Corps. My 
father enlisted in the United States Navy on December 9, 1942, and 
my brother also enlisted in the United States Marine Corps on Febru- 
ary 24, 1943. While we were in the service, our mother, with the help 
of our outstanding emplovees and loyal customers, operated our 
business. When we came home from the service in the latter part of 
1945 and the first part of 1946, one of the first things that we were con- 
fronted with was the Bureau of Internal Revenue claiming that we 
had organized our partnership only to evade taxes; that we had no 
legal partnership agreement at all; and, in fact, just about everything 
that we had done, they said, was against the law. Naturally, we were 
amazed and hurt, to say the least. All of the men in the family had 
volunteered for the service and had spent a great part of our time oul 
of the country, and then to come home and be confronted with this 
situation seemed almost impossible. 

Gentlemen, I hope you can appreciate the position that we are in 
We understand there are many other partnerships in similar circum- 
stances. We do not believe the law is meant to be interpreted in this 
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manner, and that is why we are so interested in the revenue bill, H. R. 
4473, sections 313 and 191. 

The history of our family partnership will show you why we so 
strongly oppose the position taken by the Bureau of Internal Revenue. 

H.C. Spinks, of Newport, Ky., our grandfather, started in the ball 
clay mining business in Henry County, Tenn. in 1915. In 1922 
our mother and father moved to Tennessee, and our father was in 
charge of the Tennessee operations. On March 3, 1926, our grand- 
father died and left a will which formed a trust estate under which the 
business was operated and carried on until March 3, 1941. 

After the death of Grandfather Spinks in 1936 our grandmother, 
Laura Spinks, served under the terms of his will as trustee, and carried 
on the business with our father as the general manager. Grand- 
mother Spinks died in 1933, leaving our mother and father as co- 
executors of her estate, and our father was appointed trustee of 
Grandfather Spinks’ estate. 

At the time of Grandfather Spinks’ death, and under his will, our 
mother, Harriet Carothers, inherited a one-sixth interest; that is, our 
grandmother took a one-half interest, and our mother, aunt, and uncle 
took the other half interest. After our grandmothe r’s death, our 
mother owned an undivided one-third interest in this business. So 
you can see that my brother and I had a potential interest in the 
business at the time of the death of our grandfather and grandmother. 

Our grandparents and our parents worked for this business for 
many years. My brother and | grew up in the clay and farming 
business. I started working for the company in 1936, and my 
brother in 1937. Naturally, some of this work was of small impor- 
tance, such as being water boy, and that is how we both started to work; 
but we did work, and work hard. Later we drove trucks, became 
bulldozer operators, dragging line operators, loaded cars, prospected 
for new deposits of clay, branded, dehorned, cut, and sorted cattle. 
All during this time our business was very much a part of our family 
life. 

At the time of the formation of the partnership we were well 
acquainted with the company’s principal customers. Our education 
was planned to better fit us for this business. We both liked and 
enjoyed our work and wanted to stay in it, and we are still in this 
business. 

During those early years, my brother and I saved our money and 
added this to the money our grandparents and parents had given 
us from time to time. In 1938 we bought 13 registered Hereford 
heifers and a Prince Dominio-bred bull from C. A. Iverson of Ames, 
lowa. Later, we bought a carload of grade heifers and other cattle 
from W. T. Bonner of Gainesville, Tex. The cattle were grazed on 
land we rented from the company. In 1941, when the family partner- 
ship was formed, we owned 206 head of cattle which we put in the 
partnership, together with the money that we had saved, and a tract 
of land that we owned. 

We knew that the trust created by the wills of our grandparents 
would terminate on March 3, 1941, and as I mentioned before, for 
a vear or two before that time we had discussed forming a partnership 
and continuing in the clay and farming business. In fact, we dis- 
cussed this with our attorney, bankers, friends, and customers, and 
they all encouraged us to form a partnership. The Tennessee prop- 
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erties of our grandparents’ estate were sold by the chancery court in 
Weakley County, Tenn., on the 4th of September 1941, and we, 
with our father and mother, were the successful bidders. On the 
29th day of October 1941, we signed a formal partnership agreement, 
effective as of the 5th of September 1941. 

Now, gentlemen, to come back from the service and have the 
Bureau of Internal Revenue come to our office and say that we were 
defrauding the Government out of tax money was hard to take. No 
one else has ever so accused our family. You can see from our family 
history that we have been a family that had always been in business 
for ourselves, and it is our desire to continue that way. We were 
brought up to think in that manner, and it was only natural for us 
to put our efforts in that direction. 

Another thing I would like to say at this time is, I have given shares 
of _— ‘+k at various times to my son, who is only 7 years old. 

Gentlemen, under the present law this is legal, as we understand it, 
to give shares of stock; yet it would not be so to give shares of a 
partnership. 

I think of the time when he will have an active interest in the 
H.C. Spinks Clay Co., Inc. My brother and [ are the third generation 
of our family in this business. Our business has grown and developed. 

The position that you gentlemen have taken in the past on family 
partnerships has pleased us. We hope that our business history will 
encourage you to pass the family partnership legislation, sections 315 
and 191, of the House bill, H. R. 4473, and amend these sections so as 
to make them effective to taxable years ending after December 31, 
1940. This will protect us and other servicemen who were absent 
from their partnership businesses during the war. 

We certainly believe in this just as firmly as we possibly can. We 
appreciate the fact that these boys in the situation today are getting 
this opportunity, and, even if we do not, we still think that they ‘should 
have it. 

My brother and I want to thank you again for the privilege and 
pleasure of appearing before you. 

The CHarrMAN. We appreciate } your appearance. 

Senator Mruurkin. Your testimony has been very impressive. 

Mr. Ricuarp Caroruers. Thank you, sir. 

Are there any questions? 

Senator Hory. Thank you very much. 

The Cuarrman. I think that this committee believes in the family 
partnership provision which we inserted last year, which would fit 
your case. 

Mr. Harry Caroruers. Yes, sir. 

Mr. Ricnarp Carortuers. Yes, sir; I know that. 

The CHarrMAN. We regret that the House conferees were no! 
willing to go along with us on it. But we hope now that they have 
taken the first step, and will agree to make it retroactive. Otherwise, 
it will not be worth very much. 

Mr. Harry Carorners. We appreciate it, sir. 

Mr. Ricnarp Caroruers. Thank you. 

The CHatrMAN. We thank you for your appearance. 

The CHarrMAN. Mr. Francis Bravman. 

Would you please identify yourself for the record? 
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STATEMENT OF M. FRANCIS BRAVMAN, NEW YORK CITY 


Mr. BravMan. My name is M. Francis Bravman. I am an attor- 
ney at law at 50 Broadw ay, New York City. 

Mr. Chairman and gentlemen, I submitted to the House Ways and 
Means Coramittee a proposal to permit all individuals to average 
income for indefinite periods. 

I should like now to present some supplemental information on 
what I call the tax-dividend plan. 

Its title means just that. It is a plan to raise the necessary moneys 
required by the Government during the present emergency. Yet the 
bite on the average taxpayer is not too hard. The plan actually 
provides an. incentive to work, to invest and reinvest capital, and to 
increase production. Also it eliminates the all too prevalent present- 
day custom of conferring with lawyers and accountants before risking 
an increase in profits or salaries which would lead to inclusion in a 
higher income-tax bracket. In addition, this tas-dividend plan 
looks into the future to guarantee manufacturers, businessmen, and 
workers alike security in later years. 

Maybe this sounds like tax magic. But it is not magic at all. It 
is a sound and practical plan that merits your attention. 

Under the tax law, as it would be amended by the revenue bill of 
1951, passed by the House of Representatives, the share of the 
Government in additional income begins to exceed that of the tax- 
payer as soon as the income reaches $14,000 in the case of a single 
person and $28,000 in the case of a married person. This disparity 
in the shares increases until at $80,000 for a single person and $160,000 
for a married person, the share of the Government is 944 and that 
of the taxpayer 5% percent. Despite these high personal taxes it 
has been said that American business executives are continuing to 
keep up all their regular daily activities but they tend to avoid 
moving from one business to another and sometimes turn down 
promotions. It may be assumed that these executives, like most 
other Americans, are going full blast, because in this time of emer- 
gency it is essential to maintain a high level of production of both 
military and civilian goods. 

Meanwhile, there are other individuals who combine realism with 
their patriotism and by the use of various schemes are able to shift 
a portion of their income from a year of high earnings to one of low 
earnings or to spread their income over a number of years. Indi- 
viduals with like incomes thus pay unlike taxes. 

Such inequity in the tax burden is made possible by a number of 
provisions in the tax law, most of which are designed, strangely 
enough, to eliminate or mitigate these inequities in the tax. For 
ae 

. Individuals are permitted to spread over the period of service 
canal nsation received for personal services rendered over a period 
of 36 months or more. But individuals who receive lump-sum pay- 
ments for personal services performed over a period of more than a 
year and less than 3 years cannot spread the compensation. If, how- 
ever, they are able to procrastinate and thereby stretch the period of 
se rvic e to 36 months they effect a tax saving. 

Individuals are permitted to carry back 1 year or to carry for- 
W = 5 years a net operating loss. Individuals via: sustain a net 
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business loss are thus able to reduce their taxes but the amount of 


reduction will vary among taxpayers according to what the income 
happens to be in the particular year to which the loss deduction is 
carried, although for the period as a whole the net business results 
are the same for all of them. 

Individuals are permitted to report income on an installment 
basis. Individuals who sell property to persons with good credit can 
so arrange the transaction that they pay a lower tax than individuals 
— sell like property at the same profit to persons with poor credit. 

Individuals are permitted to exclude from their incomes amounts 
denuded by their employers pursuant to a pension plan for the 
benefit of the employees. Employed individuals who are beneficiaries 
of a pension fund thus are able to save taxes because a portion of their 
income is shifted from the year it is earned by them to the vear or 
years it is paid to them after they retire. Other employed individuals 
whose employers do not contribute to a pension fund for their benefit 
and all self-employed individuals thus pay a higher tax than bene- 
ficiaries of pension funds who have a like amount of income in a 
particular year. 

Individuals who receive back pay or recover bad debts, prior 
taxes, and delinquency amounts are permitted to restore all or part 
of such amounts to the year the back pay was earned or the bad 
debts, prior taxes, and delinquency amounts were deducted, but an 
individual who is required to return a portion of his income earned 
in a prior taxable vear cannot go back and recompute the income of 
such year. 

Individuals are permitted to report income on a cash or accrual 
basis of accounting. Tax results differ because of the use of one 
eee rather than the other. 

Individuals are permitted to report their income on a calendar 
or fiec al year basis. The use of the fiscal vear permits some individuals 
to shift their income to a taxable period other than the one in which 
the income was earned. 

8. Individuals are required to pay a tax based upon the taxable 
income computed for each year as though it stood by itself unrelated 
to other vears. This affects adversely all individuals with widely 
fluctuating incomes. Those in the lowest brackets may lose the full 
benefit of their personal exemptions and allowable deductions by 
failure to have an income equal to them in a given year, and those in 
the higher brackets will be taxed at greatly varying rates. In either 
case, the result is that individuals with highly irregular incomes are 
required to pay substantially more Federal income tax over a period 
of vears than those who receive an equal aggregate income ratabl) 
during the same period. 

Here is a picture of unequal taxation of individuals who have the 
same income in a particular year or over the same period of time, a 
picture made worse by a constant rise in the amount of tax imposed 
upon them. If nothing is done to remove these inequities in the tax, 
individuals will continue to be under strong pressure to average oul 
their income by whatever means are available to them. In addition 
to the methods already mentioned, other devices are used, such as 
deferred compensation contracts under which individuals are paid 
compensation over a period extending beyond the period of service, 
or tax loss sales entered into for the purpose of offsetting gains, and 
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so forth. If a device is not available the Congress is asked to provide 
one, such as the bills introduced in this Congress by Messrs. Coudert 
and Keogh, under which individuals would be permitted to exclude 
up to $10,000 or $7;500 of their earned net income if it is set aside in 
a manner specified by the Government for use after the individual 
attains 60 years of age. All such requests, if granted, merely add a 
number of provisions to an already highly complicated revenue law, 
make the taxpayer’s activities more dependent on the tax law, and 
leave unsolved the basic problem which is the elimination of these 
inequities created by a tax imposed upon the annual net income. 

The recommended solution is to change the tax base by permitting 
individuals to average their incomes for extended periods of time. 
Such a provision in the law would benefit everyone regardless of the 
time income is earned or received by him. Averaging of income would 
have the added advantage of simplifying the computation of income 
and of the tax since such a provision would eliminate existing pro- 
visions in the law designed to mitigate the effect of taxing income on 
an annual basis. It is not essential to the operation of the plan for 
averaging income that capital gains be included, but they may be. 

The Congress now has an opportunity not only to equalize the tax 
burden among all individuals with the same income but to reward all 
who strive to attain their maximum earning capacity at a time when 
the need for revenue is great. Individuals required to pay the high 
taxes in effect today would be more willing to pay them when they 
know that their contribution at this time of national emergency would 
also benefit them when they themselves may be faced with misfortune. 
In other words, individuals would be more willing to earn additional 
income even if 94% percent of it is going to the Government when 
they know that if at a future time their income declines a portion of 
the 94% percent paid to the Government by them will be returned to 
them or credited against their then tax. 

The Secretary of the Treasury at the hearings before the Committee 
on Ways and Means on revenue revision in the Eightieth Congress 
stated that “the adoption of averaging would result in a substantial 
loss of revenue.” This would not be true under the proposed plan 
at least for the first year it is in effect. For example, under the 
proposed plan the revenue received by the Government would be 
equal to or higher than that collected under existing law. This is so 
because under the plan the income taxed the first year would be 
exactly the same as under existing law. The tax collected, however, 
may be higher under the proposal ‘because there would be an incentive 
for the individual to earn more income. There would also be no 
advantage in establishing tax losses; and there would be no carry-back 
or carry-forward of net operating losses. 

After the first year there would be no reduction in revenue unless 
there is a general decline in the incomes of individuals. But taking 
the country as a whole the question of loss of revenue may be more 
apparent than real. In any event comparing it with the loss under 
the existing system, there probably would be no difference between 
the amount of revenue collected by the Government under either 
system. Under existing law net business losses may be carried back 
1 year and carried forward 5 years; net capital losses may be carried 
forward 5 years; long-term compensation may be spread over the 
period of service; and various other devices may be used to reduce 
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taxes. On the other hand, under the proposal individuals would be 
permitted to average their income earned during minority; from 21 
through 30 years of age; from 30 through 55 years of age; and from 
55 years of age to death. At any particular time there would be some 
who would be starting on an averaging period, some who would be 
ending an averaging period, and others who would be in various stages 
of an averaging period. Whatever loss there may be would not be 
concentrated in any particular year. Moreover, there would be no 
advantage under the plan for individuals to take losses; that is merely 
for tax purposes. On the contrary, there would be an incentive to 
earn more income or to accelerate its receipt so that, as a practical 
matter, the plan would favor increasing rather than decreasing cur- 
rent tax collections. 

In other words, the plan for averaging income would reverse the 
existing procedure, where taxpayers determine when and in what 
form transactions should take place in order to produce the greatest 
tax advantage, and permit them to consummate transactions as and 
when dictated by business reasons and, at the same time, enable them 
to obtain the same advantage as if they had the privilege of reporting 
the income or deductions whenever they pleased within the averaging 
period. 

The plan would give them the maximum tax advantage since, as a 
practical matter, there can be no lower tax than on the average income. 

With the permission of the committee I should like to submit two 
exhibits, one which illustrates the computation of a tax or refund, 
and the other which describes the method of computing the tax or 
refund and the benefits to be derived from the tax-dividend plan. 

If I have the time, Mr. Chairman, I could explain the operation of 
the plan and illustrate the computation of the tax. 

Senator Mriurkin. Do you have any age brackets at which the 
plan would cease to be effective? 

Mr. Bravman. No. The age brackets are merely for the purpose 
of permitting a taxpayer to begin or to terminate a particular aver- 
aging period. For example, say, at my age, I am under 55, but over 
30, I could start ave raging right now. But atter I attain the age of 55, 
I would terminate this current averaging period, and then T would 
start a new one with age 56, and continue that until my death. 

Senator MILLIKIN. Suppose a man were 70. 

Mr. Bravman. He would start with that year. It would be the 
last period. And he would continue averaging until he dies. 

Senator Mruurkrn. What if his normal expectancy would not go 
to the end of the averaging period? 

Mr. Bravman. He would average out as long as he lived. 

Senator Mriuikrn. But what 1 am getting at is, averaging age 
brackets, would not an elderly person have an advantage? 

Mr. BravMan. It is not the purpose of this plan to equalize the 
payment of taxes among all individuals. The purpose of the plan is 
to enable two people w ho earn the same money over the same period 
of time to pay the same tax. Of course, we cannot go backward. 
We cannot take this man at the age of 70 and reconstruct his income 
from the time he was born and equalize that with another person who 
may reach 70 years of age 20 or 30 years from now. But as far as 
that man is concerned, he will have at least this benefit, that no matter 
how much income he earns, he will not have to pay a higher tax ,be- 
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cause he worked harder and earned it in one year instead of spreading 
it over a period of two, three or more years 

Senator MiLuikin. Assuming that he died in a few years, would 
he not have somewhat of a tax advantage? Iam not talking against 
it. I am just trying to see what the effect would be. Would he not 
have a tax advantage over a fellow who starts to average, say, when 
he is 40? 

Mr. Bravman. No. There would be no tax advantage. If the 
map at 40 lived to be 70—let me see if I can state it this way. The 
purpose of the plan is to eliminate time as an element in determining 
income. If you eliminate time, then it does not matter when a man 
receives his income. He will not be penalized as he is today for work- 
ing hard and concentrating his income in a single year. There is the 
chief purpose of this plan. It just happens that it also is consistent 
with the present necessity for increasing the revenue. 

Assume that there is going to be no tax reduction, that either the 
existing tax rates will remain in effect, or there will be a tax increase. 
This plan has the added advantage in that it softens the impact of 
the present rate, or the increased rate. So a man would have an 
incentive to work harder and earn more in 1951 or 1952, and he will 
pot feel that all that effort is going for the benefit of the Government. 

Senator MILLIKIN. Let me put it to you this way. What is your 
averaging period? Over what period of time? 

Mr. Bravman. The averaging period that I recommended is during 
minority; a person can average all his income earned up through age 
21. All this is prospective. You never go back. When a man 
decides to average, he says, “I now elect to average.’”’ And he starts 
with that year and goes forward. If he is under the age of 21, he 
goes up to 21. After he reaches 21, he can start another period and 
go up to 30. At age 31 he starts another period. 

Senator Mituikin. That would be a 10-year averaging period? 

Mr. Bravman. That is right. That would be a 10-year averaging 
period. 

Senator Mriurkin. Maybe I have not made myself clear. Let me 
put the question to you this way. Does not a taxpayer who does not 
live long enough to average out for 10 years have an advantage over 
those who do? 

Mr. Bravman. No, sir. He just pays a tax on his average income 
during the period he is alive. 

Senator MILLIKIN. But it is less than if he had paid it in a single 
vear in which he had earned the income, and it is considerably less 
if you figure over the whole averaging period during which he does 
not live to average on. 

Mr. Bravman. It is not the purpose of this plan to produee—— 

Senator Miutuikin. I understand the purpose. But I am just 
asking a simple question, whether that is not correct, regardless of the 
purpose or regardless of the fairness or unfairness of it. I am just 
trying to get the facts. 

“Mr. Bravaan. If a man happens to die before he must terminate 
an averaging period, he will have paid a tax on his average income for 
the portion of the period that he was alive. 

Senator MILuikin. Let us say he pays it for 1 year out of 10, and 
dies the next year. 

Mr. BravMan. He has paid a tax on the average 
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Senator Mruurkrn. The tax is less than he would have paid had he 
been taxed on a separate year, as we now do, is it not? 

Mr. Bravman. It may or may not be. 

Senator MILLIKIN. Yes. 

Mr. Bravman. All right. We will say it is. 

Senator Mitirkin. Then, if your averaging period is over a 10-year 
period, the Treasury will suffer. If a man does not live the 10- “year 
period, does he not have an advantage over those who do live 10 years? 

Mr. Bravman. I do not think so. 

Let us illustrate it. Suppose a man earns $20,000 in one year and 
earns $10,000 the second year, and he dies. He pays a tax on the 
average income for the 2 years. 

Senator Mruurxrn. Have I made my point clear? 

Mr. Bravman. I do not know whether I get your point, Senator. 

Senator Mriuikin. I cannot make it any clearer. So let us pass it. 

Mr. BravMan. I will say this. Naturally, a man who lives longer 
earns more. He will pay more tax than the man who dies at an 
earlier date. 

Senator Minirkin. That does not necessarily hold true. 

Mr. Bravman. I do not see the connection between the two 
situations. 

Senator Mruurxrn. Is this correct, that if a man lives throughout 
the averaging period, is it your theory that over that period he will 
have paid. as much tax as he would have had we followed the present 
system? 

Mr. BravMan. No, sir. He will have paid the same tax that a man 
under the present system pays who earned the same amount of income 
ratably over that period. For example, take the second period, from 
21 to 31. A man earns $20,000 everv year, while another person 
earns fluctuating amounts, but over that 10-year period he earns 
$200,000. Under my plan both pay the same tax. 

Senator Mruurkrn. In those two cases, you figure that the averaging 
process will be better for the taxpayers, and will also not hurt the 
Treasury is that not correct? 

Mr. Bravman. That is right. 

Senator Mruurkin. All right. Now let us take the other case. In 
either case that you were talking about, a man starts on this first 10 
years, or any other 10 years, and then the first of the 10 years he has 
a very big income, in the second of the 10 years he dies. Does not 
the Treasury lose under your averaging plan? 

Mr. Bravman. No. The averaging period ends with bis death. 
If he died during the second year of the period the income earned in 
the second year would be annualized. The‘tax or refund would be 
computed for the second year which would be the end of that period. 

Senator Witt1aMs. Would not the effect of this be, though, assum- 
ing you have 4 or 5 years of relatively high prosperity and earnings, 
that when the country hits a recession, the Government would have 

no income whatever on the averaging provess because a man could 
average downward, and he would not owe any taxes? 

Mr. Bravman. That does not necessarily follow. 

Senator WriuiaMs. It could follow, could it not, if you had a major 
country-wide depression? 

Mr. Bravman. That is true under the present law. 

Senator Wiiurams. No, it is not true, because if a man was earning 
$30,000 a year, and he earned that for 5 years, and then you ran into 
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a couple of years’ recession, he would not owe any tax because all of 
his tax on the averaging plan would have been paid. Is that not true? 

Mr. Bravman. That is partly true. You have offsetting items. 
In the first place, everybody’s income is not going to drop. 

Senator WitiiaMs. I am saying in those cases that are averaged. 

Mr. Bravnan. Allright. The income drops. Now, at the present 
time, if he were not averaging, he would be allowed to carry forward 
business losses. 

Senator WituraMs. I am assuming that there are no losses, though. 
I am assuming that there is a profit each year, that the man has some 
income each vear, and he would owe some tax under an existing rate 
each year, but he has 4 or 5 years—you have a 10-year program— 
suppose we say he has 7 years of relatively high earnings. In the last 
3 years, we run into a major depression. On the averaging plan, he 
would not owe the Government any taxes, because he would take 
his previous tax payments, average them out, and he would owe 
nothing. 

Mr. Bravnman. In the first place, taking the country as a whole—— 

Senator Wixuiams. Is that not true, though? 

Mr. Bravaan. I will have to answer that, sir, this way. Every- 
body will not be in the same stage of his averaging period. Some per- 
sons may be just starting. So that these persons will not be getting 
any refund. It is only that person who would be in between or end- 
ing a period who would get a refund. 

Senator Mitirkin. You figure that the averaging of the averaging 
would pull you out, whereas Senator Williams is talking about a 
single case. 

Mr. BravMan. That is right. And I have a further opinion on 
that. It may be a good thing to allow these refunds to people, as 
being antideflationary, and it may be a means of getting us back on a 
better basis than to have some form of relief, such as WPA or PWA 
projects. 

Senator Wriuiams. Without discussing the merits or demerits of 
it, the net effect would be that the Government would be making the 
refunds in a period of low income as far as the Government is concern- 
ed, thereby making for an extra reduction of our income at the time 
in the midst of a depression. 

Mr. BravmMan. A man’s income would have to drop very low 
before he would get a refund, and the longer the span of the averaging 
period, the less chance there is for the Government to return money. 
For example, if a man earned $100,000 the first year, and $10,000 the 
second year, then we have that decline, and, of course, the Govern- 
ment would lose money there. But | think it would be fair from the 
Government’s viewpoint to return some money to that man after he 
earned $100,000 the first year, and then $10,000 the second year. 
I think taking the country as a whole, however, the loss in revenue 
will not be as great as it appears to be. 

Senator MILuikin. So that I understand your plan better, do you 
average back 10 years? 

Mr. BravMan. You never go back. 

Senator MiLurkin. You never go back, always forward? 

Mr. BravMan. Yes, sir. 

Senator Mitiikin. Let us assume that a man had under the present 


system a taxable income of $100,000; what would he actually pay 
on it under your system? 
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Mr. Bravman. He pays exactly the same amount. 

Senator Miuurkrn. And the second year? 

Mr. BravMan. If he earned $100,000 the second year, he would 
still pay the same amount. If he earned, say $50,000 the second year, 
he would pay a tax on $75,000, which is the average income for the 
2 years, less a refund on $25,000. In other words he earned $100,000 
the first year, and $50,000 the second year. That is $150,000 for the 
2 years, and the average income is $75,000. He pays a tax on 
$75,000, less a refund on $25,000, which brings him down to $50,000, 
the income for the second year. So he always pays a tax on the 
realized income of the particular year. 

Senator Mriurkin. Under the present system, would he pay the 
full tax on $100,000 for the 2 years? 

Mr. Bravman. No. Under the present system, he would pay a 
tax on $100,000 for the first year and $50,000 for the second year. 

Senator Mituikin. I assume that you said he earned $100,000 the 
first year and $100,000 the second year. 

Mr. Bravman. That would be the same under both systems. 

Senator Mruuikin. If he earns $100,000 the first year, under the 
present system he pays a tax on $100,000. 

Mr. Bravman. Right. 

Senator MruuiKin. If he earns $50,000 the second year, he would 
pay a tax on the $50,000? 

Mr. BravMan. Yes, sir. 

Senator Miiurkin. Now, for those 2 years, what would be the basis 
of his tax for the 2 years? 

Mr. Bravman. Under my system? 

Senator MILLIKIN. Yes. 

Mr. Bravman. He would pay a tax on $100,000 the first year, 
and in the second year he would pay a tax on $75,000, less a refund 
on $25,000. 

Senator Mriiurkin. And the third year, what? 

Mr. Bravman. For the third year let us assume the income drops 
to $30,000, so that his income for the 3 years is $180,000. The average 
income is $60,000. Under my system, he would pay a tax on $100,000 
the first year, he would pay a tax on $75,000 less a refund on $25,000 
the second year, and in the third year he would pay a tax on $60,000 
less a refund on $15,000 twice, that is $60,000 less $30,000. 

Now, this may sound complicated, but that is because I am explain- 
ing the mathematics of the process. 

Senator WiuuraMs. That is the point I was bringing out. If you 
hit a depression, and the income would have a drastic drop, you would 
have no tax on those whose income had dropped. 

Mr. Bravman. There would have to be a drastic drop in a par- 
ticular case. 

Senator WiuturAMs. I am figuring on a major depression. 

Mr. Bravman. I have that illustration here. A man’s average 
income is $25,000 for 9 years. His income drops to $4,000 with the 
tenth year, and he gets a refund from the Government of $1,050. 

If this refund is not allowed by the averaging process individuals 
will use other methods, as they are now doing, to accomplish the same 
result. For example, suppose a television star (married and with 
two children) is offered $300,000 for his services for 1 year. If he 
accepts the offer the Government gets $242,000 and he is left with less 
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than $58,000. But if he revises the offer so that he is paid $100,000 
for each of 3 years but performs services for only 1 year and is subject 
to call for consultation for the last 2 years, the Government gets 
approximately $174,000 and the performer is left with $126,000, a tax 
saving to the individual or tax loss to the Government of almost 
$68,000. 

The same may be said of the business executive who, instead of 
receiving $100,000 for each of 10 years, receives $50,000 for each of 
the 10 years and then $25,000 or more for life. Many other illustra- 
tions can be given where by the use of the methods outlined in my 
testimony the loss of revenue under the present system is enormous. 

The purpose of the plan is to improve the operation of the tax 
structure and to eliminate manifest inequities in it. Since the tax 
burden is also heavier it is particularly important that like incomes 
should bear a like burden; that no taxpayer and no kind of income 
should be discriminated against. Moreover, the tax system should be 
adjusted so that it will interfere as little as possible with business; so 
that the economy will function actively and efficiently; and so that 
men will be encouraged to work and to produce. 

Senator Hory (presiding). Do you want to insert your two exhibits 
in the record? 

Mr. BrRavMAN. Yes, sir. 

Senator Hory. Very well. You may do that. 

(The exhibits referred to are as follows:) 


ExuisBit 1 
EXPLANATION OF PLAN 


The plan will provide a constant flow of revenue, allow payment of the tax when 
the individual is able to pay, and equalize the tax burden between individuals 
with fluctuating incomes and individuals with stable incomes. Under the plan 
individuals would be permitted to average their incomes earned during minority, 
from 21 through 30 years of age; from 30 to 55 years of age; and from 55 years of 
age to death. 

The computation of the tax or refund is simple. The individual would compute 
the tax on the average income exactly as he does now on his net income. He 
would use the same rate schedule in computing the tax on the difference between 
the average income of the current and the preceding vears (the equalizing factor) 
using the top rates (where the average income increased) or the next succeeding 
rates (where the average income decreased) used in computing the tax on the 
average income. To permit a ‘‘change in rates’ the present scheme of a percent- 
age increase or decrease in the amount of tax would be retained. This percentage 
would be accumulated during the averaging period and that percentage of the 
tax on the increase or decrease in average income would be added or subtracted 
to determine the tax or refund for the year. 


COMPUTATION OF AVERAGE INCOME 


The average income for any vear of the averaging period would be computed 
in the return for that year. Reference to the records for all years of the averaging 
period would not be necessary, for the average income of the preceding year and 
the number of preceding years in the averaging period would be carried forward 
from the preceding return. The income for the current year would be added to 
the product of the two items carried forward and the sum divided by the number 
of years in the averaging period. The result is the average income for the taxable 
vear. 


COMPUTATION OF TAX OR REFUND 


\ simple schedule included as part of the tax return furnished by the Treasury 


Department would enable the individual to compute his tax or refund under 
the plan 
ple . 
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The following form would appear on the individual income tax return furnished 
by the Treasury Department. It also contains figures illustrating the operatio: 
of the proposed method of averaging income and computing tax. 

In the example it is assumed the individual is married, has no dependents, and 
files a joint return; it is the tenth year of averaging with the average income fo: 
the preceding (ninth) year being $25,000 and the net income for the current 
(tenth) taxable vear being $50,000. It is further assumed that since averagin: 
was begun, the brackets of income and the basic rates were the same as in thy 
present Internal Revenue Code, as amended by the revenue bill of 1951. Ther 
was, however, a 10 percent increase in the amount of tax for each of the first 4 
years, a 40 percent reduction in the amount of tax for the sixth year, a 12 percent 
reduction for the seventh year, a 9 percent reduction for the eighth year, 
reduction for the ninth year, and a 12 percent increase for the tenth year. The 
average income and the tax due from this individual for the tenth year of th. 
averaging period would be computed as follows: 


ScHEDULE L.—Computation of average income and tax or refund ! 


1. Number of preceding vears in averaging period 
(line 6 of last year’s return) 9 

Average income or loss in last year’s return (line 
7)... 7 aaa * $25, 000. 


Product of lines 1 and 2 2 bes . $225, 000. 


> ame 


Net income or loss of current year- -. -- _ $50, 000. 


Total income or loss for averaging period__ $275, 000. 
Number of years in averaging period (line 1 plus 
1) 10 
Average income or loss (line 5 divided by line 6)_ $27, 500. 
Increase in average income (line 7 minus line 2) "$2. 500. 
i) 


9 Decrease in average income (line 2 minus line 
10. Tax on income reported in line 7 
11, Tax on amount in line 8 (at rates in highest ap- 
plicable brackets) 7 $1, 065. 00 
Tax on amount in line 9 (at rates in next sueceed- 
ing brackets) es 
13. Tax on increase in ave rage income » (line 11 multi- 
plied by line 1)____-- 
14, Tax on decrease in average income ‘(line 12 multi- 
plied by line 1)_--- 


$ 


12, 


15. Total tax or credit (line 10 plus line 13 or 

minus line 14) NERS cere S el da wale aiesda “ $17, : 00 
16. Add (line 3, schedule N) : mee $ 
17. Subtract (line 6, schedule N) As, ates Eien $276. 90 


18. Tax > ; ..- ? $17, 650. 90 
19. Tax refund_---_-- aos! 

1 For the first year of the averaging period the individual would be instructed to place a Zero in lines 1, 2, 
and 3 of schedule L and line 1 of schedule M. Provision would be made on the return for the allowanc 
credit for partially exempt interest and for taxes paid to foreign countries and possessions of the Unithd 
States. Internal Revenue Code, sees. 25 (a), 31. 

2 This tax plus the taxes paid and less the refunds received for the preceding 9 years equals the aggregat 
tax paid by an individual whose income was $27,500 in each of the 10 years. 


ScHEeDULE M.—Computation of net cumulative percentage addition to or deduction 
from tax 





Increase | Decreast 





Percent Percent 
1. Preceding year (net) ; eee ance biaderitine ; ‘ : bot 
2. Current year Spipccnaaiaaanaial Ne | a | 


3. Net percent increase or decrease -..-. 
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ScHEDULE N.—Computation of addition to or deduction from tax 


Line 1, schedule M 
Amount 


Increase Decr 


Percent 
1. Line 11, schedule 
2. Line 12, schedule 


3. Amount carried to line 16, schedule L 
. Line 11, schedule L $1, 065 
5. Line 12, schedule L 


Amount carried to line 17, schedule L 


| This is the net cumulative percentage carried forward from line 3 of schedule M of the preceding return, 
representing in this case the 9 preceding years. 
2 This percentage for the current year would be printed on the form in the proper column. 


The following illustration shows the computation of a refund. The basie facts 
are the same in both cases, except that the net income for the tenth year is $4,000 
instead of $50,000: 


Schedule L.—Computation of average income and tax or refund} 


Number of preceding years in averaging period 

(line 6 of last year’s return) 9 
Average income or loss in last year’s return 

(line 7) - ; $25, 000. 
Product of lines 1 and 2 225, 000. 

Net income or loss of current year _ _ - 1, OOO. 

59. OO Total income or loss for averaging period_ 229, 000. 
Number of years in averaging period (line 1 

plus 1) : 
Average income or loss (line 5 divided by line 6). $22, 900. 
Increase in average income (line 7 minus line 2)_ _~ 
Decrease in average income (line 2 minus line 7) 2, 100. 
Tax on income reported in line 7__- 
Tax on amount in line 8 (at rates in highest 

applicable brackets) - PER cet hot Mey 
Tax on amount in line 9 (at rates in next suc- 

ceeding brackets) 798. 00 
Tax on increase in average income (line 11 multiplied by line 1) : wells 
Tax on decrease in average income (line 12 multiplied by line 1 7, 182. 00 


’ 


74. 00 


76. 90 


15, Total tax or credit (line 10 plus line 13 or minus line 14) (1, 256. 00) 
16. Add (line 3, schedule N) S 2 207. 48 
17. Subtract (line 6, schedule N)- 


50. 90 


18. Tax due : wa 
19. Tax refund 21, 048. 62 
For the first year of the averaging period the individual would be instructed to place a zero in lines 1, 2, 

and 3 of schedule L and line 1 of schedule M. Provision would be made on the return for the allowance of 
credit for partially exempt interest and for taxes paid to foreign countries and possessions of the United 
States. Internal Revenue Code, secs. 25 (a), 31. 

? This refund, together with all payments and refunds for the preceding 9 years, equals the aggregate 
tax paid by an individual whose income was $22,900 in each of the 10 years. 


ScHEDULE M.—Computation of net cumulative percentage addition to or deduction 
from tax 


Decrease 
Ce Percent 
1, Preceding year (net) 1 26 
Current year 7] 


Net percent increase or decrease 
! This is the net cumulative percentage carried forward from line 3 


representing in this case the 9 preceding years. 
? This percentage for the current year would be printed on the for 
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ScHEDULE N.—Computation of addition to or deduction from tax 


Line 1, schedule M 





a eee 
Increase | Decrease 
Percent | Percent 
1, Line 11, schedule L___- ; Satta cabal ™ eld tion nik oA Lite addnets : 
2. Line 12, schedule L___- c Re 26 | $207. 48 
Amount carried to line 16, schedule L oe so tee Se teloges ta 207 48 


3. 
4. Line 11, schedule L : . Sa a ; ulbesbees 
5. Line 12, schedule L 5s ‘ ‘ EES Sede eae eee on kee SEL ‘ 
6. Amount carried to line 17, schedule L..|________- 


Exuisitr 2 


Three figures determine the tax or refund for any year of the averaging 
period, namely: 
1. The tax on the average income. 
2. (a) Plus the product of— 
(1) the tax on the increase in the average income and 
(2) the number of preceding years in the averaging period, or 
(b) Minus the product of 
(1) the tax on the decrease in the average income and 
(2) the number of preceding years in the averaging period; and 
(3) Plus or minus the net cumulative percentage (of the additions to, or reduc- 
tions in, the amount of tax)— 
(1) of the tax on the increase or decrease in the average income. 
B. The “tax dividend plan’? would have the following benefits: 
1. It would enable an individual to strive to attain his maximum earning power, 
secure in the knowledge that he would not be penalized. 
2. It would equalize the tax on all individuals having the same aggregate income 
over the same period of time. 
3. It would extend to all individuals special benefits now enjoyed by some. 
4. It would neutralize the effect of the income tax on the carrying on of business 
at one time or another. 
5. It would simplify the computation of both income and tax and thus simplify 
the administration of the law. 


Mr. Bravman. I would just like to add this, that the computation 
of tax is essentially no different from the present computation of tax. 
The income is reported the same way, and the computation of the tax 
is a lot simpler than it sounds. 

Senator Horny. Thank you very much. 

Mr. BravMan. You are welcome. 

Senator Horny. Mr. W. F. Bronkie, West Pawlet, Vt. 

Mr. Bronkie is being valled out of order. 

Mr. Bronkie, give your name and connection to the reporter, please. 


STATEMENT OF W. F. BRONKIE, WEST PAWLET, VT. 


Mr. Bronxig. My name is W. F. Bronkie, representing the slate 
industry of the country, particularly the Vermont-New York Slate 
Association, the Pennsylvania Slate Association, and the slate pro- 
ducers of Maine and Virginia. 

Senator Hory. You may proceed, Mr. Bronkie. 

Mr. Bronxte. We have a very simple request to ask. The slate 
industry is a very small business. You have in past tax laws recog- 
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nized the percentage depletion factor as important to the mining and 
quarrying industry. 

During all these years, slate has been overlooked. 

It has been put into the House bill, but it has been tied to a lost-cost 
bulk product, stone, whereas slate is a specialized product, higher in 
value and quality, and should be given a separate identity, the same 
as any other competitive or comparative nonmetallic mine ral product. 

Senator Mitiikin. What is its state in the earth, as distinguished 
from granite or marble? Does it present the same apprearances? Does 
it present the same mining problem? 

Mr. Bronkik. Exactly; the same mining problems as talc, feldspar, 
and other minerals that are already getting the percentage depletion 
in their own right. 

Senator Miiurkrn. But does it have a higher value while it is still 
in the ground? 

Mr. Bronxik. Yes, sir. When you compare it to the bulk products 
which sell for dollars per ton, comparing it on a tonnage basis, which 
is wrong, because we do not do business on a tonnage basis—we do 
it on a—— 

Senator Mruuikin. Is it a relatively rare deposit? 

Mr. Bronx. It is relatively rare. It is only in these four districts 
that I have mentioned that it occurs commercially. 

Senator MiLurkin. But what I am getting at is, you find sand 
deposits in many, many places. 

Mr. Bronxte. That is right. 

Senator Miiurkin. And you find slate deposits that are suitable for 
commercial production with equal ease? 

Mr. Bronxir. No, sir. You have to hunt for them, spend a great 
deal of money and time in exploration and development, the same as 
you do on a gold mine or a copper mine or any other kind of mining 
operation that you are familiar with in Colorado. 

Senator Mituikin. Where are your slate quarries located? 

Mr. Bronkie. In a very limited area in Vermont and New York. 
They run about 25 miles long and 2 or 3 miles wide. 

Senator Miuurkin. They “do not occur generally over the United 
States? 

Mr. Bronxie. There is that one area in Vermont, as I mentioned. 
Another is in Virginia, around Buckingham and Arvonia. 

Senator Mintuikin. And does commercial production come only from 
those areas that you have mentioned? 

Mr. Bronkiz. Yes, sir. 

Senator Minurkin. What are the relative costs of producing the 
slate, as distinguished from reducing other quarry material to com- 
mercial form? What do you do with a block of slate at the quarry? 

Mr. Bronxte. We first have to quarry it, and get it out of the 
ground in a whole piece. It is the reverse of an ore mining operation 
that we try to keep our pieces as large as we can. 

Senator Miniikin. Yes. 

Mr. Bronkie. And it is brought out and cut up either on a diamond 
saw or by cold cutting methods. It is put into a working group 
where it is split and trimmed and given its shape. There are further 
processes in surfacing, sandrubbing, fitting to setting diagrams for 
laying on the floor, or drilled for electrical switchboards. 
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Senator MiLuikin. You have outlined quite a comprehensive and 
expensive process. 

Senator Tarr. How does it come? In slices? 

Mr. Bronxtre. In beds. 

Senator Tarr. Yes. But is there something in between? Do you 
have a layer of slate and then a layer of something else and then a 
layer of slate? 

Mr. Bronxie. We have impurities in it from place to place. 

Senator Tarr. How do you get a piece of slate, or a shingle? 

Mr. Bronxie. You get a large block out, and a man sits there with 
a hammer and a chisel and splits it. 

Senator Tarr. He slices it to make it thin? 

Mr. Bronxte. He slices it. It has a natural cleavage in a natural 
slice. It is peculiar to slate. That is why not all slate has it. We 
think we have a quarry, but it does not have a good cleavage; so it is 
not a commercial slate quarry. 

Senator Tarr. There is no machine that can just take a solid block 
of slate and make slices? 

Mr. Bronxre. There have been some patented, but none of them 
ever worked, unfortunately. One advantage that we have had in 
recent years is the diamond saw, which has given us a big lift. 

Senator MiLurkin. What would you like to see in this law? 

Mr. Bronxtr. That slate be given a separate classification the same 
as granite, marble, tale, feldspar, vermiculite, and other competitive 
and comparative products. 

Senator Tarr. It is not in the House bill? 

Mr. Bronxte. It is in the House bill, Senator, but it is tied to stone, 
and stone is a low cost, bulk product. Crushed stone you buy by the 
ton. Sand and gravel you buy by the ton at a very low figure. All it 
is is a question of having to go into a bank and dig it out with a steam 
shovel and put it on a truck. We have a very complicated and ex- 
pensive development and exploration program to pay for, a big plant 
to carry. Our problem is exactly the same, on a smaller scale, of 
course, as the oil industry or the copper mining industry or any other 
mineral product. 

Senator Hory. You want this put over into the other classifica- 
tions? 

Mr. Bronxie. No. We just want it to be given its own name. 

Your law reads now: 

In the case of asbestos, sand, gravel, stone (including pumice, scoria and slate), 
brick and tile clay, shale, oyster shell, clam shell, granite, and marble, 5 percent, 

Senator Hory. What is it you want done? You mentioned slate 
in the last. Do you want it mentioned separately? 

Mr. Bronxiz. We want it mentioned separately, the same as 
marble and granite. We do not want it included in stone, because it 
is not competitive with stone or comparative with it. 

Senator Tarr. Do you want more than 5 percent? Is that the 
point? 

Mr. Bronxigz. No. We would like more, of course. 

Senator Hory. I believe the House bill reads, “Stone, including 
slate.” 

Mr. Bronxre. That is right. 

Senator Hory. And you want slate independent? 
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Mr. Bronxie. That is right, because it is not a competitive product 
with stone. 

Senator Miruurkin. There is no such thing as a stone shingle, is 
there? 

Mr. Bronkikz. No; there is a slate shingle. 

Senator Mitirkin. Do you use the slate for anything but shingles? 

Mr. Bronte. Yes, sir; we use it for very many products. Eleec- 
trical switchboards is a very important use of it at the present. 

Senator Mi_iikin. Give me more instances of what you do with it. 

Mr. Bronxie. I think we have it in this statement here: 

Uses.—Slate is used in a variety of products: namely, natural roofing, roofing 

granules, siding, electrical switchboards, paints, ceramics, structural slate prod- 
‘ ucts, blackboards and bulletin boards, school slates, expanded aggregates, billiard 

table tops, and has other numerous and miscellaneous uses important to the 
economy of the country, industrial and chemieal. 
* Senator Hory. Would you like to have this statement included in 
the record? 

Mr. Bronxir. Yes, sir. 

Mr. Hory. Mr. Chairman, I suggest that that be included in the 
record, 

The Cuarrman. Yes. That will be included in the record. 

(The statement referred to is as follows:) 


STATEMENT IN SUPPORT OF PERCENTAGE DEPLETION ALLOWANCE FOR SLATE 
PRODUCERS BY INDEPENDENT CLASSIFICATION IN BILL 


By This statement is submitted in behalf of the slate producers in the Vermont- 
New York, Pennsylvania-Maryland, Maine and Virginia slate districts. The 
slate industry has been overlooked heretofore in the development of the appli- 

cation of the concept of percent depletion The following facts are submitted 


for your consideration in support of our claim. 


FACTS 
1. Small business.—The slate industry is composed of approximately 80 a- 
tively small companies operating on low-profit margins 
2. Industry location.—Slate is a nonmetallic mineral product manufactured in 
various grades and types and in various States; namely, Vermont, New York, 
Pennsylvania, Virginia, Celifornia, Arkansas, Georgia, Maine, Maryland. 


Annual total production is about 800,000 tons with a total value of about 
$12,000,000. 

3. Uses.—Slate is used in a variety of products namely, natural roofing, 
roofing granules, siding, electrical switchboards, paints, ceramics, structural slate 
products, blackboards and bulletin boards, school slates, expanded aggregates, 
billiard table tops, and has other numerous and miscellaneous uses important to 


5 the economy of the country. 

7 t. Problems.—The problems of exploration, development, production and pro- 

$ cessing of slate are the same as those involved in metallic and nonmetallic mineral 

; products, both competitive and comparative, already granted depletion allow- 

; ance In addition, the slate industry is further handicapped by a limitation of 

% 15 to 20 percent recovery of salable slate from a ton of raw material, the balance of 

3 85 to 90 percent being waste material. 

: 2. Competitive position.—Competitively, in addition to the depletion factor 
wasting of capital assets without tax relief), slate has been at a disadvantag 
with competitive synthetic products because of greatly increased freight rates in 
recent vears. Slate producers are located by nature and cannot place plants 
strategically as they see fit. 

6. Others receiving de pletion Competitive or comparative mineral lus es 

already receiving depletion allowances are talc, ball and sagger clay, feldspar 
china clay, trona, vermiculite, mica, beryl, flake graphite, and others. A work- 

> able slate deposit is depleted in the same manner as any of the above industrial 


minerals. Additional similar industries dealing with industrial minerals are 
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under consideration to be included in the present tax bill being considered by 
Congress. 

7. Quality product.—Slate is a specialized nonmetallic mineral product currently 
having a market value ranging from $10 to $30 per ton. It should be classified 
independently as are marble, granite, quartzite, tripoli, etc. Definitely it should 
not be classified with low-cost bulk products such as stone, shale, sand and gravel 
that have values per ton only a fraction that of specialized slate products. 

8. Bureau of Mines recegnition.—The Bureau of Mines and United States 
Geological Survey have published many papers on the subject of slate by such 
eminent mining engineers and geologists as Oliver Bowles and T. Neslon Dale, 
and have long recognized our problems of survival to be the same as any other 
natural resource, be it oil sulfur, coal, or gilsonite. 

9. Discrimination.—Any tax bill (or law) that allows percentage depletion to 
competitive products such as feldspar, tale, china clay, asbestos, granite, and 
marble and not to slate is discriminatory and will destroy the industry. 

10. Help needed.—Depletion is loss sustained through the removal of natural 
resources from the earth. Once resources are used they cannot be replaced 
except by uncertain and costly exploration and development of new deposits. 
Depletion allowances to other industries with identical probelms assist their 
continued operation. Slate is fairly entitled to the same consideration. 


CONCLUSION 


Slate, because of its limited supply in quantities as well as areas, together 
with the necessity of expending substantial sums to provide adequate raw ma- 
terial, should be recognized as a separate and distinct item in the percentage 
depletion legislation now proposed, and should be included with competing 
items entitled to depletion under existing law. 

For the reasons stated above and particularly because it is a quality product, 
slate is entitled to a specifie listing separate and apart from the stone classification. 

Nore.—Supporting material is appended hereto as follows: 

(a) Survey of slate industry. 

(b) Statement of Winston L. Prouty, Member of Congress from Vermont, 
to Ways and Means Committee, March 8, 1951. 

(c) Bibliography. 


Tue State Inpustry—A Survey 
INTRODUCTION 


The production of slate is a small industry consisting of a small number of inde- 
pendent operators which has apparently been overlooked heretofore in the develop- 
ment of the application of the concept of percentage depletion as a means of en- 
couraging the exploration and development of natural resources and providing an 
equitable method for recovery by the owner of the value of a wasting asset. 

The Bureau of Mines Minerals Yearbook for the year 1949 shows that for that 
vear the slate industry consisted of 80 operators who sold slate products having : 
total value of approximately $12,200,000. 

Slate is a metamorphic deposit formed during earth disturbances of geologic 
time by the action of heat and pressure on shales and other finely divided sedi- 
mentary deposits. During this process secondary minerals were formed, prin- 
cipally mica, the crystals of which when properly orientated give to slate its out- 
standing characteristic of uniform cleavage. This unusual feature, which is fully 
developed only in limited deposits of slate within the major slate districts of the 
United States, makes it possible to cleave slate in slabs for processing in various 
commercial forms, 


GEOGRAPHICAL DISTRIRUTION OF SLATE DEPOSITS 


While the number of commercial slate deposits in the United States is limited, 
the slate industry is a part of the economy of a good many States. 


PRODUCING LOCALITIES 


Slate is known to occur in many localities but there are only five principal dis- 
tricts, all located in the eastern section of the United States, that contain deposits 
of commercial material. These districts are generally referred to as follows: 

Maine: Monson, North Blanchard; and Brownsville districts. 

New York-Vermont: Rutland County, Vt.; Washington County, N. Y. 
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Pennsylvania: Lehigh district—Chapman Quarries, Belfast-Edelman, and Pen- 
Argyl-Windgap areas. 

Pennsylvania-Maryland: Peach Bottom district. 

Virginia: Buckingham and Fluvanna Counties, Albermarle County. 

Slate has also been produced on a small seale in Arkansas, California, Georgia, 
Michigan, Tennessee, Utah, and New Jersey. 

The sale belts in all these districts are extensive—-from 5 to 20 miles in length 
and from 1 to 3 miles in width. The commercial deposits within these belts, 
however, are extremely limited and individual quarries seldom extend for moré 
than afew hundred feet in length and considerably less in width. 


MODE OF OCCURRENCE 


The commercial slate deposits are similar to all metallic and nonmetallic ore 
deposits in that they are generally lenticular in shape, limited in horizontal and 
vertical extent and contain a bigh percentage of material which must be discarded 
as waste. Like other metallic and nonmetallic deposits, the commercial slate 
deposits are wasting assets and have relatively short lives as compared to some of 
the great copper, lead, and zine deposits of the Western States. 


USES OF SLATE 


Slate is well-suited to engineering uses because of its high strength, low absorp- 
tion, resistance to weathering and chemical attack, low electrical conductivity 
uniformity of composition, and permanent stabilitv of dimension. Dimension 
slate or slab slate is used for roofing, electrical panels, architectual panels, labora- 
tory fixtures, sanitary ware, blackboards and bulletin boards, flagstones, and 
miscellaneous uses. Slate granules are used chiefly in surfacing prepared roofing 
and siding. Slate flour is used as a filler in puttv, wallboard, phonograph records, 
crayons, blotting paper, linoleum, insulation, facing pavements, building paper, 
wood filler, abrasives, pencils, plastics, metal polish, firebrick, tiles, ceramie ware 
composition flooring, artificial stone, cement, dentifrices, roofiing compound, 
artificial leather, sweeping compound, explosives, paints, washing compound, and 
fiber. 

INDUSTRY PROBLEMS 


The production problems of the slate industry are described in Bulletin No. 47 
issued in 1947 by the Mineral Industries Experiment Station of the School of 
Mineral Industries of Pennsylvania State College, at page 12, as follows: 

“Slate tends to occur in narrow beds standing at high angles. Progressive 
development of quarries therefore produces very deep excavations in which re- 
covery costs constantly increase. Marketable rock could be recovered only bv 
skilled selection, careful handling, and the employment of hand labor. Because of 
the narrowness of the beds large tonnages of adjacent, noncommercial rock had to 
be moved. Imperfections in the slate causing rejection added to the tonnage of 
worthless material. In addition, the use of explosives in blasting and the employ- 
ment of chenneling machines in cutting rock produce large quantities of shattered 
rock without value. It has been estimated that the quantity that had to be 
disposed of as waste varied from 70 to 90 percent in most quarries. This waste 
material was expensive to handle; its accumulation interfered with quarrying 
and large quantities remain for which no use has been found.” 





COMPETITION 


The general problem of competition is discussed in Bulletin 47 referred to above 
as follows at page 15: 

‘‘The magnitude of the entire industry and the drastic decline of the last 20 
years are apparent. The decline has been caused almost entirely by the ee 
ing volume of construction during the depression and then during the war, pli 
the rise of competitive materials * * *. The slate industry, in common with 
other postwar industries, faces the problem of effecting every possible economy if 
it is to maintain its existence.” 

The problem of the producers of dimension or slab slate is discussed in Bulletin 
47 as follows at page 16: 

‘Through hundreds of years slate has proved superior as a roofing material; 
but in the past 30 years the asphalt shingle has become the most common roofing 
on the average home, displacing slate in thousands of structures. The asphalt 
shingle can be applied with common labor; it comes in attractive colors; it has high 
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fire resistance and is reasonably permanent. To some extent this loss has been 
compensated for by the use of slate granules for surfacing the asphalt shingle. 

‘*In the public-school market, the white ‘‘blackboard,”’ a sheet of white or light 
green glass with a ground surface has displaced slate to an appreciable degree. 
Thus slate is encountering increasing competition not only in its most important 
markets, roofing and granules, but in one of its oldest uses—the blackboard as 
well.”’ 

The problem of the producers of slate granules is discussed in Bulletin 47 as 
follows at page 133: 

‘Business conditions in the industry are subject to change for a number of 
reasons. Granule technology has been developing rapidly. Almost vearly one 
or another of the producers offers new or improved products. There is an ever- 
present possibility that new patentable discoveries will make present practice 
obsolete. This technological pressure had led to the expenditure of large sums 
on research, and more highly trained men are required to control production. 
Quality demands of the consumers are becoming increasingly stringent.” 

Slate for roofing is by far the most important product derived from commercial 
slate. This industry has been active in the United States since the middle of the 
nineteenth century. Its competitive position, however, has been seriously invaded 
during the past 25 yvears by many types of roofing substitutes. The steadily 
increasing freight rates, almost 100 percent in the past 10 vears, have placed a 
severe burden on the slate industry. Manufacturing plants producing substitute 
roofing media can be located close to the centers of major consumption. The 
slate deposits, however, fixed in locality by nature, must rely on long hauls by 
public carriers to reach the consumer. Steadily increasing State and Federal 
taxes which have been levied without regard to a great natural resource of our 
Eastern States, or recognition of the fact that slate quarrying is a wasting asset 
have done serious harm to the normal development of the industry. The com- 
bination of these factors has forced many large slate operations employing thou- 
sands of men to suspend operations entirely. The deposits of natural slate are 
not uniform in color or quality, with the result that in spite of core drilling it is 
almost impossible to determine the life of a quarry in that at any time off-color 
or an entirely different color slate, or intrusions may be encountered, with the 
result that either the entire quarry operation must be changed, or a new quarry 


site developed. It is costly to develop a new face in an existing quarry, but even 
more costly to abandon a quarry, locate a new deposit, and develop a new quarry 
location. Because of these many unknown factors it is necessary to constantly 


explore new deposit possibilities tO assure a continuing source and supply ol a 
satisfactory commercial slate. 


NEED FOR TAX RELIEF 


Mr. Oliver Bowles, associated with the Bureau of Mines for more than 25 vears 
and recognized as the leading authority on the slate industry in the United States, 
has published many technical papers which definitely state that commercial 
slate is extremely limited in occurrence. within the major slate districts. The 
hundreds of worked-out and abandoned quarries which can be seen in all the 


slate districts amply support this contention. Commercial slate must be ex- 





plored, tested, and developed in a manner similar to all ore deposits and operating 
slate quarries should obviously be allowed to build up reserve funds to carry out 
such development work if the industry is to survive The theory of percentage 
depletion is based on the assumption that a wasting asset, such as a mining or 
quarrying operation, can continue to explore, develop, and, if necessary, purchase 
new deposits to be operated when the old ones are exhausted, using funds which 
have been set aside, tax free, for this purpose. The soundness of this theory is 
proved by the healthy condition of the American mining industry which continues 
year after vear to develop new natural resources. The slate industry has to date 
been denied the benefit of percentage depletion. This fact, combined with the 
steadily weakened competitive position of slate with its low margin of profit, has 
precluded the « xploration and development of new slate deposits during the past 
25 years of severe competition from substitute products. The attached list 
reflects that many competitive and comparable minerals enjoy depletion allow- 
ances which are denied the slate industry. Commercial slate in its original 
state was a clay which has been converted to its present form through the process 
of metamorphism. It naturally follows that slate should enjoy the depletion 
benefits which have been granted to the mining and quarrying industry in general 
including the products which are in direct competition with slate as well as those 
products which are analogous in form and character. 
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The slate industry endorses and supports the statement of Congressman Prouty, 
of Vermont, regarding the need for percentage depletion for the slate industry 
which was submitted to the Committee on Ways and Means of the House of 
Representatives at its hearing held on March 5, 1951. 

Slate, because of its limited supply in quantities as well as areas, together with 
the necessity of expending substantial sums to provide adequate raw material, 
should be recognized as a separate and distinct item in the percentage depletion 
legislation now proposed and should be included with competing items entitled 
to depletion under existing law. 


Nore.—Bulletin 47 referred to above has been quoted extensively because it 
represents an unbiased objective study of the industry. 


M neral products which are T7Low allowed percer fade de pletion 


Percent of Percent of 

gross in- Date legis gro I Date 
Product come al- lation was Produ ome al lation was 

lowed for enacted lowed lé enacts 


depletion 


Oil and gas wells 27.5 1926 Pale 194 
Al] metal mines 15.0 1932 Lepidolit ; 1943 
Coal 5.0 1932 Spodumene 15. ( 1943 
Sulfur 23. 0 1932 |, Barite 15.0 | 1943 
Fluorspar 15.0 1942 Potash 15.0 1943 
Rock asphalt 15.0 1942 Bauxite 15.0 1947 
Ball and sagger clay 15.0 1942 China clay 15.0 1947 
Flake graphite 15.0 1943 Phosphate rock 15.0 1947 
Vermiculits 15.0 1043 Trona 15.0 1947 
Beryl 15.0 1943 Bentonite | 15.0 1947 
Feldspar 15.0 1943 Gilsonite 15.0 1947 
Mica 15.0 1943 Thenardit 15.0] 1947 





STATEMENT OF Winston L. Proutry, M. C., VERMONT, REGARDING THE NEED 
FOR PERCENTAGE DEPLETION FOR THE SLATE INDUSTRY 

I would like to submit for the consideration of the committee a few reasons why 
I believe the slate industry should be given the benefit of percentage depletior 

As is quite commonly known the slate industry is made up primarily of small 
businesses. According to the Bureau of Mines there were 80 operators in 1949 
doing a business of $12,200,000. This means about $150,000 apiec The ind stry 
is located principally in Pennsylvania, Vermont, and New York State with scat- 
tered quarries in Arkansas, California, Maine, Georgia, Marvland, and Virginia. 
Recent vears have seen the slate industrv considerably weakened bv the following 
features. 

1. The steadily increasing freight rates, almost 100 percent in the past 10 vears, 
has placed a severe burden on the slate industry 

2. Unlike the situation in the making of other roofing materials the use of 
mechanical appliances has not been completely feasible in the production of 
natural-slate products. 

3. Steadily increasing State and Federal taxes 
sideration for the fact that slate quarrving is a wasti 


hee! levied with no eon- 





g asset and consequent 
' 


this lack of consideration has caused many slate operations to be suspended 

It seems only equitable that the slate industry should be given the same con- 
sideration as is given its competitors. Oliver Bowles, associated with the Bureau 
of Mines for over 25 vears, has pointed out that slate quarries should be allowed 
to build up reserve funds to carry out development work if the industry Is to 
survive 

As you well know the theory of percentage depletion is founded on the assump- 
tion that a wasting asset such as a mining operation can continue to explore if 
funds are set aside tax free for this purpose. Our mining experts from coast to 
coast have hailed this theory as being one of the chief causes of the fine develop- 


ment of the American mining industry. Mica is processed into roofing materials 
and it is significant to note the 15 percent depletion that this industrv is allowed 
Tale has a 15 percent depletion and feldspar has a 15 percent depletion. It would 


seem that all of these industries which are similar in nature should enjoy similar 
depletion privileges. 

At a time when many of our people are beginnin 
while to attempt to make a go of a small business, | 


to feel that it is not worth 
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hink it is important that we 
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make sure that industries like the slate industry made up primarily of small busi- 
ness concerns be allowed to grow and develop and also that they should be given 
an equal footing taxwise with their competitors. 
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Bureau of Mines Bulletin 218, dated 1922 
2. Minerals Industries Experiment Station, School of Mineral Industries, Penn- 
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3. Slate in the United States, by T. Nelson Dale and others. United States 
Geological Survey Bulletin No. 586 
The CHarrmMan. Mr. James Haley. Will you identify yourself for 
the record, please? 


STATEMENT OF JAMES W. HALEY, VICE-PRESIDENT, JEWELL 
RIDGE COAL CORP. 


Mr. Hatey. Mr. Chairman and gentlemen of the committee, my 
name is James W. Haley. My business address is the Southern 
Building, Washington 5, D. C. I am vice president of Jewell Ridge 
Coal Corp., operating coal mines in the States of Virginia, West Vir- 
ginia, and Kentucky and vice president of Virginia Smokeless Coal 
Co., which is engaged in the sale of bituminous coal in the eastern 
and midwestern markets and in the export trade. 

I appear here today as a member of the special tax committee of 
the National Coal Association. The National Coal Association is 
the trade association of bituminous coal-mine owners and operators 
throughout the United States and has in its membership coal pro- 
ducers in every major coal-producing State in the Nation. More 
than 75 percent of the commercial producers of bituminous coal in 
the United States are members of the National Coal Association. 

The principal matter which we wish to bring to the special atten- 
tion of the committee and the Senate is dealt with in section 304 of 
H. R. 4473. I refer to the proposal to raise the gross depletion rate 
for coal from 5 percent to 10 percent... We ask your honorable com- 
mittee and the Senate to accept the well-considered action of the 
House in this matter. 

Section 304 of H. R. 4473 appears at page 85 of the bill as it 
passed the House. 

The Ways and Mean Committee carefully considered the matter of 
the depletion rate for coal. On the subject, the majority report 
states, at page 30: 

The testimony also indicated that the 5 percent rate allowed coal is of little 
practical value, and that the coal-mining industry is peculiarly in need of more 
favorable tax treatment because of the inroads which alternative sources of 
energy, particularly oil and gas, have made on the potential markets of coal. 
* %* * Most of these changes would have been made under the House version 
of the bill which became the Revenue Act of 1950 but they were eliminated from 
the final legislation largely because of the revenue loss involved. It is apparent, 
however, that the need for equalization is substantially greater now because of 
the additional taxes imposed under the legislation of 1950 and under this bill. 

The minority report states, at page 152: 


H. R. 4473 contains several commendable structural improvements and ad- 
justments both in the excise and the income-tax field. These include * * * 
the addition to the depletion items which are now at a competitive disadvantage. 
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The Committee on Ways and Means also had the benefit of careful 
study of this situation in its consideration of the Revenue Act of 1950, 
and that bill, as it first passed the House, contained a provision raising 
the depletion for coal to 10 percent. However, due to the subsequent 
development of the military situation in Korea, the Senate Finance 
Committee, according to your report on the Revenue Act of 1950, 
decided to “‘postpone action” on the proposal, pending ‘‘more careful 
analysis of the problems involved.’ 

We strongly urge that the serious and extensive defense program 
with attendant necessary very high tax rates is all the more reason 
why the depletion rate for coal should be raised to 10 percent. 

We base our case on the dual grounds of coal’s place in the picture 
today, and on a gross and aggravated inequity running against coal 
and in favor of coal’s competitors. 

No country in the world today can hope to put itself in a position 
to survive against even a potential external enemy without an adequate 
supply of coal. 

Because there is so much coal in the ground, there is a tendency to 
overlook or minimize its essentiality. But we must be brought to 
realize that this country would be absolutely helpless without coal. 

In 1929, in a time of peace, the late Thomas A. Edison said: ‘The 
first and best source of power is coal.’’ Later, Winston Churchill, in 
time of war, said: ‘‘War is made of steel and steel is made of coal. 
Coal is the foundation, and to a very large extent, the measure of our 
whole war effort.” 

The statements just quoted indicate the importance of a healthy 
coal supply to the Nation, in peace and in war. 

It is submitted that the best way, if not the only way, to assure ¢ 
maximum supply of coal, or any other absolutely essential commodity, 
is to see that the essential commodity is equitably treated in laws of 
general application. 

We state, in all earnestness, that the coal industry is not being 
equitably treated from the standpoint of the depletion deduction. 
This situation is forcibly demonstrated when we look at the impact of 
Federal taxation on coal and other natural resources. 

Coal, easily the most important natural resource in the country, 
receives the lowest depletion rate. The depletion allowance inequity 
against coal was harsh under the old lower rates; it will be particularly 
severe under the new proposed much higher rates. 

The difficulties of the coal industry in its competition with other 
fuels are a matter of common knowledge. Coal is in direct compe- 
tition with oil and natural gas, and any tax disadvantage suffered by 
coal acts directly to the detriment of coal and to the further loss of 
coal markets to competitors. 

It should be clearly understood that the bituminous coal-mining 
industry is making no allegation that the 27%: percent gross depletion 
rate allowed to oil and gas is excessive, in view of the necessity for 
increased oil and gas reserves in time of peace for use in case of war. 
It is my opinion, and I believe the opinion of many others in and out 
of the coal industry, that the United States was very fortunate during 
the last war in that the Congress had shown the wisdom and foresight 
to develop a tax structure which permitted this country to produce ¢ 
supply of petroleum without which the war could not have been won. 

This country needs a strong oil industry and a strong coal industry. 
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The folly of risking our Nation’s existence on the assumption that 
foreign oil will be available in time of crisis is pointed up by the present 
situation in Tran. 

In times of national emergency the coal industry is called upon to 
produce most of the additional fuel required to meet increased de- 
mands. It is the only really flexible souree of fuel supply. In addi- 
tion to taking care of the increased steel production and its normal 
markets, coal must take over markets which oil and natural gas are 
in wartime unable to supply. 

This situation is demonstrated by the following figures showing the 
experience of the mineral fuel industries immediately preceding, 
during, and immediately following World War II: 


Percent of energy contributed by mineral fuels 


Petroleum 


Coal and natural 

gas 
1936 through 1940 55.1 44.9 
1941 through 1945 56.5 43.5 
1946 through 1950 47. 52 4 


I call your attention to the little table appearing in the middle of 
page 5 of my prepared statement. This table shows the percentage 
of energy contributed by the several mineral fuels divided into three 
5-year periods. You will note that in the 5-year period, 1936-40, 
immediately before the war, coal contributed 55.1 percent of the 
total supply of fuel by the mineral fuels; the petroleum and natural 

vas industry contributed 44.9 percent. 

In the 5-year war period, 1941 through 1945, coal contributed 

percent; petroleum and natural gas, 43.5 percent. 

Then in the 5-year period subsequent to the war, 1946 through 
1950, coal contributed ‘only 47.6 percent; and petroleum and natural 
gas contributed 52.4 perce oy 

Senator Kerr. I wonder if I might ask a question right there, 
Mr. Chairman. 

The CuatrMan. Yes, Senator Kerr. 

Senator Kerr. I want to say to the witness that I am very much 
interested in his point of view. 

While the percentage of the total market that the coal supplies 1s 
being reduced by those figures from approximately 56% to 47's, what 
effect was felt with reference to the total output of conl? Can you 
give us the figures, for instance, for 1946, 1948, and 1950? 

Mr. Harry. The actual production of coal? 

Senator Kerr. Yes. 

Mr. Hatey. The production of bituminous coal in 1946 was 534 
million tons. In 1948, bituminous coal production was 599,500,000 
tons; and in 1950, 512 million tons. 

Senator Kerr. Now, in the other kinds of coal, the production 
would probably be somewhat proportionately what the bituminous 
coal was? 

Mr. Hatey. I believe so. I believe the anthracite productioa fell 
at a slightly more rapid rate than did the production of bituminous 
coal. 

Senator Kerr. Could you tell us what in your opinion the present 
rate of production is? 
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Mr. Hatey. The present rate of production, I believe, is at the 
rate of approximately 545 million tons. 

Senator Kerr. So that actually, while the percentage of the market 
which you have supplied has continued to dec Tease, the over-all pro- 
duction has remained somewhere near the same? 

Mr. Haury. Somewhere near the same. 

Senator Kerr. That does not in any way take from the effective- 
ness of what you say. I was just curious as to that poimt, because 
that illustrates how rapidly the economy is expanding and the demand 
for fuel is growing. 

Mr. Hatey. Yes, sir. 

Senator Kerr. All right. Thank you, sir. 

Mr. Haury. In order that the coal industry of this Nation may 
maintain an economy sufficiently healthy to permit expansion to meet 
essential defense needs, the tax structure must permit adequate re- 
serves for the procurement of new coal lands and for the opening of 
new mines. In order for capital to be available to an industry, 
either the rate of return must be reasonable or some return must be 
certain. In the coal industry there obviously is no certainty of a 
profit. Therefore, to allow this industry to remain in a position to 
meet the wartime needs of the Nation, the tax structure must be suc - 
as to permit a reasonable compensation for the increased use of 
wasting asset—coal. A 5 percent depletion allowance is aa 
inadequate. 

For the 10-year period 1938 through 1947, the bituminous coal in- 
dustry produced a total of 5,253,000,000 tons. For this the industry 

received a depletion allowance of only 6.6 cents per ton. Would any- 

one dare seriously suggest that under present conditions the 5,253,- 
000,000 tons of coal would not be worth in the ground far in excess of 
the depletion allowed. Where can minable coal be leased or pur- 
chased at 6.6 cents per ton? 

While the coal industry produced most of the Nation’s energy dur- 
ing the 10-year period 1938 through 1947, the coal industry certainly 
did not receive a proportionate depletion allowance. , 

The following table computed from statistics of income compiled by 
the Bureau of Internal Revenue shows the distribution among the 
different natural resource industries of the total depletion allowances 
for the 10-vear period 1938 through 1947. 

I call your attention to the table appearing at the middle of page 
6 of my prepared statement. From that table, you will see that the 
petroleum and natural gas industries received 60.4 percent of the 
total depletion, and the coal industry, bituminous and anthracite 
together, received only 6.5 percent of the total depletion. 


Industry classification 


Percent 

Petroleum refining : 12.3 
Crude petroleum and natural gas products 18. 1 
Metal mining 10. 9 


Bituminous coal 

Timber and lumber products 
Lessors of real property 
Publie utilities 

Nonmetals and quarrying 
Chemical 

Anthracite 

All other industries 
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Senator Tarr. This 6.6 cents per ton was based on cost depletion; 
is that right? 

Mr. Hauey. No, sir. That is both cost and percentage. 

Senator Tarr. The 5 percent has not been very long. This is for 
a period of 10 years 

Mr. Haury. The 5 percent has been in effect since 1932, I believe. 

Senator Kerr. In other words, what he tells us that coal has sold 
at an average to the producer of about $1.12 a ton. 

Mr. Hatey. Sold to the producer? 

Senator Kerr. Sold by the producer. The producer realizes about 
$1.12 a ton. That is what you are telling us. 

Mr. Hatey. No, sir. The producer must realize more than that 
per ton. 

Senator Kerr. How much did you calculate mathematically that 
20 times 6.6 is? 

Mr. Hatey. Twenty times 6.6? 

Senator Kerr. It is $1.32, is it not? 

Mr. Haury. Yes, sir. 

Senator Kerr. If the depletion allowance got you 6.6 cents a ton 
and you figured it on the basis of 5 percent, does that not mean that 
the producer got about $1.32 a ton for it? 

Mr. Hatey. It would mean so under those assumptions. 

Senator Kerr. It is not my assumption. I am just reading your 
figures. 

Mr. Hatey. But the difficulty, Senator, is that the 5 percent 
gross depletion allowance is limited by the 50 percent of net. In 
the period, there were many producers who were not able to realize 
that 5 percent of gross or any percent of gross, because of the 50 
percent limitation, and even during the war period, 40 percent of the 
coal companies operated at a loss. So the companies operating at a 
loss, unless they could have cost depletion, had no depletion what- 
soever, and that was the rule rather than the exception. 

Senator Tarr. What is the habit in the industry? Has it been to 
take cost depletion or has it been to take 5 percent? 

Mr. Hatey. It varies from taxpayer to taxpayer. 

Senator Tarr. They can take either? 

Mr. Haury. They can take either, yes, sir. Some take cost and 
some take percentage depletion. 

Senator Tarr. Did we increase this to 10 percent? 

Mr. Harry. The House increased it to 10 percent. 

Senator Tarr. Last year, a year ago? 

Mr. Hatey. Yes, sir. 

Senator Kerr. I think a vear ago we disregarded all of the increases 
and additional depletion allowances provided by the House, as I 
remember it. 

Senator WiiuraMs. If the result has been that the 5 was not any 
good to you on acc ount of the 50-percent limitation, what benefit 
would the 10 be to you? 

Mr. Haxey. I did not mean to leave the inference that the 5 has 
not been of any value to some taxpayers. The 5 has been of real value 
to taxpayers who were able to make a profit, and the 10 percent will 
be of more value to such taxpayers and will encourage the develop- 
ment and operation of the efficient and low-cost mines, which is much 
to be desired. 
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The CuarrMan. Very well. Proceed. 

Mr. Hatey. Raising the depletion rate for coal from 5 to 10 percent 
will be beneficial to the coal-producing industry in that it will afford 
to the industry an opportunity to acquire some reserve with which to 
maintain its physica properties. Certainly the value of coal, like the 
value of everything else, has increased in the last 10 years. Also, the 
acquisition of desirable coal properties has become in recent -years 
increasingly difficult and expensive. 

Raising the depletion rate for coal to 10 percent will not only 
remove a ‘long standing and aggravated inequity; it will also help |: ibor 
in that it will mean more running time and more employment. 

Moreover, it will be beneficial to coal consumers. In the long run, it 
will enable the coal suppliers to offer coal to consumers at a relatively 
lower price. Due to the highly competitive nature of the coal-mining 
industry, this is certain to be the case. 

It should always be remembered in the case of percentage depletion 
that the taxpayer never gets tax exemption or a subsidy free of taxa- 
tion, because such depletion allowances are under the law limited to 
50 percent of the net income from the property. It should also be 
remembered that the definition of property contained in the statute is 
limited to each separate tract or lease, and usually a mine operator 
has many such separate tracts or leases, only some of which may 
receive the allowance. Certainly it should very definitely be remem- 
bered that raising the depletion rate for coal from 5 percent to 10 
percent will not mean doubling the amount of the depletion allowance. 

According to official Treasury reports, the bituminous coal mining 
industry as a whole operated at a loss from the years 1925 through 
1939, a period of 15 years. Since 1939 the industry has shown a 
small profit, although it should be remembered that even during the 
war years about 40 percent of the coal companies in America operated at 
aloss. In the 20-year period, 1929 through 1948, after paying Federal 
income taxes of 4.8 cents per ton, the bituminous coal-mining industry 
showed a profit of only 3.4 cents per ton. 

The difficulties encountered by the coal industry in recent years are 
a matter of common knowledge. The industry is highly competitive 
within itself as well as being competitive with other fuels and sources 
of energy. In addition, indirect taxes, such as the social security tax, 
are unduly and discriminatorily oppressive on the coal industry. 
The social security tax, predicated as 1t is on payroll, is many times as 
oppressive on the coal industry as it is on practically all other major 
industries in the United States, due to the fact that approximately 
60 percent of the total cost of producing coal goes for the payment 
of wages. 

I should like to emphasize again that we are not in any way sug- 
gesting that the depletion rate for oil and natural gas be reduced. 
What we desperately need is an increase in our own rate. I feel that 
we have, without question, a most justifiable position, and express the 
hope that on examination and consideration your honorable committee 
will concur in the action of the Ways and Means Committee and the 
House in raising coal’s depletion rate to 10 percent. 

Other provisions of H. R. 4473 of special concern to the bituminous 
coal industry are dealt with in the supplement to this statement. 

I thank the chairman and other members of the committee for the 
privilege of appearing here today. 
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The CuatrMAN. You may put into the record the supplementary 
statement, because you deal with other things, I notice. You deal 
with section 123. 

Mr. Hatey. Yes. Thank you. 


(The supplementary statement referred to is as follows:) 


SUPPLEMENT TO STATEMENT OF JAMES W. Haury Specrat Tax CoMmMITTEER, 
NATIONAL CoAL ASSOCIATION 


The bituminous coal mining industry urges your honorable committee to take 
the following position on the indicated subjects dealt with in H. R. 4473, for the 
reasons stated: 

I. RELATED CORPORATIONS 


If section 123 is retained it should be substantially modified. From the state- 
ments on page 23 of the Ways and Means Committee report it appears that the 
section is designed to forestall tax losses resulting from artificial corporate split-ups 
of a business. No exception can be taken to such treatment where in fact the 
corporations in question are tax shams. 

Two aspects of the proposal in its present form are open to serious question. 
First, it is not limited to corporate split-ups, but extends to all kinds of corporate 
common control situations regardless of when or why they came into being. 
Second, and most important, it takes mere prima facie, and often rebuttable, 
evidence pointing to possible tax evasion—that is, common ownership and con- 
trol of stock—and makes such ownership a conclusive basis of a special penalizing 
tax treatment of the corporations in question. 

In thus arbitrarily and conclusively piercing corporate veils solely on the basis 
of a pattern of stockholders’ interests, the proposal in effect denies the very 
foundation of corporate income taxation—the independent corporate entity sub- 
ject to the tax. The section, in effect, raises the doctrine of guilt by association 
to a new pinnacle. Corporations, regardless of their divergent histories, business 
purposes, and their entire separateness by every other known yardstick, are 
deemed guilty of tax evasion solely because of association of interest and voting 
power in their stockholders. It also penalizes, taxwise, exercise of the right of 
stockholders of any corporation to become similarly interested stockholders of 
another corporation. It does so regardless of the difference in risk and purpose 
of the two corporations, or even the legal necessity of their separateness. Com- 
mon ownerships and voting power alone, regardless of all other considerations 
would attaint these corporations as shams created for tax evasion and deny them 
their normal tax treatment. 

No administrative convenience which this proposal might afford the Treasury 
nor even the estimated $55 million in revenue, would warrant adoption of this 
radical departure from fundamental tax law. Moreover, there is no certainty 
that in practical operation the proposal would forestall evasion or collect the 
estimated revenues from the malefactors against which directed because the 
penalties of the proposal could be escaped by a small planned distribution of 
stock by deliberate evaders. But on the other hand, the proposal would impose 
a heavy and unwarranted tax penalty on many honest and long-established 
corporations. 

For these reasons, if the section is retained, it should be so modified as to sub- 
stitute for its arbitrary rule, a provision limiting its application to cases of actual 
tax evasion. Moreover, the section should be limited to suspect situations of 
recent split-ups marked by retention of common control—for example, those 
occurring after June 30 of this vear. 


Il. MINING DEVELOPMENT EXPENDITURES 


Section 302 provides for deduction, on a ratable basis as the mineral or ore is 
produced, of expenditures incurred in development of mines. The bituminous 
coal mining industry supports this provision, but suggests that it be revised as 
follows, to make clear that the expenditures to be deducted are the net expendi- 
tures in excess of receipts from minerals sold and to make certain that the deduc- 
tions would begin after the development has been completed (suggested new 
language italicized). 
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302. EXPENDITURES IN THE DEVELOPMENT OF MINEs. 

(a) Depuction oF ExPENDITURES.—Section 23 (a) (1) (relating to deductions 
from gross income) is hereby amended by adding at the end thereof the following 
new subparagraph: 

(D) DEVELOPMENT OF MINES.—Exrpenditures, in excess of net receipts 
from minerals sold, paid, or incurred after December 31, 1950, in the develop- 
ment of a mine or other natural deposit (other than an oil or gas well), to the 
extent paid or incurred after the existence of ores or minerals in commercially 
marketable quantities has been disclosed, shall be deductible after the develop- 
ment state is over, on a ratable basis, as the units of produced ores or minerals 
benefited by such expenditures are sold. Jn the case of a mine or othe 
natural de posit on development at December 31, 1950, net receipts from minerals 
sold during the development period shall be applied in the following order: 

(1) In reduction of developme nt expenditures paid or ine irred prior to 
Dece mbe r Si. 1950. 

(2) In reduction of de elopme nt é.0 pe ndit ires paid oO neurred afte Dece "= 
ber 31, 1950. 

Such a nditures and the adjustments to basis ——— in section 113 
(b) (1) (J), shall not be taken into account in determining the adjusted basis 
of the property for the purpose’of computing depletion under section 114. 
This subparagraph shall not apply to expenditures for the acquisition or 
improvement of property of a character which is subject to the allowance 
for depreciation provided in section 23 (1). For purposes of this subpara- 
graph, allowances for depreciation shall be considered as expenditures. 


Ill. CAPITAL GAINS 


The capital-gains tax should not be increased as proposed in H,. R. 4473. 

The general theory of the ‘‘defense tax’’ is that it is a temporary tax imposed 
on defense period earnings. But, as indicated by the name, long-term capital 
gains represent gains which have accrued over an extended period. The fact 
that a gain becomes taxable by virtue of a sale in the defense period does not 
mean that the economic gain itself occurred during this period. Property held 
long time may have reached its peak market value in 1949. The fact that it is 
sold in 1951 or 1952 does not mean that the gain occurred in those vears. It is 
difficult to justify imposing a temporary tax on the gain. 

The general theory of the ca pital gains tax is that it is imposed on economic 
income. So long as the value of the dollar when property was purchased was 
substantially the value of the dollar when the property was sold, the theory 
and practical application of the capital-gains tax were relatively consistent. But 
the capital-gains tax has become more and more a tax meas vale by the degree 
dollars have lost purchasing power, and less and less by true economic income 
which has been realized by the taxpayer. 

In view of these facts, it would appear equitable to lower the effective rate of 
the capital gains tax. In any event, it would seem highly ine quitable to subj ct 
property transactions to an added temporary defense tax. 


IV. AVERAGE EARNINGS CREDIT 


Lowering of the average earnings credit for excess profits tax purposes from 85 
to 75 percent of base period earnings would be particularly harsh on the coal 
industry. The difficulties of the coal industry from an earnings standpoint are 
well known to all and need no elaboration here. Not only is the coal industry 
highly competitive within itself, but it must meet, as an industry, competition from 
other sources of energy. Moreover, the coal industry is subjeet to economic 
uncertainties and other conditions beyond its control \s app lied to the coal 
industry, to class as ‘‘excess,”’ earrings over 75 percent or even 85 percent, related 
toa prior period of years, is indeed a contradiction in terms 


V. EFFECTIVE DATE 


It is not necessary to present further arguments concerning the difficulties 


inherent in inereasing taxes retroactively. ‘he Congress itself has publicly 
deplored such a procedure. To impose increased taxes on a retronétive basis 
seriously interferes with orderly planning of business in every field and imposes 
administrative as well as substantive problems on all corporations dealing with 
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the public and regulatory bodies. It is suggested that the new rates should not 
be made effective prior to the beginning of the calendar quarter in which the new 
tax measure becomes law. 

The Cuarrman. Are there further questions? 

Senator Kerr. I would like to ask one further question. 

At page 6, Mr. Haley, in your table there, in the classification and 
percent, | notice you said that petroleum refining received 42 percent 
of the total depletion allowed. I take it that you are there identifying 
an industry which, while it is defined primarily as being refining, 
also is the owner of crude oil production. 

Mr. Hatey. Yes, sir. 

Senator Kerr. They do not receive this depletion on their refining 
operations? 

Mr. Hatey. They do not. 

Senator Kerr. But with reference to the oil which they produce for 
themselves, you include them because they are primarily a refining 
unit? , 

Mr. Haury. Yes, sir; I include them in that classification because 
that is the way they are classified at the Bureau, as I recall it. 

Senator Kerr. | believe unless the explanation is in the record to 
the effect that they may be classified as a refining industry, actually, 
any depletion that they receive is in connection with crude oil which 
they must produce on their own, even though they area refining unit? 

Mr. Haey. I certainly concur in the observation of the Se nator, 
that that explanation should be in the record. 

The CHarrman. Thank you, sir, for your appearance. 

The Cuarrman. Mr. Jillson. 

Will you identify yourself for the record? 


STATEMENT OF JOHN D. JILLSON, SECRETARY, ANTHRACITE 
INSTITUTE, WILKES-BARRE, PA. 


Mr. Jitutson. Mr. Chairman and gentlemen of the committee, my 
name is John D. Jillson. I am secretary of the Anthracite Institute, 
the principal office of which is located in Walkes-Barre, Pa., and 
which represents producers of more than 80 percent of the annual 
anthracite tonnage. 

Mr. Chairman, our written statement would be too long to present 
to you in the time allotted for the oral presentation. So, with your 
permission, I will take certain passages of it. 

The CHarrmMan. Yes. And you may put your whole statement in 
the record. 

Mr. Jituson. Yes, sir. 

In 1950, our industry produced slightly over 42,000,000 tons. The 
importance of the industry to the national economy is evident from 
the fact that 5 million homes, housing 20 million people, are dependent 
upon anthracite for their heating requirements. Approximately 75 
percent of our production is used for this purpose, and the balance 
is used by public utilities, Army, Navy, and in commercial and indus- 
trial buildings. 

We appear here to urge this committee to include in any bill 
reported by it, section 304 (a) of H. R. 4473 which would amend 
section 114 (b) (4) of the Internal Revenue Code by increasing the 
gross. depletion rate for coal, applicable under section 23 (m), from 
5) percent to 10 percent. 
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The factual justification for the increase is not unfamiliar to the 
appropriate committee of Congress. As stated by the House Ways 
and Means Committee in its report on H. R. 4473: 

The testimony also indicated that the 5 percent rate allowed coal is of little 
practical value, and that the coal mining industry is peculiarly in need of more 
favorable tax treatment because of the inroads which alternative sources of 
energy, particularly oil and gas, have made on the potential markets of coal. 

Substantially the same finding was made by that committee in 
1950. 

Since this issue was last before this committee, the ever-increasing 
importance of coal to the Nation’s welfare has been cast in bold 
relief. The Munitions Board has recognized the heavy increases 
that may be anticipated in fuel demand and the factors that limit 
particularly the availability of liquid and gaseous fuels to meet this 
demand. It has recognized that the Nation will have to look to 
the coal industries to supply not only their current load, but the 
deficiencies which cannot be met by the competitive fuels. Implicit 
in this recognition is the urgent necessity that the coal industry be in 
a position where it can res adily undertake the expansion necessary to 
accommodate the increased demand for its product and that it main- 
tain a health and flexibility that will enable it to serve the varying 
demands of the economy in peace and in wartime. 

Coal is and must be the long-range fuel reliance of this Nation, 
whether in its present form, or as the source of synthetic oil produc- 
tion or through underground gasification for the generation of electric 
power or by some othe ‘r tec hnology not vet dev« loped. 

The financial status of the anthracite industry, for 20 years or more, 
has been chronically depressed. 

Available information, covering over two-thirds of the anthracite 
industry shows that net operating income before taxes was about 17 
cents per ton in 1950 and as low as 4.7 cents per ton in November of 
that vear. This income for 1950 is about 2 percent of the average 
mine price. 

The anthracite industry has been losing tonnage to oil and gas at 
a rate which, if sustained for many more years, would reduce the 
annual production of anthracite to a point where the Nation’s anthra- 
cite resources for all prac tical purposes, would be of little impor Lan 
[t is estimated that within the last 2 years, 4,300,000 tons have Rion 
lost to fuel oil alone. 

During the same 2-year period, gas heating installations cost anthra- 
cite at least 500,000 tons. 

We know the anthracite industry cannot remain strong and capable 
of expanding production if our mines and men are allowed to fall into 
a state of disuse. Unemployed or semiemployed miners will not stay 
with the anthracite industry, particularly with other industries look- 
ing for manpower, and accordingly will not be available to produce 
anthracite when the emergency, which authorities concede to be 
inevitable, arises. 

It would be a mistake to assume that there is no direct relationship 
between the competitive losses suffered by the coal industry and the 
more favorable depletion treatment of its petroleum and gas com- 
petitors. This was recognized by the Ways and Means Committee, 
and it certainly is a fact that by the inadequate allowance Semen d 
coal, as compared with the 27) percent allowance given oil and ¢ 
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the Internal Revenue Code is seriously penalizing the coal industry, 
although everyone recognizes that ultimately it is going to have to be 
the main source of fuel reliance. We suggest that. the gap be nar- 
rowed, not by decreasing the depletion rate for oil and gas, but by 
increasing the depletion rate for coal from 5 to 10 percent. 

There are considerations in the development, operation, and pro- 
duction of anthracite that are comparable to those involved in the 
discovery and development of oil and natural gas properties. Large 
coal tracts purchased by well-established coal companies in the anthra- 
cite region, which were supposed to be of great value, later proved, 
through exploration, to have no present-day worth, either because of 
the unmarketability of the coal contained therein or because of the 
physical conditions prohibiting economic extraction. This situation 
not only applies to entire tracts of coal lands but also exists in coal 
properties under active operation. It is an engineering fact that, in 
the process of mining coal, tremendous losses are often incurred 
through the occurrence of faulty seams, thinning or pinching out of 
the measures, bad roof and bottom conditions, squeezes, subterranean 
water, including disastrous floods, and mine fires. 

These conditions amply document the need for adequate incentive 
recognition in the depletion rate. 

The existing rates are inadequate to return the capital investment 
of the industry as a whole and to stimulate the exploration and devel- 
opment essential to our national requirements. The quantity of 
stimulus necessary must be appraised in the light of the fact that the 
industry is highly competitive within itself. Additionally, anthra- 
cite’s competitive relationship with other fuels is very substantis lly 
affected not only by the direct impact of its relatively high labor cost 
of some 70 percent of its cost of production, but also by the added 
impact of payroll taxes including all social security taxes which fall 
so much more heavily upon anthracite than upon its competitors. 

Because of the very close pricing of anthracite, it has not been 
possible to accumulate funds for the expansion which would be neces- 
sary in the event of war. Cash reserves are relatively small and the 
industry must look to its current operations for the necessary funds 
to meet the cost of expansions. 

For the 7-vear period, 1940 to 1946 inclusive, the depletion allow- 
ance per ton granted the anthracite industry was $0.106 as compared 
with an average royalty rate of about 40 cents per ton. 

Considering all the circumstances, including the additional limiting 
factor because of the restriction to 50 percent of the net income, we 
feel that our request is conservative. 

The anthracite producer’s part in our economy is not a static one. 
He must continue to explore, develop and produce. Unlike the mer- 
chant or manufacturer, he cannot look to the market for replacement. 
When it is used, it is gone. Unlike the manufacturer, an anthracite 
producer cannot begin with a complete plant, expanding it only to 
accommodate greater volume. As amine face recedes, he must follow 
it; he must constantly expand his plant, and the expanded plant can 
normally be expected to produce not more, but less, and at a greater 
cost per unit of production. 

The mineral in place in the ground is the principal capital of any 
producer. An anthracite producer is actually engaged in liquidating 
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his capital and each and every ton of coal extracted constitutes a 
wasting away of an asset. 

Senator Tarr. What are the reserves in anthracite? 

Mr. Jiutson. They have been variously estimated at around 125 
to 150 vears. 

Senator Tarr. At this rate of 40 or 50 million tons a year? 

Mr. Jituson. Yes, sir. 

The United States Geological Survey at present is bringing out a 
new appraisal of all coal lands, and that is why I say that they have 
been variously estimated as between 125 and 150 years, depending 
on the depth of the beds and the overburden, and so forth. 

Senator Kerr. The reserves of the bituminous are far greater 
proportionately? 

Mr. Jittson. Much greater, sir. 

We think that our request is justified and that the logic of the 
situation is clear. Coal must inevitably provide the long-range fuel 
reliance of this Nation. The existing depletion rates not only do not 
provide the stimulation for ae vitality which percentage 
depletion was intended to sontaagiliel 1 ut actually weaken the coal 
industry because of its inadequate allowance as compared to com- 
petitive fuels. 

I greatly appreciate the privilege of having appeared before you. 
I have endeavored to make a strictly factual presentation and to geat 
my remarks to the seriousness and difficulty of your over-all task. | 
sincerely trust that, after deliberation, you will grant our request. 

The CuatrMan. Thank you, sir, for your appearance. 

Mr. Jimuson. Thank you. 

(The prepared statement of Mr. Jillson is as follows:) 


STATEMENT OF JOHN D. JILLSON, SECRETARY, ANTHRACITE INSTITUTE, 
WILKES-BARRE, PA 


My name is John D. Jillson. I am secretary of the Anthracite Institute,the 
principal office of which is located in Wilkes-Barre, Pa., and which represents 
producers of more than 80 percent of the annual anthracite tonnage. 

In 1950, our industry produced slightly over 42,000,000 tons. The importance 
of the industry to the national economy is evident from the fact that 5 million 
homes, housing 20 million people, are dependent upon anthracite for their heating 


requirements. Approximately 75 percent of our production is used for this 
purpose, and the balance is used by public utilities, Army, Navy, and in com 
mercial and industrial buildings. 

We greatly appreciate the privilege of appearing before this committee. We 


are mindful of the revenue raising necessities of our Government to insure its 
continuing vitality in a global picture that is fraught with dangers and uncertainty 

We are equally conscious of the extent to which that continuing vitality depen 1ds 
essentially on the enduring productive strength of our basic resource industries. 

We appear here to urge this committee to include in any bill reported by fit, 
section 304 (a) of H. R. 4473 which would amend section 114 (b) (4) of the Internal 

tevenue Code by increasing the gross depletion rate for coal, applicable under 
section 23 (m), from 5 to 10 percent. 

For the reasons to be indicated, we believe that such an increase is a necessary 
step in the formulation of a constructive tax program designed to meet the revenue 
needs of the Nation and at the same time to protect the strength of its basic fuel 
industry. 

The factual justification for the increase is not unfamiliar to the appropriate 
committees of Congress. As stated by the House Ways and Means Committee 
in its report on H. R. 4473: 

‘The testimony also indicated that the 5 percent rate allowed coal is of little 
practical value, and that the coal mining industry is peculiarly in need of more 
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favorabie tax treatment because of the inroads which alternative sources of 
energy, particularly oil and gas, have made on the potential markets of coal.’ 

Substantially the same finding was made by that committee in 1950. 

We appreciate the considerations that led this committee in the summer of 
1950, tragically jarred as we all were by the sudden developments in Korea, to 
‘postpone action’ on the recommended amendment pending ‘more careful 
analysis of the problems involved,” 

The intervening months have underscored the long-term nature of our pre- 
paredness obligation and have dramatized the essentiality of coal to the achieve- 
ment of that responsibility. We very respectfully ask that this much needed 
relief no longer be deferred. The policy considerations and the materials for 
judgment are at hand and we hope that this committee, oppressed though it is 
with its many burdens, will meet the issue head on and recommend remedial 
action in this vear’s revenue bill. 

Since this issue was last before this committee, the ever-increasing importance 
of coal to the Nation’s welfare has been cast in bold relief. The Munitions 
Board has recognized the heavy increases that may be anticipated in fuel demand 
and the factors that limit particularly the availability of liquid and gaseous fuels 
to meet this demand. It has recognized that the Nation will have to look to the 
coal industries to supply not only their current load, but the deficiencies which 
cannot be met by the competitive fuels. Implicit in this recognition is the urgent 
necessity that the coal industry be in a position where it can readily undertake the 
expansion necessary to accommodate the increased demand for its product and 
that it maintain a health and flexibility that will enable it to serve the varying 
demands of the economy in peace and in wartime. 

As stated by the Senate Committee on Labor and Public Welfare in Report 
No. 2042 on July 14, 1950, 

‘‘In this process, coal has played an essential role. Without coal, these adjust- 
ments could not have been made. Without coal, American production cannot 
continue at a high level. 

“Coal is thus indispensible to the American economy. A healthy coal industry 
is of vital importance to the American people.” 

I have attached to my statement the memorandum issued by the Munitions 
Board on February 17, 1951, to the Secretary of the Army, the Secretary of the 
Navy and the Secretary of the Air Force. It directs that, because of the rela- 
tively more limited availability of other fuels, coal, as the Nation’s largest fuel 
resource, should be used as far as practicable, in all military facilities in preference 
to other fuels. 

Coal is and must be the long-range fuel reliance of this Nation, whether in its 
present form, or as the source of synthetic oil production or through underground 
gasification for the generation of electric power or by some other technology not 
vet developed. Even though during 1949 coal supplied only 39.8 percent of the 
Nation’s energy while oil and natural gas supplied 55.3 percent, coal constitutes 
83.06 percent of the Nation’s total assured recoverable mineral fuel reserves and 
petroleum and natural gas together constitute but 3.82 percent. 

There are several aspects of the national fuel picture that press for scrutiny 
and remedy over and above the one that is before you today. They have to do 
among other things, with the risks inberent in any assumption that there are 
recoverable reserves of petroleum and gas in this country beyond the 14 and 29 
years respectively of proved reserves; with the basic wisdom, in the light, for 
example, of the current Iranian situation, of building up a reliance on imported 
foreign oil which, while available, displaces domestic fuel production; and with the 
fairness of diverting millions of tons of badly needed steel for the building of gas 
pipelines and of petroleum facilities in displacement of domestic coal production. 

These aspects must all be probed in appropriate forums, but over and above 
their resolution, the public interest demands an immediate increase in the gross 
depletion rate for coal. 

The financial status of the anthracite industry, for 20 vears or more, has been 
chronically depressed. In 1924 the commercial production of the industry 
amounted to 79,298,819 tons, but during the succeeding vears, gradually declined 
until in 1938 it was only 43,170,457 net tons. A partial recovery occurred in 
1939 and 1940, in each of which years the commercial production slightly exceeded 
18 million tons. 

World War IT brought a fairly substantial increase in the demand for anthracite, 
culminating in 1944 in a commercial production of almost 60 million tons, brought 
about in part by increased demands for domestic fuels, but principally by the 
shortage of other domestic fuels, particularly oil. During 1944 the consumption 
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of anthracite reached 62.3 percent of the total consumption of domestic heating 
fuels in northeastern United States. 
In the years immediately following the war, production was maintained at a 
level somewhat higher than before the war, the tonnages being: 
Net tons 
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This was due to two conditions, first, a serious shortage of coal in Europe, which 
resulted in a heavy export movement, and second, a continuing shortage of fuel 
oil in the American market. 

With the passage of these conditions, the anthracite market dropped back to 
prewar depression levels, the commercial production being only 40,653,304 tons 
in 1949 and 42,280,000 tons in 1950. This decline in anthracite production was 
due in some part to unusually warm weather in the heating seasons of 1948-49 
and 1949-50, but the greatest factor undoubtedly was the tremendous increase in 
the installation of oil burners and the increased use of natural gas, brought about 
by the construction of new pipelines from the Southwest into the primary anthra- 
cite market area. 

Available information, covering over two-thirds of the anthracite industry 
shows that net operating income before taxes was about 17 cents per ton in 1950 
and as low as 4.7 cents per ton in November of that year. This income for 1950 
is about 2 percent of the average mine price. 

The anthracite industry has been losing tonnage to oil and gas at a rate, which, 
if sustained for many more years, would reduce the annual production of anthra- 
cite to a point where the Nation’s anthracite resources for all practical purposes, 
would be of little importance. It is estimated that within the last 2 years, 4,300,- 
000 tons have been lost to fuel oil alone. 

During the same 2-year period, gas heating installations cost anthracite at least 
500,000 tons and this form of competitive heating is just beginning to make a 
start in the anthracite marketing area. A Jarge increase in the number of gas 
heating installations in northeastern United States is predicted for the next 
few years and the anthracite industry may therefore expect to suffer greater 
attrition from that source. 

But, even assuming that the rate of attrition from oil and gas remains static, it 
is evident from simple arthmetic that an industry which produced 42,000,000 
units in 1950 and is losing business at the rate of 2,500,000 units per vear, or 6 
percent of annual production the first vear and progressively greater percentages 
in subsequent years, cannot continue indefinitely to preserve the health and ready 
expandability which the national interest requires. 

We know the anthracite industry cannot remain strong and capable of expand- 
ing production if our mines and men are allowed to fall into a state of disuse. 
Unemploved or semiemploved-miners will not stay with the anthracite industrv, 
particularly with other industries looking for manpower, and accordingly will not 
be available to produce anthracite when the emergency, which authorities con- 
cede to be inevitable, arises. 

It would be a mistake to assume that there is no direct relationship between 
the competitive losses suffered by the coal industry and the more favorable deple- 
tion treatment of its petroleum and gas competitors. This was recognized by 
the Ways and Means Committee and it certainly is a fact that by the inadequate 
allowance accorded coal, as compared with the 27% percent allowance given oil 
and gas, the Internal Revenue Code is seriously penalizing the coal industrv, 
although everyone recognizes that ultimately it is going to have to be the main 
source of fuel reliance. We suggest that the gap be narrowed, not by decreasing 
the depletion rate for oil and gas, but by increasing the depletion rate for coal 
from 5 to 10 percent. 

There are considerations in the development, operation, and production of 
anthracite that are comparable to those involved in the discovery and develop- 
ment of oil and natural gas properties. Large coal tracts purchased by well- 
established coal companies in the anthracite region, which were supposed to be 
of great value, later proved, through exploration, to have no present-day worth, 
either because of the unmarketability of the coal contained therein or because of 
the physical conditions prohibiting economic extraction. This situation not only 
applies to entire tracts of coal lands but also exists in coal properties under active 
operation. It is an engineering fact that, in the process of mining coal, tre- 
mendous losses are often incurred through the occurrence of faulty seams, thin- 
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ning or pinching out of the measures, bad roof and bottom conditions, squeezes, 
subterranean water, including disastrous floods, and mine fires. 

A goodly portion of the reserves and the current production of anthracite come 
from coal measures which have been partially exploited and then abandoned by 
former operators. In many instances in such areas the pillars of coal indicated 
only by old map records are nonexistent or are not recoverable due to conditions 
beyond the control of the present operator. 

Many operating mines are faced with the possibility of inundation when an 
adjoining mine or mines are abandoned by exhaustion or suspension. This 
situation has been recognized by the Federal Government in the passage of House 
bill H. R. 4837, providing for the expenditure of large sums of money to make 
an engineering study of this problem and to prepare plans for handling this situ- 
ation. Furthermore, there is a great expense involved in operating and main- 
taining extensive pumping facilities. 

These conditions amply document the need for adequate incentive recognition 
in the depletion rate. 

The increased rate requested will also serve a conservation objective in that it 
will enable the industry to mine a large quantity of coal now considered marginal, 
which is not being taken out because of the cost of mining. 

The increase is in accord with and would more nearly accomplish the objective 
had in mind, in establishing the percentage depletion method for coal in 1932, 
oil and gas having had this privilege since 1926. 

In describing that objective to the Ways and Means Committee last year, 
Secretary of the Treasury Snyder said: 

“Since coal and nonmetallies, other than sulfur, had never enjoved any signifi- 
cant amounts of discovery depletion, the percentage rates on gross income for 
those items were not based on special tax-depletion experience. Instead, rates 
were selected to afford tax relief and tax incentives which seemed to Congress 
reasonable at that time as compared to the treatment given oil, sulfur, and 
metals.’ 

Subsequent events have demonstrated that the gross depletion rate for coal i 
not adequate to provide the ‘‘tax incentive’ which Congress intended to effe 
in 1932 and which is now so necessary to meet the Nation’s present and on ot 
tive requirements. 

The existing rates are inadequate to return the capital investment of the 
industry as a whole and to stimulate the exploration and development. essential 
to our national requirements. The quantity of stimulus necessary must be 
appraised in the light of the fact that the industry is highly competitive within 
itself. Additionally, anthracite’s competitive relationship with other fuels is 
very substantially affected not only by the direct impact of its relatively high 
labor cost of some 70 percent of its cost of production, but also by the added 
impact of payroll taxes including all social-security taxes which fall so much more 
heavily upon anthracite than upon its competitors. 

The granting of this relief is in no way intended to be inconsistent with the 
Congress adopting whatever over-all tax rates for the economy generally it deems 
necessary to achieve revenue raising necessities. 

In World War II, anthracite was required to increase its production from 
13,170,457 tons in 1938, to 59,888,928 tons in 1944, an increase of 39 percent 
With a present production of only 42,000,000 tons, it can easily be seen that an 
even greater expansion would now be necessary. 

Because of the very close pricing of anthracite, it has not been possible to 
oe cumulate funds for the expansion which would be necessary in the event of war 

Cash reserves are relatively small and the industry must look to its current 
oper: itions for the necessary funds to meet the cost of expansions. 

The capital expe nditures necessary for expansion would, no doubt, more than 
offset any tax savings from enacting our proposal and it does not follow that there 
would necessarily mean any increased return to the proprietary interests in the 
industry. 

The increased rate would help labor in that it would.tend to increase employ- 
ment opportunities and the number of days of work. In the long run, it should 
tend to result in additional income taxes. Furthermore, it holds potential benefit 
to coal consumers since it carries with it the possible opportunity to offer coal at 
lower prices. 

The present inequity as between competing industries is very apparent. The 
depletion allowance based on the gross income for the quantity of crude oil 
equivalent to 1 ton of anthracite is approximately $3.25, to be compared with a 
corresponding allowance for anthracite of about 50 cents, a difference of $2.75 
or 550 percent in favor of oil. 
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For the 7-year period, 1940 to 1946, inclusive, the depletion allowance per ton 
granted the anthracite industry was $0.106 as compared with an average royalty 
rate of about 40 cents per ton. 

Considering all the circumstances, including the additional limiting factor 
because of the restriction to 50 percent of the net income, we feel that our request 
is conservative. 

The anthracite industry has operated at a loss, or a very small profit in each 
of the past 25 years. During the years 1940 through 1946, inclusive, operators 
of anthracite mines, having annual production of 50,000 net tons or more, had 
an average net income per ton before income taxes of approximately $0.163- 

The anthracite producer’s part in our economy is not a static one. He must 
continue to explore, develop, and produce. Unlike the merchant or manufac- 
turer, he cannot look to the market for replacement. When it is used, it is gone. 
Unlike the manufacturer, an anthracite producer cannot begin with a complete 
plant, expanding it only to accommodate greater volume. As a mine face recedes, 
he must follow it; he must constantly expand his plant, and the expanded plant 
can normally be expected to produce not more, but less, and at a greater cost 
per unit of production. 

The mineral in place in the ground is the principal capital of any producer. 
An anthracite producer is actually engaged in liquidating his capital and each 
and every ton of coal extracted constitutes a wasting away of an asset. This 
asset can then be replaced only by the acquisition of new coal deposits, requiring 
again a large capital expenditure for their development. In this respect, he is 
no different than a producer of oil and gas. 

We think that our request is justified and that the logic of the situation is clear. 
Coal must inevitably provide the long-range fuel reliance of this Nation. The 
existing depletion rates not only do not provide the stimulation for continuing 
vitality which percentage depletion was intended to accomplish, but actually 
weaken the coal industry because of its inadequate allowance as compared to 
competitive fuels. Accordingly, that discriminatory treatment must be eliminated 
by increasing the depletion rate for coal. 

I greatly appreciate the privilege of having appeared before you. I have 
endeavored to make a strictly factual presentation and to gear my remarks to 
the seriousness and difficulty of your over-all task. I sincerely trust that, after 
deliberation, vou will grant our request. 


Munitions Boarp, 
February 17, 1951. 
Memorandum for the Secretary of the Army, through the Under Secretary of the 

Army. 

Memorandum for the Secretary of the Navy, through the Assistant Secretary of 
the Navy. 

Memorandum for the Secretary of the Air Force, through the Assistant Secretary 
of the Air Force. 

Subject: Availability of fuels. 

1. The relative availability of various kinds of fuel will change as mobilization 
and defense production are stepped up. Shortages of some fuels have already 
developed in some localities. 

2. In order to give the maximum support to the over-all defense effort, and to 
reduce the possibility of fuel procurement difficulties, it is necessary that all fuel 
use be carefully revised, particularly for areas of limited fuel resources and for 
installadions of large fuel consumption. 

3. Coal is the Nation’s largest fuel resource. It is available quite generallv, 
except in west coast States. It should be emploved, as far as practicable, at all 
military facilities—both command and industrial, as well as military sponsored 
industrial facilities. Mine production in general is expected to meet over-all 
requirements, but in some areas there will be difficulty in obtaining deliveries 
due to a shortage of coal cars. For this reason consideration should be given to 
obtaining requirements from the nearest mines even though quality is not up to 
that desired in normal times. Assurance of fuel supply and adjustments to defense 
needs should be basie guides in determining the fuel to be used. 

1. Natural gas is a favorite fuel because of its convenience, cost, and labor- 
saving possibilities. Wherever the use of coal is impracticable, gas should be 
considered, although it will be necessary to make sure that its availability will 
continue for a reasonable period of time. The popularity of the fuel is expanding 
its use at such a rate that the demand may outrun the great expansion in pipelines 
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and distribution systems. In case it becomes necessary to regulate the use of 
gas, it will be well to keep in mind that first preference will probably be given to 
domestic- and small-space heating use and second preference to special industrial 
uses. Other uses will bear the brunt of control regulations. 

5. Fuel oil has been abundant the past 2 vears, especially in seaboard areas, 
but under the stepped up defense program the situation is changing. Petroleum 
products will be in great demand. There is a shortage in both tank cars and 
tankers. For this reason the use of heating oil and fuel oil should be kept to the 
practical minimum. 

6. Liquefied petroleum gases (LPG) have been available in great quantities 
during the postwar period. Their availability for general use is now being greatly 
reduced. Butane is required for the synthetic rubber program and for certain 
high octane gasolines. Propane is still available but the shortage of pressure 
tank cars is delaying deliveries. This condition will grow worse. For these 
reasons use of LPG should be kept to a minimum except in areas within trucking 
distance of refineries where supplies are adequate. 

7. Multiple fuel equipment: Installations having equipment for bunring more 
than one fuel should arrange to use the fuel most readily available under the 
present emergency conditions. In general, first preference should be given to the 
use of coal, second perference to natural gas and third preference to fuel oil. 

8. Conversion of facilities: In some areas the fuel situation will make necessary 
the consideration of converting fuel burning equipment. No general rule can 
be laid down for guidance. A decision should be made on the basis of the fore- 
going comments and the factors involved in making the conversion, i. e., the 
amount of fuel involved, the critical materials required for the conversion, and 
the man-hours of labor. In general, the fule preference should be: first, coal; 
second, gas; third, oil. Full weight must be given in all cases to local conditions. 

JERRY V. MATEJKA, 
Major General, United States Army, 
Military Director for Production Management 


(For the Chairman). 
The Chairman. Mr. Hamblen. 
Will you identify yourself for the record? 


STATEMENT OF W. P. HAMBLEN, HOUSTON, TEX., REPRESENTING 
VARIOUS GULF COAST MINERAL SHELL PRODUCERS 


Mr. HamBien. My name is W. P. Hamblen, of Houston, Tex., 
representing a number of Gulf coast shell industries, producing 
mineral shell. 

Mr. Chairman and gentlemen, I have filed a statement with the 
committee which I would like to ask to be considered as part of the 
record. 

The CHatRMAN. Yes, sir. 

Mr. Hamsten. If so, I do not care to read the statement. As I 
think the record will be ready, anyhow, it will be unnecessary to read 
it. 

The Chairman, It will go into the record. 

Mr. Hamsien. However, sir, there is one matter that has come up 
since I prepared the statement. 

The shell people get their shell under an arrangement with the 
Game, Fish and Oyster Commission of Texas, paying them a royalty of 
7 cents a yard for shell produced. Yesterday I found a letter that 
they had written to the Defense Minerals Corporation giving their 
opinion of the time within which the shell in Galveston Bay, where 
we get our shell from, will be depleted. And I would like to ask 
permission of the committee to make copies of that letter and file it 
as a part of that statement. 

The Cuatrman. Yes; you may do so. We shall be very glad[to 
have you do so. 
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Mr. Hamsuen. Thank you, sir. That is all I have to say. 

Senator Kerr. What is the gist of your statement? 

Mr. HamBLeEN. It is largely a statement of the purposes that shell 
is produced for. 

Senator Kerr. What is your objective? 

Mr. HamBteNn. In the last bill, sir, they have permitted us a 5-per- 
cent depletion allowance. 

Senator Kerr. In the House bill? 

The CHartrMAN. That is included in the House bill. 

Mr. Hamsuen. It has been eliminated heretofore the last two 
times we have been up here, and I am hoping it will not get eliminated 
this time. 

Thank you, sir. 

Senator Kerr. You mean, you get it and then they take it away 
from you? 

Mr. HamBLeNn. We get it one time and then somebody reaches out 
and takes it away from us. 

Senator Kerr. The hand is quicker than the eye. 

The CaarrmMan. Thank you, Mr. Hamblen. 

(The statement of Mr. Hamblen is as follows:) 


STATEMENT OF W. P. HAMBLEN, oF Houston, Tex., REPRESENTING VARIOUS 
Guutr Coast MINERAL SHELL PRODUCERS 


Mr. Chairman and gentlemen of the committee, I am W. P. Hamblen, of 
Houston, Tex. I am appearing on behalf of a number of companies engaged in 
the production of mineral shell deposits, all on the Gulf coast of Texas and Louisi- 
ana. I am a director of, and attorney for the W. D. Haden Co. of Houston, Tex., 
one of the larger producers of mineral shell. 

The shell industry began about 40 or 50 years ago and I believe it was originally 
started by Capt. W. D. Haden, the founder of the W. D. Haden Co. At that 
time he had a small dipper dredge and were cutting the shell off of reefs which 
appeared above the surface of the bay waters. Now, practically all of these reefs 
have been depleted and we are getting the shell from the bottom of the bay. A 
good deal of confusion about the mineral-shell industry has arisen because a num- 
ber of people think it is only a matter of using the shell after the oysters or clams 
have been taken fromthem, That is not true. The shell deposits are fossils and, 
according to the geologists, were formed 500,000 to 1,000,000 years ago and, of 
course, are not being replaced. The shell deposits are nearly always covered with 
from 2 to 4 feet of silt. This must be removed before the dredges can get to the 
shell. 

Practically all of the known shell deposits in the United States are on the Gulf 
coast of Texas and Louisiana, but over 50 percent of the shell is produced in 
Texas. There are, however, a few large producers in Louisiana that are producing 
the shell for substantially the same purposes for which the Texas companies are 
producing it. Most of the shell dredged by the Texas companies in Texas is from 
Galveston Bay and Matagorda Bay. Galveston Bay is an arm of the Gulf 
reaching toward Houston, and the upper reaches of the bay are about 25 miles 
from the city. Matagorda Bay lies about 200 miles west of Houston; that is, 
that portion of the -bay within which are the shell deposits. For practical pur- 
poses, all of the shell produced in and around Houston comes from Galveston Bay, 
as it is Galveston Bay that furnishes the only available shell for the near locations. 
The present shell deposits are almost 30 miles from Houston and the shell must 
be transported by tugs and barges. The haul to Freeport from the bay is about 
65 miles and the haul to Beaumont and Port Arthur from Galveston Bay is about 
the same distance. While it is possible, it would be considerably more expensive 
to haul the shell from Matagorda Bay than from Galveston Bay as it would be 
necessary to cross two big rivers, the Trinity and the Colorado, and to haul the 
shell about 200 miles. Both of these rivers have water gates on them and when 
the rivers are up it is almost impossible for a towboat, or rather for barges and 
tugboats, to come through them. 

Shell is produced by means of large dredges that bring the shell up from the 
bottom of the bay, carry it up to the top of the dredge where it goes down chutes 
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and is washed continuously and finally delivered into barges. There is a method 
on board the dredges of separating the fine shells from the large. The fine shell 
is used mostly by the chicken feed industry and the cement plants, although the 
cement plants have to take some of the larger shell as we are unable to produce 
enough of the fines from them to operate continuously. The other companies , 
such as Dow Chemical, Mathieson Chemical Co., and the alkali companies use 
the larger shell as it is more adaptable to their use from a processing standpoint. 

The W. D. Haden Co. and Parker Bros. & Co., Inc., are the two larger producers 
in the bay area. There are a number of smaller producers, but I would say that 
two-thirds or three-fourths of the total shell produced from Galveston Bay is 
produced by either Parker Bros. & Co., Inc., or the W. D. Haden Co., both of 
whom produce from 200,000 to 250,000 yards per month, or between the two of 
them approximately 5,000,000 yards per vear. After this shell is put into the 
barges it is picked up by towboats and hauled to Houston, Galveston, Beaumont, 
Port Arthur, and Freeport, or Texas City, wherever the shell is needed for the 
various purposes for which it is used. 

Iam not entirely familiar with the operation of the other companies, but I do 
know that the W. D. Haden Co. operates a fleet of some 7 or 8 tugs and 
about 30 barges that haul anywhere from 800 to 1,500 yards of shell each, In 
addition to the tugs and barges, it is necessary to have docks and unloading fa- 
cilities, such as cranes and similar machinery, and hoppers so that the shell can 
be put into trucks and hauled to the site of their use, although the larger consum- 
ers, such as Dow Chemical, Mathieson Chemical Co., and the other companies 
have stockpiles and use cranes to put it into the stockpiles. From there it is 
pulled up by worm gears to its useful places. To produce the shell, as it is pro- 
duced by W. D. Haden Co. and Parker Bros. & Co., Inc., requires an investment 
in excess of $2,000,000. The barges cost around $30,000 each and the tugboats 
from $60,000 to $75,000 each, so it is readily to be seen that outside of the other 
equipment the floating equipment alone is very expensive, and entails a large 
investment. The dredge boat which the Haden Co. recently built cost something 
over $400,000. 

Shell is almost pure calcium carbonate, running from 98'4 to 99% percent pure. 
Originally, shell was largely used for building roads, but on account of its drvness 
it was not practical except when it had a waterproof covering. In 192%the W. D. 
Haden Co. opened a plant near Houston which produced lime from shell. At 
about that time the Mathieson Chemical Co. and the Southern Alkali Corp. 
opened their Texas plants using mineral shell to make lime. Lime in turn is used 
to make caustic soda and soda ash. Caustic soda, as most of you doubtless know, 
is used in making soap, rayon, lve, in vegetable oil refining, in paper making, in oil 
refining and wool scouring, and in the manufacture of glass. The availability of 
caustic soda made from lime produced from shell caused construction of many 
plants in Texas for almost all of these processes. One of the plants is the Celanese 
Corp., established in Bishop, Tex., in about 1942. This plant uses mineral shell 
to make caustic soda to make chemicals essential in the manufacture of fabrics, 
plastics, textiles, drugs, varnishes, lacquer, dyes, paper, fungacide, antifreeze, 
soap, antirust materials, and many other products, including the making of film 
for moving pictures. In 1936 the Champion Paper Co. built its plant in Houston 
and became a large user of shell transforming it into lime, and in 1940 Dow Mag- 
nesium established its plant in Freeport, and became one of the largest users of 
shell. It makes shell into lime and uses the lime to precipitate magnesium from 
sea water. There are a number of cement plants in Texas and Louisiana along 
the Gulf coast using shell as its raw material. Consequently, today only a small 
portion of the production is used for road surfacing. 

Prior to 1940 there was little thought given to the fact that the known shell 
reserves were exhaustible. However, when it was found that shell was a vital 
material in the defense program, the production and consumption of shell was more 
than doubled. Production was extended to the limit of the capacity of the shell 
producers to produce. In fact, during the war vears an enormous amount of shell 
was being used in the construction of airfields and roads to war plants and docks, 
and cement plants increased their demand for shell on account of the great demand 
for cement; and Dow Magnesium was making increasing demands due to its strate - 
gic position in the wareffort. In fact, at that time the Government found it neces- 
sary to require Parker Brothers & Co., Ine., and Haden Co. to sign a joint contract 
for the production of shell for the Dow Magnesium so that it would have sufficient 
shell to fulfill its war contracts. When it was found that shell could be used for 
all of the various purposes, the producers began surveys to try to determine the 
known reserves of shell which could be produced economically. These surveys 
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have continued to the present time and estimates of these reserves based on present 
production in Galveston Bay ranges from 7 to 10 vears in most cases. The present 
dredges are equipped to dredge shell from 24 to 26 feet. We are finding, however, 
since the production of oil in the various bays, from the logs of the wells, that 
there are numerous bodies of shell from 60 to 80 feet deep. But, of course, none 
of the present equipment is able to produce that shell, and it will require much 
larger and different equipment to get the shell from that depth. As a matter of 
fact, it is somewhat doubtful in the minds of those who are producing shell now 
that it can be done at all. Two of the larger producers have recently built new 
dredges which are capable of producing to a greater depth and a larger supply, and 
I happen to know that the larger companies are now considering building larger 
towboats and barges to bring in from 2,000 to 3,000 vards in each barge instead of 
from 1,200 to 1,500 as they are presently doing, but this cannot be ne unless we 
are able to get some type of percentage-depletion allowance, and we believe tha 

a fair percentage-depletion allowance would provide the relief and pabcioenent 
necessary to induce capital to invest in this essential industry. 

The present bill provides for depletion of 5 percent. Of course, we do not think 
this is quite enough but we are glad to get that. We feel that this industry re- 
quires a depletion allowance because of the imminent complete depletion of the 
presently known shell deposits; in the event of such depletion some other use could 
probably be found for the tugboats that we are using, but it would be almost im- 
possible and impracticable for the barges to be reconverted to other uses or the 


dredges reconverted to other uses. If the supply of mineral! shell were exhausted 
or became unavailable, the only-raw material which could be substituted for the 
present plants using shell is located several hundred miles away This substitute 
does not contain the high pereentage of calcium carbonate composition and is, 
therefore, not as desirable as shell. In addition, the freight rate to the present 
plants would increase the price to such an extent that it would be almost pro- 
hibitive. Thus, should the supply of fossil shell be exhausted, these plants would 


face a problem of suspending operations altogether. 
One of our difficulties is to get the depletion allowed at the value of the shell at 


docks. It has no value at the dredge until it is hauled ashore It is somewhat 
like coal at the bottom of a mine, or oil at the bottom of an oil well, onlv it does: 
come up by elevators or by pipeline but comes by barges and tugboats. 

The industry requires a relatively heavy capitalization \s a matter of fact, 
the gross business per annum will not exceed the value of their capital assets and 
it isa verv small net return for a dollar of investment It is strictly a volume busi- 
ness and if the shell becomes depleted and it has to be searched for and is diffic 


to obtain, there is a verv good likelihood that we will all be cut of business 
I thank vou. 
The Cuarrman. Mr. A. C. Ford. 
Will vou identify yourself for the record? 


STATEMENT OF A. C. FORD, DIRECTOR OF SALES, SOUTHERN 
LIGHTWEIGHT AGGREGATE CORP. 


Mr. Foro. Mr. Chairman and gentlemen, my name is A. C. Ford, 
and I represent the Southern Lightweight Aggregate Ci orp., in 
Richmond. 

I would like to express my appreciation for the opportunity to 
appear before the Senate Finance Committee in support of the 
equalization measure which will eliminate inequities that have existed 
as regards percentage depletion. Vermiculite lightweight aggregate 
has, for some time, received 15 percent depletion allowance, and the 
present tax bill already passed by the House of Representatives adds 
Perlite to the list of minerals to receive the same allowance. Jn order 
to permit an equitable allowance for competitive products we sincerely 
request that “slate when used in the manufacture of lightweight 
aggregate,”’ the mineral used in the production of Solite, be included 
at the same figure. 

Senator Msi IKIN. ms Solite a trade term? 

Mr. Forp. Yes, si 
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Senator MILurKkin. Is it a term that is restricted to some particular 
outfit? 

Mr. Forp. Yes. That is our trade name, Senator, for our material 
that is composed of lightweight aggregate that is made from slate 
when used in the production of lightweight aggregate. 

Senator Tarr. You want to move slate used for this purpose up 
from 5 to 15? 

Mr. Forp. That is the idea. I think you will see in the rest of the 
brief what we are getting at, Senator. We have no depletion allowance 
at this time. 

Senator Tarr. We had a man here on all slate. 

Mr. Forp. On all slate, yes, sir. But this is the ‘slate when used 
in the production of lightweight aggregate,’’ which is very, very hard 
to find in this country at the present time. 

Senator Tarr. We could not restrict it to this one thing. We 
would have to restrict it to “‘slate used in the production of lightweight 
aggregates,” or something of that sort. We could not name your 
particular product. 

Mr. Forp. No. I am not trying to get that at all. I am only 
bringing out the name of our product. What I am after is the “‘slate 
when used in the manufacture of lightweight aggregate.”” That is my 
point. 

Senator Tarr. I see. 

Senator Kerr. What percentage of your finished product is derived 
from slate? 

Mr. Forp. What percentage of it is derived from slate? 

Senator Kerr. Yes. 

Mr. Forp. Senator, it is all derived from slate in an altered or 
softened form. 

Senator Kerr. How much of the lightweight aggregate when it 
appears in that form is derived from the components of the slate 
that you put in it? 

Mr. Forp. All of it is from the slate that we put in the kiln. It 
is all slate in an altered, or softened form, that is in a state of deteriora- 
tion over thousands of years of exposure. 

Are there other questions? 

The CHAarRMAN. You may proceed. Maybe you will answer the 
question that is in my mind, later. 

Mr. Forp. Yes, sir. 

»~» The CHarrMAN. I want to see what you use if for. 

“Mr. Forp. The Southern Lightweight Aggregate Corp. produces a 
lightweight aggregate under the trade name of Solite, certain slaty 
minerals being used as the raw material for its manufacture. In the 
case of all three; Perlite, Vermiculite, and Solite, the raw material 
is expanded in certain heating equipment under high temperature, 
producing a lightweight aggregate suitable for the combination with 
portland cement to produce concrete products, such as structural 
concrete, roof slabs, buildings, building units, insulating concrete and 
precast shapes. The advantageous merits of lightweight aggregate 
are, the tremendous savings in steel, their high insulating qualities, 
their inertness, and durability. 

Congress in the past has recognized the soundness of percentage 
depletion allowances for certain minerals. Laws passed by Congress 
have expanded the principle. In the past several years exhaustion 
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of certain nonmetallic minerals among which our own is identified 
has been enormous, and a revenue policy that enables our industry to 
explore for new sources of supply is essential. 

In the establishment of our own company we investigated 46 
deposits of slate and other materials which we thought would be suit- 
able for our use in the manufacture of lightweight aggregate. After 
this extensive research program in a three State area, we found only 
one deposit that was suitable for our purpose. 

True slate is found in Maine, New York, Vermont, Pennsylvania, 
Maryland, Virginia, and Georgia, along our Atlantic seaboard, and 
also in Arkansas and California. Slate of this type is ideally suited 
for production of shingles and similar units. However, there is a 
distinct difference between the slate we use for the manufacture 
of our lightweight aggregate and that used for the production of slate 
shingles and other slate products. 

In the slate we use the forces of nature have caused an altering, 
or softening, of the slate deposit for a depth of 50 feet. The slate 
in this altered condition is ideal for the production of lightweight 
aggregate. This altered slate in our deposit is an extremely unusual 
occurrence, 

Perlite as yet has been found only in the Western States. The 
material from which vermiculite is made is found in many sections 
of our country. The type of slate from which our solite is made is 
found only in the Arvonia vein of Buckingham County in Virginia, 
to the best of our knowledge, although we have not explored the other 
slate deposits mentioned previously. 

The record of our lightweight aggregate in housing construction 
speaks for itself. economical housing has been made possible with 
the use of solite lightweight aggregate wherein construction with 
building units made of our lightweight aggregate and portland cement 
can be put in the wall and protected with only two coats of cement 
waterproofing paint on the outside and one coat on the inside with no 
other interior or exterior trim or facing. This method of construction 
has been permitted by the FHA, to our knowledge, only with the 
use of our material. In addition, a new type of construction using 
machine methods, was one by the Rockefeller Foundation and 
used in the Norfolk, Va., area wherein concrete houses were built 
meeting FHA standards. The job could not have been done economi- 

cally and would not have served the useful purpose, that it serves 
had there not been a lightweight aggregate having the qualities that 
solite has. Since other lightweight aggregates have been accorded a 
15 percentage depletion it appears to us that it would be unfair to 
have a different percentage of depletion for ‘‘slate when used for the 
manufacture of lightweight aggregate” such as solite. 

In the case of the reconstruction of the United States Capitol 
Building roof itself, vermiculite concrete fill was taken off of the roof 
and solite structural concrete was used for the structural slab of this 
building. Due to bearing walls and supporting trusses it was im- 
practical to use a normal heavyweight concrete slab on the building 
since the supporting structures could not carry it. It was, therefore, 
absolutely essential that some strong, durable, inert, lightweight con- 
crete aggregate be used in this project, resulting in substantial savings 
by being able to use lighter structural steel and less reinforcing steel 
bars. 
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At the present time under construction is Maryland’s Chesapeake 
Bay Bridge, covering a distance of 4.3 miles over open water on which 
we are furnishing Solite lightweight aggregate for the concrete deck. 
The deck of this bridge was designed of lightweight concrete in order 
to, effect tremendous savings in the necessary structural steel and 
reinforcing steel. Solite lightweight aggregate was specified for this 
project for its physical and durable qualities that are found onlv in 
a few of the lightweight aggregates that are on the open market today. 
By the use of solite lightweight aggregate in this project the savings 
in dead weight on the deck is over 3,000,000 pounds per mile when 
compared with normal heavyweight concrete. 

Percentage depletions for our product will enable us to continue in 
business and especially serve the Nation in times of stress. The saving 
of other critical materials by the use of Solite, and the consequent 
reduction in design requirements of structure, is of untold benefit. 

We will sincerely appreciate your kind assistance in seeing to it 
that an inequity is not written into the Revenue Act of 1951, and 
that slate when used in the manufacture of lightweight aggregate 
receives a percentage depletion of 15 percent which is identical to 
that already allowed for Vermiculite and proposed for Perlite. We 
believe such action will result in the best service to the public interest 
and in the rectifying of previous inequities in depletion allowances. 

Senator Mriuikrx. Does your product have any special status under 
defense minerals? 

Mr. Forp. Sir, I did not hear you. 

Senator Minuikix. Does your product have any special status as a 
defense mineral? 

Mr. Forp. Senator, we have been working quite hard on that. 
For your information, at Hiroshima, where the atomic bomb was 
exploded, I think it is official Government records that it was not the 
concrete that failed there; it was the steel that was encased within 
the concrete. 

Senator Miiirkrn. I did not put my question clearly. Some of our 
products from the earth have a special classified status as strategic 
minerals and things of that kind, or critical materials. There are a 
couple of classifications. Do vou come under any of those, as far as 
you know? 

Mr. Forp. Not as far as I know right now, Senator, no, sir. All 
that we are asking is that slate— 

Senator Mriiikin. It seems to me that from rough memory, 
Vermiculite, or Perlite, or both, have some classification under the 
system that I am talking about. That is what prompted the 
question. - 

Mr. Forp. May I ask our geologist? He is here with me. 

Mr. Hartless? 

Mr. Harriess. I will save your time by attempting to answer it 
from here. 

The product that Mr. Ford has been describing was given a very 
special status during the past war, as a great deal of that material was 
used extensively in the construction of lightweight floating drydocks, 
and in boats. I might say that the Navy has a very extensive research 
program on down in the Gulf of Mexico today, in which our material 
is being used. 
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Senator Minturkixn. Do you happen to know whether it is classified 
as a strategic material, or has a formal classification as strategic? 

Mr. Harrtuiess. I do not know that, sir. 1 would say frankly that 
we have been so busy in other lines, that we have not thought of the 
laws of classification. 

Mr. Forp. I am not familiar with that, Senator, and I would not 
like to answer it that we are or are not, but I do not believe that we 
are at the present time. 

Senator Mintuikin. You might take a look into that. 

Mr. Forp. We have been trying to. 

Senator Minurkix. No. Take a look at that classification. 

Mr. Forp. Yes, sir. 

You can effect tremendous savings in steel, which is very critical 
at this particular time, by the use of our aggregate. 

Senator Tarr. Do you quarry vour own slate? 

Mr. Forp. Yes, sir; we quarry our own slate. We use approxi- 
mately 50 feet depth, Senator. 

Senator Tarr. Does anybody else produce this kind of slate? 

Mr. Forp. Yes; it is produced under the name of Haydite in quite 
a few spots in the country; also, one plant at Buffalo, N. Y., and one in 
South Park, Ohio. 

The CuarrMan. Can you use regular slate in this aggregate? 

Mr. Forp. No, sir. It has to be, as I said here 

The CuarrMan. | understood what vou said. Can it be used at all? 

Mr. Forp. You can use ordinary slate, but you will not get the 
effect that you would like to get; in other words it would be too heavy, 
to be classified as a lightweight ageregate, and would not have the 
other durable qualities that you would want in it. 

Senator Kerr. Apparently you have to use a weathered slat 

Mr. Forp. We have to use a weathered, or altered slate. In other 
words, the forces of nature thousands of years ago turned this up and 
exposed it to the weather, and then over thousands of years it is in, 
vou might say, a weathered state. 

Senator Kerr. The chemistry of nature has changed its formation. 

Mr. Forp. Its formation from a solid mass into a more or less 
shaleyv slate, vou might say. 

Senator Kerr. Do vou get the durability and strength without the 
heavy weight? 

Mr. Forp. Yes, sir. We are getting approximately 5,000-pound 
concrete, which is awfully strong concrete, on the Chesapeake Bay 
Bridge, and they are using our material for the deck, or roadway of 
that bridge right now, and our aggregate in concrete is being placed 
on that bridge. 

Senator Kerr. That is interesting. 

Mr. Forp. And also, for your information, we have put approxi- 
mately, I think it was, 2,500-pound concrete—wasn't that the compres- 
sive strength, Mr. Hartless? 

Mr. Hartriess. Three thousand. 

Mr. Forp. Three thousand. 

On the Capitol roof, which met all requirements, and as far as I 
know, Mr. Lynn, Architect of the Capitol, and all parties concerned 
were tickled to death with it. 

Senator Miturkin. Let me suggest this to you again. I do not 
know that it is of any usefulness to you, but there is a classification 
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in the Defense Minerals office of “strategic”? and “critical”; and I 
think that vermiculite and/or perlite are in one or the other of those. 
That carries, I think, certain advantages. 

Take a look at that, and see if that helps 1 your business any. 

Mr. Forp. Yes. 

Incidentally, Senator Kerr, getting back to your interest in ‘the 
material, we have just complet ted—at least Doyle and Russell, con- 
tractors, have just completed—at Richmond, Va., a garage building 
down there. To my knowledge, and that of everyone connected 
with the company, it is the first all-lightweight concrete building that 
has been built. 

Now, that cannot be done with any of these others, Vermiculite 
which has it, and Perlite, which has been proposed for the 15 percent. 

There is not a beam in that whole building. You have your steel 
columns that go up. But by using our lightweight aggregate in the 
concrete, they have what ehey term a “flat slab’ construction all 
through the building, and there was not one beam or one piece of 
steel betw een the columns in the building. 

The Cuarrman. We thank you very much. 

Mr. Forv. Thank you, Senator. 

The Cuarrman. Mr. Engelbach. 

Will vou identify yourself for the record? 


STATEMENT OF M. V. ENGELBACH, MANAGER, FIELD 
ENGINEERING, THE RUBEROID CO. 


Mr. Enetespacn. My name is M.V.Engelbach. I am the manager 
of field engineering for the Ruberoid Co. 

I have here a short prepared statement that I have distributed to 
the committee through the kindness of Mrs. Springer, and with your 
permission I should like to read it. 

The CuarrMan. Yes, sir. We would like to finish the testimony 
this morning. Your statement is not long, is it? 

Mr. EnGELBAcH. No, sir; it is very short: ; probably too short. 

Senator Tarr. Would you like to move asbestos from 5 percent to 
10 percent? 

Mr. EnGevsacn. We would like to move asbestos from 5 to 15 
percent. 

The CuHarrMan. Proceed. 

Mr. Engeinacu. The asbestos mining industry is probably the 
smallest group in our country producing a scarce mineral, without 
which our civilian economy and defense effort could not exist. So 
small an industry cannot support vocal trade associations and advo- 
cates to speak for it. That is why we must appear before this com- 
mittee as an individual. 

Asbestos is the only known mineral fiber, and the only known in- 
combustible fiber. It occurs in several types, and its grades are 
based on fiber length. Chrysotile asbestos is the most important and 
useful type. There is no exact way to determine which grade is the 
most strategic. All are of equal importance and cannot be done 
without. All types of asbestos are in short supply. 

In war it would be hard to compare the value or relative impor- 
tance of the telephone handset, essential to a forward command post, 
with the fire-fighter’s asbestos coveralls, used at the air base back of 
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the lines. The plastic telephone case is made with extremely short 
asbestos fiber and the fireproof coveralls, of so-called long, or weav- 
ing fiber. In this case both are strategic because both are essential 
to our defense. This example shows that any grade of asbestos is 
essential and strategic. 

At all times we must have a constant supply of asbestos to produce 
telephones, electric cables, radios, radar, automotive equipment of 
all kinds, combustion engines, many kinds of chemicals and explo- 
sives, ships and vessels, tanks, power plant and industrial thermal 
insulations, modern building materials, and many other things. 

Asbestos is extremely scarce and hard to find in America. The 
only known deposits of commercial value are found in Georgia, Ari- 
zona, and Vermont. And just one mine in Vermont provides about 
97 percent of our domestic production. 

In 1949 America’s domestic production was only about 47,000 tons, 
while imports amounted to 515,000 tons. 

Senator Minuikin. Where does that come from? 

Mr. Ence.sacn. Canada, mostly. Some of it comes from Africa 
Prior to World War II, we got some from Russia. But they are not 
exporting any at all today. 

This again shows how important asbestos of any type is to our 
economy, and how little we have in America. 

Asbestos mining is in the category of a “low grade” mining ven- 
ture. In order to recover our Vermont production in 1949 of only 
about 43,000 tons, we had to mine and process approximately 1,000,000 
tons of ore, to say nothing of removal of waste. The average asbestos 
yield amounts to only 4 to 6 percent recovery. 

Senator MILLIKIN. Is it a surface deposit, or do you mine it? 

Mr. ENGELBACH. At present, it is a quarry operation, but shortly 
we shall have to go underground. In Arizona, it is an underground 
operation, but that accounts for practically nothing, sir. 

Of that total the small amount of only 4 to 5 percent can be called 
long fiber, if we happen to find any at all. 

Asbestos mining requires the expenditure of very large amounts of 
risk capital, not only to locate, prove, and develop the scarce deposits 
of ore, but to maintain production. In the period of 1941 to 1947, 
inclusive, our Vermont mine operated at a loss of nearly $1,000,000. 
But we continued to operate because America needed the production. 

Percentage depletion is neither a. “defect in the income-tax laws,”’ 
nor a subsidy, nor a ‘‘tax escape’’—it is a well-established and just 
principle. American asbestos mines require a just and proper per- 
centage depletion allowance. Existing legislation already allows per- 
centage depletion to all metals and some nonmetallic minerals, many 
of which are of lesser importance to our economy than is asbestos. 
Asbestos mining is a much more expensive operation than the recov- 
ery of relatively abundant clays, iron, talc, sulfur, and other minerals, 
all of which are granted allowanc es of from 15 percent to 23 percent. 

In all revenue laws passed since the enactment of the income-tax 
amendment to the Constitution, Congress has justly included per- 
centage depletion allowances in recognition of the following facts: 

Mineral in the ground represents a major portion of the capital 
of any mining venture. When the mineral is recovered and sold, an 
important part of the money received is returned capital and not in- 
come. 
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2. Returned capital should not be taxed. 

3. The well-established principle of percentage depletion allowance 
is intended to prevent, at least partially, the inequality of taxation of 
returned capital. 

Obviously Congress has had no intention of discriminating against 
asbestos mines by withholding percentage depletion. Probably the 
only reason it was not granted before is that our industry is too small 
to be vocal. 

There is a provision in the existing laws that grants an allowance to 
long-fiber asbestos only. But as I said before, that is relatively 
small, because we get only 4 or 5 percent of that, if we find any. 

That is not proper because only a very small part of the total pro- 
duction can be graded as “long fiber,’”’ and all other grades have equal 
importance. We cannot choose to mine either long fiber or short 
fiber. We have to take what comes. The only method of separating 
erades of fiber is by a highly specialized milling operation. 

The House Ways and Means Committee has put a provision in the 
proposed 1951 tax bill to allow asbestos, without reference to type or 
grade, a 5-percent percentage depletion allowance. We understand 
that this was based on the conclusion that asbestos is a building ma- 
terial in the category of abundant stone, sand, gravel, and so forth. 

We wish to point out that while certain grades of asbestos are used 
as a component part of some building materials, asbestos fiber itself 
is not a building material, and should not be classified as such. It is 
a raw material of innumerable uses in industry, as are many other 
metals and nonmetallic minerals which are granted allowances of 
15 to 20 percent or more, 

The following is taken from a letter = Mav 9, 1951, to the 
Honorable Charles Wolverton, from Mr. James Boyd, Administrator, 
Bureau of Mines: 


. * regarding the need of the asbestos mining industrv for percentage deple- 
tion, as well as having it included as a strategic material to come under the benefits 
of the excess profits tax law. 


As a matter of principle, we favor the use of percentage depletion for such 
mining industries as asbestos as a legitimate tool to encourage search for new 
reserves, 

Chrysotile asbestos, both long and short fiber, is an essential and strategie 
mineral in short supply. Development of healthy domestie industry should be 
encouraged. 

In addition to the lack of appropriate percentage depletion allow- 
ance, American asbestos mines are at the following production and 
marketing disadvantages, which have an adverse effect upon the 
industry: 

1. American producers are held to fixed ceiling prices in both 
domestic and export markets that are on the average 10 percent below 
world prices. By the same token, Americans must pay 10 percent 
more for the imported fiber they must have, than they can get for 
American fiber in either the domestic or export market. 

2. American producers have much higher costs than their foreign 
competitors because they have to pay American wages, maintain 
American working conditions and pay higher maintenance and 
equipment costs. 

3. American producers are in competition with Canadian producers 
who we are informed are granted 30 percent percentage depletion and 
complete relief from excess-profits tax, 
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In conclusion, because of the facts herein briefly presented we feel 
justified in petitioning the Senate Committee on Finance to grant 
American asbestos mines a percentage depletion allowance more 
nearly equitable to the nature of this scarce, esse ntial, and critical 
mineral, 

We request that asbestos of all types and grades be granted per- 
centage depletion of not less than 15 percent and be designated as 
strategic to come under the benefits of the excess-profits law. 

Senator Tarr. What is the logic of a situation of holding the price 
below the world price where we produce only one-tenth of what 
we need? 

Mr. Encevracu. I wish I could answer that, Senator, but that is 
what we do. The reason that we have to go into the world market is 
this 

Senator Tarr. We get most of what we want from the outside? 

Mr. Enceipacn. That is true,sir. And another thing is, in a mine, 
you see, we have to take what comes. One period we can get what is 
usable, and the next we have to get something that may be usable in 
Belgium, so we have to export that. 

Senator Tarr. We have that condition in copper, but in copper the 
justification is that the large copper mines have pretty cheap pro- 
duction in this country, and they make good profits on the lower 
American price as compared to what we are paying Chile. But I 
cannot understand any basis for such a rule in the case of asbestos. 

Mr. Encevtsacn. To me there is no logical basis, sir. It is just one 
of the regulations of the NPA. 

Another thing that I did not mention here on account of trying to 
save time is that we expect that our deposit in Vermont will be out 
in about 8 years. We have to spend a lot of money to search for new 
deposits. I believe that Senator George would know that the asbestos 
in his State is very limited. 

The CHAIRMAN. It is very limited. I only know it in connection 
with a little mountain down there. 

Mr. Enceipacu. Yona Mountain? 

The CHarrmMan. Yes. 

Mr. Ence.sacn. We have appropriated this year about a quarter 
of a million dollars for exploration. We havd not too much hope for 
getting enough to make it pay, but we have to do it. 

The CHarrMan. Thank you very much, Mr. Engelbach, for your 
appearance here, and the information which you have given us. 

Mr. Eneetnacn. Thank you for the opportunity, gentlemen. 

Phe CHarrMan. All right, sir. 

The Cuarrman. Mr. Ralph L. Dickey. 

(The following information was subsequently for the record:) 

New York 18, N. Y., July 
Re asbestos fiber—percentage depletion. 
Senator Harry FLoop Byrop, 
209 Senate Office Building, Washington 25, D. (¢ 
_ Dear Senator Byrp: Here is some additional official information having 
important bearing on percentage depletion for American asbestos mines and for 
establishing it as a strategic mineral. 

1. Enclosed is a copy of a letter dated July 3 from Dr. James Bovd, Administra- 

tor, Defense Minerals Administration, to Senator Hubert H. Humphrey. 
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The second paragrapb of this letter refers to the Internal Revenue Code, and the 
lack therein of anything granting percentage depletion to asbestos fiber. This 
statement, of course, did not contemplate the pending H. R. 4473. 

This letter does, however, recommend that the Defense Production Administra- 
tion declare all forms of asbestos as a strategic mineral under the provisions of the 
Defense Production Act of 1950. This paragraph refers to three types of long- 
fiber asbestos. For your information the major portion—approximately 97 
percent (1949)—of American asbestos fiber production was of one type only 
chrysotile. 

2. Also enclosed herewith is a copy of a letter dated July 3 from Dr. James 
Boyd, Administrator, Defense Minerals Administration, to Hon. Manly Fleisch- 
mann, Administrator, Defense Production Administration, in which Dr. Boyd has 
set forth how Mr. Fleischmann can declare asbestos fiber as a strategic mineral 
under the Defense Production Act of 1950. 

This letter arrived in Mr. Fleisehmann’s office on July 22 and is now in process 
of being transmitted to Mr. Nathaniel Knowles, Deputy Administrator for Staff 
Service, Defense Production Administration, who, we understand, will within the 
next few days render a decision. 

It is our belief, however, that it might be well for H. R. 4473 to contain a 
provision declaring all types of asbestos mined in America as strategic minerals 
because the Defense Production Act of 1950 has a definite expiration date. 

We will keep you informed as to Mr. Fleischmann’s decision. 

3. Also enclosed is a copy of a letter dated July 11 from the Hooker Electro- 
chemical Co., Niagara Falls, N. Y., to Mr. H. A. King, of the Ruberoid Co. 

This letter points out quite definitely that the chrysotile asbestos fiber mined 
by the Ruberoid Co. in its Vermont mine is absolutely essential for the production 
of 50 percent of the chlorine produced in America. It points out that in fact 
the chrysotile asbestos fiber from our mine is vital to the operation of these 
chlorine cells, and that no other material (or asbestos fiber) will accomplish the 
necessary results. 

Also enclosed is a list of the new defense plants producing essential chlorine. 
These are in addition to the older plants also producing chlorine for defense by 
use of the Hooker cells made from our chrysotile asbestos. 

All of this data shows how essential it is to the furtherance and maintenance 
of the asbestos fiber mining industry in America to have appropriate percentage 
depletion in the minimum amount of 15 percent, and to be declared a strategic 
mineral. 

We take this opportunity to again thank you for your interest in and support 
of this project. 

Respectfully yours, 
Tue Ruseroiw Co. 
M. V. ENGELBAcH, Manager, Field Engineering. 


DEPARTMENT OF THE INTERIOR, 
DEFENSE MINERALS ADMINISTRATION, 
Washington 25, D. C., July 8, 1951. 
Hon. Husert H. Humparey, 
United States Senate, Washington 25, D. C. 

ly Dear Senator Humpurey: Reference is made to your communication 
to Defense Minerals Administration under date of April 30, to which was attached 
a letter to you dated April 13 from the Ruberoid Co., which indicated that that 
company would like to procure the allowance of percentage depletion for asbestos 
and also the inclusion of all grades of asbestos in the exemption from the excess 
profits tax. 

An amendment of the Internal Revenue Code would be required to bring asbes- 


tos within the terms of-the percentage depletion allowance for income tax: pur- 
poses. I believe there is presently no bill pending in Congress for this purpose, 
and neither the Interior Department for the Defense Minerals Administration 
has been asked to report on any such proposed legislation. However, this agency 


can recommend to the Defense Production Administration inclusion of asbestos, 
in all its forms, as a strategic mineral for exemption from the excess profits tax. 
This will to some extent at least serve the purpose of the Ruberoid Co., inasmuch 
as it will provide the same benefits for their short-fiber asbestos production as is 
now given to the three types of long-fiber asbestos production. 

Attached is a copy of my letter of this date to Mr. Manly Fleischmann, Admin- 
istrator, Defense Production Administration, reeommending the inclusion of all 
forms of asbestos in the exemption provisions from the excess profits tax. 
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In addition to the benefit of exemption from excess profits tax, this agency can 
place all forms of asbestos on its list of minerals which are the subject of govern- 
mental aid under the Defense Minerals Administration’s exploration program. 
At present, this list includes only asbestos of spinning grade. For the future, you 
may consider and the Ruberoid Co. may consider that asbestos of all grades is 
included in the list of minerals and metals which are the subject of governmental 
aid for exploration. 

Sincerely yours, 
JAMES Boyp, Administrator. 





DEPARTMENT OF THE INTERIOR, 
DEFENSE MINERALS ADMINISTRATION, 
Washington 25, D. C., July 3, 1951 
Hon. MANLY FLEISCHMANN, 
Administrator, Defense Production Administration, 
Washington 25, D. 

My Dear Mr. FLEISCHMANN: Section 450 (b) of the Excess Profits Tax Act 
of 1950 (64 Stat. 1137) provides that the agenev ut tilized or created to exercise 
the powers given to the President by section 303 (a) of the Defense Production 
Act of 1950 (64 Stat. 798) to make provision for the encouragement of explora- 
tion, development, and mining of critical and strategic minerals and metals 
shall have the power to certify minerals to the Secretary of the Treasury as es- 
sential. Excess profits net income derived from the mining of minerals so des- 
ignated is exempt from excess profits tax. 

As you know, the Defense Production Administration is the ageneyv create d to 
exercise the au tl hority of the President under section 303 (a) of the Defense 


Prod iction Act (EB. Q. 10200, 16 F. R. 61). As the result of delegations to the 
Secretary of the Interior (DPA Delegation 1, a amet ogg 16 F. R. 4594; NPA 
Delegation 5, as amended, 16 F. R. 2231, 16 R. , this Administration is 
empowered to recommend to vou the caditaon of specifi Me minerals to the list of 
those that are strategi I recommend that asb for be ified as 
a strategic mineral under section 450 (b) of the Ex Profi Tax Act of 195 
A pre ‘nt, long-fiber asbestos in the form of amosit« rvsotie, and crdol 
s included in the list of strategic materials under s¢ m 450 (b). Long r 
asbestos is in shorter supply than short- eae wt os, but all forms of the miner: 
are in short supply, and all are needed for defense purpose hur rmore, i 
expected that increased production of heat fiber asbestos will 1 n inerea 
production of long-fiber asbestos. The bulk of our supply of asbestos com: 
from abroad, and it is hoped that exemption from the exe profits tax w 
encourage the domestic mining and production of asbestos in all form 


Sincerely yours 


Hooker ELectrRocHEMICcAL Co., 
Niagara Falls, N. Y., July 11, 1951 
Mr. H. A. Kina, 
Manager, Ao stos Fibre Sales, The Ruberoid Co., 
500 Fifth Avenue, New York 18, N. Y. 

Dear Mr. than This letter is written to point out to your company tl 
importance to our industry of the asbestos fiber which you supply to us and ou 
licensees of Hooke r-tvpe chlorine cells. A recent estimate indicated that approx- 
imately 50 percent of the chlorine produced in the United States is now coming 
irom Hooker chlorine ce lis, which x perry idea of the importance Oo! this cell to 
the industry. The treated fiber with which you supply us to make our cell 
diaphragm is vital to operation of the cell and we have found no other material 
which will accomplish the desired result in forming the cell ae rms 

To give you some idea of the need for existing supplies and es ded productio 
of chlorine, we attach a partial list of projected new cl 
Defense Production Administration has issued certificates of necessity certifyi 
these plants as needed for national defense and essential civilian requirement 

We trust that you will continue your current efforts to maintain adequate 
supplies of Hooker No. 1 and Hooker No. 2 asbestos fiber for operation of the 
existing and projected new plants. 

Very truly yours, 


loving ‘lanta-on which tl 


Horace W. Hoorer, Jr.. 
Purchasing Agent. 
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Tons chlo- | 
rine per 


| 


‘ert ificate 


day No. 
Hooker Electrochemical Co., Niagara Falls, N. Y ; 35 | PT A-248 
Hooker Electrochemical Co., Tacoma, Wash 88 | TA-3394 
Brown Co., Berlin, N. H 14] TA-1995 
Frontier Chemical Co., Wichita, Kans 40 T A-2109 
Innis Speiden & Co., Niagara Falls, N. Y 5 rA-1002 
Southern Alkali Corp., Lake Charles, La 163 Pr A-956 
Southern Alkali Corp., Natrium, W. Va 124 rA-O954 
South Alkali Corp., Corpus Christi, Tex 120 'T A-057 
Stauffer Chemical Co., Niagara Falls, N. Y 75 TA-380 
W yandotte Chemicals Corp., Wyandotte, Mich 220 | TA-1723 


DEPARTMENT OF THE INTERIOR, 
DEFENSE MINERALS ADMINISTRATION, 
Washington 25, May 9, 1951. 
Subject: Ruberoid Co., Gloucester City, N. J. 
Hon. CHarutes A. WOLVERTON, 
House of Representatives, Washington 25, D. C. 

My Dear Mr. Wotverton: We have read with interest the letter of Mr. C. 
J. Danaher, general superintendent of the Ruberoid Co., regarding the need of 
the asbestos mining industry for percentage depletion, as well as having it in- 
cluded as a strategic mineral to come under the benefits of the excess profits tax 
law. 

As a matter of principle, we favor the use of percentage depletion for such 
mining industries as asbestos as a legitimate tool to encourage search for new 
reserves. 

Chrysotile asbestos, both long and short fiber, is an essential and strategic 
mineral in short supply. Development of healthy domestic industry should be 
encouraged. 

We are enclosing a reprint on percentage depletion which we believe might be 
of interest to you. 

Sincerely yours, 
JAMES Boyp, Administrator. 


Mineral products which enjoy percentage depletion allowance under present income 
I 2 i ( 
tax laws (not proposed 1951 tax le gislation 





Percent of gross income Percent of gross income 

allowed for depletion ulowed for depletion 
Oil and gas wells 5 , £268 Tale : : ~~. » Lod 
All metal mines 15. 0 | Lepidolite 15. 0 
Coal 5. 0 | Spodumene 15.0 
Sulfur 23. 0 Barite__- 15.0 
Fluorspar 15.0 Potash__ co 15. 0 
Roek asphalt 15.0 Bauxite 15.0 
Ball and sagger clay _—. 15. 0 | China clay 15. 0 
Flake graphite__- cen 15. 0 | Phosphate rock 15. 0 
Vermiculite : 15. 0 | Trona 3 15.0 
Bervy! 7 15. 0 Bentonite : a °° ele 
Feldspar take Dae Gilsonite _ __ . eo 
Mica_ .- Poet i 15. 0 Thenardite _- Se 


Mr. Dickey. This large volume isa report. Iam not going to read 
all that. I merely have a prepared statement of four pages. 
The Cuarrman. Proceed. 


STATEMENT OF RALPH L. DICKEY, PRESIDENT, KELLEY ISLAND 
LIME & TRANSPORT CO. 


Mr. Dickey. Mr. Chairman and gentlemen of the committee, 
my name is Ralph L. Dickey. I am president of the Kelley Island 
Lime & Transport Co. of Cleveland, Ohio. Our company operates 
three quarries in Ohio, two of which have adjacent calcining lime 
plants, and one lime plant at Buffalo, N. Y. 
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I hasten to assure you that I fully appreciate the tremendous prob- 
lem confronting this committee and that we in the limestone industry 
are willing and ready to bear whatever tax load this committee and 
the Congress may determine to be necessary in the present oriiieal 
situation. We only ask that we bear our share of taxation on the 
same basis as others engaged in the extraction of natural resources 
from the earth. 

I am a representative of a committee of the National Lime Associa- 
tion and am requesting that a percentage depletion allowance be pro- 
vided for metallurgical and chemical grade limestone at a rate of 
percent, as now provided in the bill before you, H. R. 4473. We make 
this request based on the premise that the Congress has recognized 
the principle of percentage depletion allowances for scarce and de- 
pletable minerals, that metallurgical and chemical grades of limestone 
are scarce and exhaustible, that most known workings are being meas- 
urably depleted, that in a number of most important locations re- 
serves are being rapidly exhausted, and that unfair discrimination 
exists until limestone is granted an adequate percentage depletion 
allowance. 

Limestone and lime are essential to and used directly in the pro- 
duction of steel, aluminum, and copper—our three most basic and 
strategic metals which form the basis upon which the controlled 
materials plan of the National Production Authority functions. They 
are equally essential for pig iron, refractories, magnesium, calcium 
carbide, soda ash, glass, sugar, water purification, and many other 
important uses. 

Kor most applications of limestone and lime there is no substitute 
at any price. 

It is evident that metallurgical and chemical grade limestone, as 
well as lime produced from it, are vitally necessary commodities in 
the Nation’s industrial life and most essential in producing materials 
for defense. 

I have placed before you today, as an appendix to my statement, a 
study which our industry had made by Dr. Kenneth Landes, geolo- 
gist of the University of Michigan, which fully sets forth the situation 
in the United States with relation to the scarcity of high-quality lime- 
stone. 

I would like to state the conclusions reached by Dr. Landes as a 
result of his very thorough research and study: 

High quality (metallurgical grade) limestone is just as essential to the making 
of steel as iron ore; it is also necessary for the burning of lime and for the manu- 
facture of many chemicals. Limestone, the rock, is common and abundant in 
the United States, but metallurgical stone constitutes only a very small part of 
the total volume of limestone rock. It is a valuable, essential, and exhaustible 
mineral resource. 

Metallurgical stone occurs in deposits within geologic formations. Geologic 
maps show the areas of outcrop of formations and groups of formations, some of 
which are notable for their high quality limestone deposits. It should be observed, 
however, that the workable deposits themselves occupy but an insignificant part 
of the total area covered by the formations. In many places where a formation 
is mapped erosion has stripped away all of the good stone, or due to environmental 
conditions at time of deposition good stone was never present in this area, or the 
overburdened is too thick for removal, or the good stone is too deeply buried 
beneath poor stone to permit profitable exploitation. 

The popular concept of an unlimited supply of limestone must be abandoned 
as far as metallurgical grade stone is concerned. Every metallurgic al limestone 
quarry or mine today is working a deposit which has definite boundaries, either 
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physical or economic, or both, beyond which exploitation cannot go. Many of 
these deposits will reach those boundaries within the next 10 years. The writer 
of this report, who has been investigating limestone deposits in various parts of 
the United States during the last 23 years, knows of only two deposits that he 
believes will still be yielding metallurgical stone 50 years hence. Of course, 
new deposits will be discovered in the future as in the past, but their discovery is 
becoming increasingly difficult and expensive. For example, one steel company 
has spend $100,000 during the last 3 vears in the search for new deposits, and it 
is still forced to buy over half of the needed fluxstone from other producers. 

The conclusion is inescapable that metallurgical limestone is a valuable natural 
resource occurring in deposits definitely limited as to recoverable volume. Each 
year’s withdrawals from a deposit of metallurgical grade limestone exhaust the 
value of the property. 

End quotation from Dr. Landes. 

Persistent and substantial efforts to locate quarriable quantities 
of metallurgical and chemical grade stone have uncovered few, if any, 
deposits which can be de veloped. Much the same methods are used 
in prospecting for deposits of limestone as for deposits of iron ore. 
Diamond drilling usually is employed, but due to erratic pinching out 
of good ledges and to the frequent and irregular occurrence of impure 
seams, it is necessary to do a great deal more drilling of a given area 
than is generally the case in proving out iron-ore bodies. 

The present expansion of the steel industry is demanding more 
metallurgical and chemical limestone than the capacity in our industry 

can meet and the opening of new quarries and production of more 
iia -quality limestone is absolutely essential to the defense effort. 

The report of the Committee on Ways and Means filed in connection 
with H. R. 4473 states, among other things, with reference to the per- 
centage depletion section: 

The testimony received by this committee both in connection with this bill and 
the bill which became the Revenue Act of 1950 revealed that in a number of cases 
nonmetallic minerals which are not in the enumerated group under existing law 
are competitive with those receiving percentage depletion, or have just as good 
a claim for such treatment as the enumerated minerals. 

As you know, the House bill made several changes in the percentage 
depletion section of the law and added a number of nonmetallic 
minerals at a percentage depletion rate of 15 percent. Among the 
new minerals are chemical and metallurgical limestone. The House 
committee in its report further states: 

Most of these changes would have been made under the House version of the 
bill which became the Revenue Act of 1950 but they were eliminated from the final 
legislation largely because of the revenue loss involved. It is apparent, however, 
that the need for equalization is substantially greater now because of the ad litional 
taxes imposed under the legislation of 1950 and under this bill. 

I firmly believe that the incentive which would be provided by the 
allowance of percentage depletion will result in greater returns to the 
United States Treasury, due to the increased activity in the limestone 
and other mineral industries, and encourage the expansion which is 
essential to the defense effort. 

Thank vou, sir. 

The Cuarrman. Thank you very much. 

Are there any questions? 

Senator Kerr. No questions. 

The CuarrMan. Thank you very much. 

(The report submitted by Mr. Dickey is as follows:) 
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METALLURGICAL LIMESTONE RESERVES IN THE UNITED STATES 
SUMMARY AND CONCLUSIONS 


High quality (metallurgical grade) limestone is just as essential to the making 
of steel as iron ore; it is also necessary for the burning of lime and for the manu- 
facture of many chemicals. Limestone, the rock, is common and abundant in 
the United States, but metallurgical stone constitutes only a very small part of 
the total volume of limestone rock. It is a valuable, essential, and exhaustible 
mineral resource. 

Metallurgical stone occurs in deposits within geologic formations. Geologie 
maps show the areas of outcrop of formations and groups of formations, some of 
which are notable for their high quality limestone deposits. It should be observed, 
however, that the workable deposits themselves occupy but an insignificant part 
of the total area covered by the formations. In meny places where a formation 
is mapped, erosion has stripped away all of the good stone, or due to environ- 
mental conditions at time of deposition good stone was never present in this area, 
or the overburden is too thick for removal, or the good stone is too deeply buried 
beneath poor stone to permit profitable exploitation. 

The popular concept of an unlimited supply of limestone must be abandoned 
as far as metallurgical grade stone is concerned. Every metallurgical limestone 
quarry or mine today is working a deposit which has definite boundaries, either 
physical or economic, or both, beyond which exploitation cannot go. Many of 
these deposits will reach those boundaries within the next 10 yea 
of this report, who has been investigating limestone deposits in various parts of 
the United States during the last 23 years, knows of only two deposits that he 


rs The writer 


believes will still be yielding metallurgical stone 50 years hence. Of course, new 
deposits will be discovered in the future as in the past, but their discovery is 
becoming increasingly difficult and expensive. For example, one steel company 
has spent $100,000 during the last 3 years in the search for new deposits, and it is 
still forced to buy over haif of the needed fluxstone from other producers. 

The conelusion is inescapable that metallurgical Jimestone is a valuable natural 
resource occurring in deposits definitely limited as to recoverable volume. Each 
year’s withdrawals from a deposit of metallurgical grade limestone exhaust the 
value of the property. 

KENNETH K, LANDEs. 
INTRODUCTION 


Limestones, if no limitation as to quality is set, are found very generally in 
tremendous quantities in most parts of the United States. However, limestones 
that are of suitable quality and are economically available are a very small pro- 
portion of the total of all limestones and are found only in a few areas. 

In this report ‘‘limestone’’ will be used as in industry for both limestone and 
dolomite, except where the latter is specifically mentioned. Included within the 
broad heading ‘‘metallurgical stone”’ are not only the fluxes used in blast furnace 
and open hearth operations but also the purer grades of limestone needed for 
furnace linings, lime burning, and chemical manufacture. 

Limestones that are satisfactory for metallurgical or chemical uses as stone or 
satisfactory for raw material for the production. of calcined products may be 
classified in four grades as follows: 


A-] A-2 B-1 B-2 
Percent Percent Percent Percent 
Silica, less than : 1.0 50 1.0 2.0 
Alumina, less than 1.5 1.5 1.5 1.5 
Sulfur, less than 1 l 1 1 
Magnesia, less than : 5.0 5.0 91.8 21.8 


These specifications are arbitrarily made to provide a means of identifying 
various classes of limestone since there are no generally agreed upon standards. 
Silica, alumina, and sulfur are impurities. Magnesia is an active basic agent, 
but limestones with varying proportions of magnesia may have different uses. 

By far the greater part of the limestone quarried or mined in the United States 
has more than the maximum percentage of impurities listed above. This stone 
is used for concrete aggregate, road metal, railroad ballast, agricultural limestone, 
cement manufacture, and other purposes where chemical purity is not essential. 
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Descriptions of uses of metallurgical stone 

Over half of the total volume of stone here classified as ‘“‘metallurgical’’ con- 
sumed annually is used as blast furnace flux. The blast furnace is the fundamental 
unit in the conversion of iron ore to pig iron. An average of 900 pounds of lime- 
stone is used in producing each ton of pig iron. The function of the flux is to 
furnish basic constituents, namely lime and magnesia, which wil! combine with the 
acid compounds normally present in an ore, such as silica and alumina, and remove 
them in the form of the resulting slag at the top of the molten metal in the blast 
furnace. Also the flux is very important in the ‘removal of sulfur present in the 
coke in the blast furnace charge. Because the efficiency of the flux is dependent 
upon the amount of basic elements it can contribute, it becomes obvious that the 
presence of such compounds as silica and alumina in the flux itself serves to reduce 
the effectiveness of the flux as a metallurgical agent. It is, of course, possible to 
compensate for these increases in acid compounds in a flux by the addition of more 
flux. However, this practice has its limitations because it not only increases the 
slag volume, decreasing the furnace capacity, but in addition more coke is required 
to heat the additional stone to flux the acid compounds already in the stone and 
further, the addition of more coke to a blast furnace means that more impurities 
present in the coke have to be fluxed as well. Therefore, grade A-2 stone is used 
only where the delivered cost of A-1 stone is more than the additional costs 
involved in using an A-2 fluxstone obtainable near by. 

The presence of Magnesia does not seem to interfere with the fluxing property 
of limestone; in fact some blast furnace operators specify from 5 to 9 percent 
MgO in the belief that with such stone they obtain a more satisfactory slag. 
Therefore, B-1 (and even B—2) grade stone may be used either directly as a blast 
furnace flux, or as a supplementary material to be added to the A-1 charge. 

Metallurgical stone can only be used in lump form. The fines produced during 
mining and processing must be discarded or marketed elsewhere. Furthermore, 
pulverent types of limestone such as chalk and mar! cannot be used for metallurg- 
ical purposes regardless of purity. 

Most of the conversion of pig iron to steel is done in the open hearth furnace. 
During this operation from 130 to 370 pounds of flux, depending upon the amount 
of phosphorus that has remained in the pig iron, is added for each ton of steel 
produced. A-1 (or A-2) grade stone is used for this purpose; the dolomitic 
limestones (B-1 and B-2) are not used. 

Dolomite and dolomitic limestone are refractory and are used in liming basic 
open hearth steel furnaces. About 2 percent, or 1,000,000 tons, of the metallurg- 
ical stone consumed annually in the United States is used for this purpose. Only 
B-1 grade, and that at or close to the pure dolomite end of the caleium-mag- 
nesium series, can be used. 

TI e burning of limestone to produce lime consumes 25 percent of the stone here 
classified as ‘‘metallurgical’’ each vear. One of the most important uses of 
calcined limestone (lime) is as a flux in the production of steel in the open hearth. 
Chemical stone, used in making such products as soda ash and calcium carbide, 

1 in the refining of beet sugar, must be of A—1 grade in most instances, although 
3—1 stone is used in quantity for some purposes. Quality plasters can be made 
onlv from A~—1 or B-1 stone. 

he utilization of the various grades of limestone as metallurgical stone is 
summarized in the following table: 





. Bl ame Open hearth Furn ve iF ieecn idea 
lux flux linings 
A-1 Yes Preferred No Yes Yes, for more 
uses than 
B-1. 
A-2 do Yes do No ° No 
B-1 Yes, usually | No Yes Yes Yes. 
is a sup- 
plement 
to A-1. 
B-2 Yes do No No | No 


The total metallurgical stone production is roughly one-third of the annual 
domestic crushed limestone produced (the amount of limestone mined for building 
stone is relatively insignificant). The remaining two-thirds of the crushed stone 
has many uses, especially in concrete and road metal, and as cement stone. For 
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these purposes lower grade stone, which does have large reserves, is adequate; in 
fact, the more silica and alumina in cement stone the less shale has to be added 
before burning. The emphasis for stone used in concrete aggregate and road 
metal is on physical character rather than chemical composition. 

It can be seen from the above table that either nearly pure limestone (A-—1) or 
nearly pure dolomitic limestone or dolomite (B—1) are essential to practically al! 
metallurgical operations except in fluxing the blast furnace charge where A—2 (or 
B-2) quality stone can be used if necessary. Only the B—1 stone can be used as 
refractory material for steel furnaces. 

Variations in quality in natural deposits of limestone.—Nearly pure deposits of 
limestone (A—1) or dolomite (B-1) are due to a combination of favorable geological 
conditions both at time of deposition and subsequently. The sea in which the 
carbonate minerals were being deposited must have been clear; no streams on 
nearby land surfaces were bringing in sand, silt, or clay particles to be deposited 
contemporaneously with the carbonate grains. Subsequently no circulating 
ground waters precipitated silica or sulfides in that particular rock. 

Limestones vary in quality both vertically and laterally. Vertical changes are 
the result of changed environments in the geological past. Just as a limestone 
may be succeeded by a shale, sandstone, or other rock due to different conditions 
of deposition at different times, so may a pure limestone be succeeded by a highly 


impure limestone (such as a shaly or cherty limestone). Likewise limestones vary 
laterally in purity due to different environmental conditions at time of deposition, 
or due to more active ground water circulation subsequently. Lateral variations 


iim 

stances are known of limestones merging into shales and even sandstones laterally. 

It may be concluded that a deposit of nearly pure stone is the result of an unusual 

combination of circumstances and that this combination was in effect locally but 
not regionally so the deposit is definitely limited in scope. 

Reasons for abandonment of quarries ——Abandoned limestone quarries are too 
numerous to count. Among the reasons for abandonment are the following: 

1. Virtual exhaustion of limestone: This reason is applicable only where the 
stone occurred in an isolated hill which has been removed by quarrying. 

2. Virtual exhaustion of stone of adequate quality: Many limestone bodies 
contain purer zones in the form of large lenses; when these particular masses are 
worked out mining ceases because the inferior quality stone into which the deposit 
grades laterally cannot be quarried at a profit. 

3. Increased mining costs due to greater depth, or greater thickness of over- 
burden, 

1. Inability to meet the competition of a higher quality stone. 

5. Inability to meet the competition of a stone produced more efficiently or 


are not as sudden as vertical changes, but may be just as complete. Many it 





deliverable to market at less transportation cost. The large quarries on the 
shores of the Great Lakes mine and deliver stone at much less cost than can most 
of the relatively small inland quarties. 

6. Shut off from market by more stringent specifications. The market trend 
across the years has been conssitently in the direction of higher and higher quality 
stone. 

Reasons 2, 4, and 6 given above are directly concerned with the quality of the 
stone. The many quarries that have been abandoned because they no longer 
can produce acceptable stone at a profit is strong evidence of the important role 
played by quality. . Furthermore, these rules are applicable to al! limestone 
mining. The specifications for metallurgical stone are much higher than for 
other types, so many quarries cease producing metallurgical stone (if they ever 
did) long before they are stopped from producing lower grades. 

Quarrying and underground mining costs compared.—Most stone is produced in 
open cut quarries. Underground mining is much more expensive, and is resorted 
to only where (1) no surface stone of adequate quality is available, and (2) the 
consuming district is so remote from open cut qaurries that local stone can be 
mined and delivered cheaper. 

Because of much cheaper production costs the outcrop deposits of metallurgical 
limestone constitute the No. 1 domestic reserve. This stone carries down the 
regional dip from the outcrop and may underlie, at varying depths, hundreds of 
Square miles of younger rocks. It, therefore constitutes a secondary reserve, 
which will be considered in this report in the discussion on geographical distribu- 
tion which follows. But it should also be remembered that (1) quality varies 
laterally, and in many instances A—1 stone in the outcrop becomes A-2 or less, 
pure stone down the dip, and (2) not only does it cost much more to mine stone 
underground, but those already high costs increase with greater depth so that the 
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potential value of a deeply buried limestone, even though it be of the highest 
quality, is highlv questionable. 

(References: Oliver Bowles, Metallurgical Limestone, U. 8. Bureau of Mines, 
Bull. 299, 40 pp., 1929; Oliver Bowles and D. M. Banks, Limestone, U. 8. Bureau 
of Mines Information Circular 6723, 21 pp., June 1933; F. R. Thoenen, Under- 
ground Limestone Mining, U. 8. Bureau of Mines, Bull. 262, 100 pp., 1926; 
Minerals Yearbook, 1946, U. S. Bureau of Mines, 1948, 1629 pp.) 


DISTRIBUTION OF METALLURGICAL LIMESTONE RESOURCES 


Each State in the United States containing significant and accessible reserves 
of limestone of metallurgical grade is discussed in this section. The State by 
State summaries are based almost entirely on published information; their accu- 
racy, completeness, and freshness are therefore no better than the quality and 
dating of the source material. In every instance where specific publications were 
available on the limestone resources of a State those publications are listed at 
the end of the pertinent discussion. 

\nalytical data are not available for many deposits, and the available informa- 
tion is questionable for others. In many instances the published analyses are 
for isolated ‘“‘grab’’ samples which are rarely typical of the deposit as a whole. 
Only where the deposit has been sampled by the technical methods employed in 
industry can the analyses be averaged to give a reliable picture of the chemical 
character of the “run of mine’’ stone. Where adequate chemical information is 
lacking the best clues to the quality of a deposit are to be found by a survey of 
its utilization, including changes in its marketability across the vears. Although 
a premium grade stone may be sold for low quality uses, an inferior stone cannot 
be marketed for metallurgical purposes, especially in recent years. 

It will be noted that some of the references consulted, although the latest 
available, are of such vintage that the information obtained can hardly be con- 
sidered up to date, especially in regard to areas of current exploitation. How- 
ever, this report is primarily concerned with the reserve picture, and it can be 
stated that, as a general rule, the reserve situation has deteriorated instead of 
improved since the publication of the source data. This has been due to the 
subsequent exhaustion of many deposits and to the increased quality of stone 
demanded by the metallurgical market. New discoveries have failed to equal 
these losses in the metallurgical stone reserve supply. 

(General References: Oliver Bowles, The Stone Industries, McGraw-Hill Book 
Co., New York, pp. 519, 1939; U. S. Bureau of Mines, Minerals Yearbook, 1946, 
chapters on Stone and Lime, 1948.) 


Michigan 


Michigan is the largest producer of metallurgical limestone. This is due to a 
combination of strategic location in respect to the Great Lakes water-borne 
commerce and the presence of high quality stone in unusual abundance. Three 
formations, the Burnt Bluff, Engadine, and Dundee-Rogers City are exploited 
for metallurgical stone in Michigan. 

Burnt Bluff formation —The Burnt Bluff formation crosses the southern part 
of the Northern Peninsula from the Garden Peninsula to the east side of Drum- 
mond Island. Because of the lenticular character of the high calcium stone in 
this formation the number of years of operation of any single quarry is definitely 
limited. 

Engadine formation——The Engadine formation at the top of the Niagaran 
series contains some dolomite of B—-1 grade. This formation crops in the North- 
ern Peninsula only, from along the Lake Michigan shore near the Schoolcraft- 
Mackinac County line eastward across the foot of the St. Ignace Peninsula to 
southern Drummond Island where it is quarried. The amount of stone of B-1 
grade in this formation is definitely limited by local topography and structural 
geology. The southerly dip, which carries the Engadine beneath the lake waters 
in a relatively short distance, makes underground mining virtually out of the 
question. 

Dundee-Rogers City.—An exceptionally large deposit of A-1 grade stone lies 
within the Dundee-Rogers City formations southeast of the town of Rogers 
City. The belt occupied by these rocks extends from False Presque Isle north 
and west to Little Traverse Bay. However, west of Black Lake, and perhaps 
west of Rogers City, the cover of glacial drift is too thick to permit exploitation 
of the underlving limestone. Down the dip, to the southwest of the outcrop 
zone between Rogers City and False Presque Isle, the Rogers City-Dundee stone 
continues beneath successively younger formations. The distance down-dip 
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over which it retains A—1 quality is not known, but it is probable that a large 
reserve exists iu the first few miles basinward from the outcrop. This reserve 
cannot be tapped, however, until prices justify underground mining. 

To the southeast from False Presque Isle the Rogers City-Dundee stone dis- 
appears beneath Lake Huron. The Dundee formation reappears in a belt of 
few outcrops which crosses almost the very corner of southeastern Michigan. 
One large quarry has been developed in the Dundee at Sibley, near Trenton 
(southeastern Wayne County). Unfortunately, however, the Dundee stone loses 
its A-1 quality between northeastern and southeastern Michigan, so at Sibley 
A-2 stone is quarried. Furthermore, the original exposure was a hill which has 
now been almost worked out and the operations are scheduled for abandonment 
in the near future. 

Michigan contains many other limestone and dolomite beds besides those 
mentioned, but all other known deposits of adequate size for large-scale quarry 
operations are below A—2 and B-2 grade. 

(References: R. A. Smith, Limestones of Michigan, Michigan Geological 
Survey, publication 21, pp. 103-311, 1915; K. K. Landes, G. M. Ehlers, and 
G. M. Stanley, Geology of the Mackinac Straits Region, Michigan Geological 
Survey, publication 44, p. 204, 1945.) 


Ohio 


Ohio ranks third in the production of metallurgical limestone, and first in 
lime. Four formations, the Brassfield, Niagaran, Columbus, and Vanport, are 
worked for metallurgical stone. 

Brassfield formation.—This formation is confined in its occurrence to the south- 
western counties. The quarries in this formation are few and the production 
is small. 

The Niagara.—Niagaran rocks, also known as Peebles, Lilley, Cedarville, and 
Guelph, crop out widely in western Ohio. Most active quarrying is in Ottawa, 
Sandusky, Seneca, and Wood Counties. The greater part of the stone is burned 
to produce magnesium lime. The rock is B-1 in grade, an exceptionally pure 
dolomite, and the reserves are very large. The Niagara is not primarily a metal- 
lurgical stone as is the Columbus, but at the present time serves as a blending 
flux to bring up the magnesia content of the slag when such fluxes as the Vanport 
or high calcium fluxes from other localities are used. Because of its high mag- 
nesia content considerable of it is used both in the raw and sintered state in the 
building and repairs of furnace bottoms in the production of steel. 

Columbus formation.—The Columbus, an A-—2 stone, occurs along a belt which 
extends from Pickaway County in southern Ohio northward to Kelley’s Island 
in Lake Erie. It is the outstanding blast-furnace stone produced in the State. 
The production exceeds 4,000,000 tons annually. Because the Columbus varies 
in composition and purity the resources of this stone are limited and recent 
exploration has failed to reveal any new areas for further development. 

Vanport formation.—The Vanport is extensively quarried in Western Pennsyl- 
vania and some of the workings extend across the line into Ohio. This formation 
is discussed under Pennsylvania, 

Various other formations are quarried in Ohio for crushed stone, but all others 
are too impure for metallurgical use. 

(Reference: W. E. Stout, Dolomites and Limestones of Western Ohio, Ohio 
Geological Survey, fourth series, bull. 42, 468 pp., 1941.) 


Pennsylvania 


The production of limestone is a major industry in Pennsylvania, and this 
State leads all others in the total annual output of limestone of all types (includ- 
ing cement rock). Pennsylvania is second in the production of metallurgical 
stone. For many years it was first, due to its highly strategic position with 
respect to both the iron and steel furnaces and to the major domestic coking coal 
supplies, and due to the presence of abundant limestone in the bedrock forma- 
tions. The decline in the relative importance of Pennsylvanian metallurgical 
stone has been due to a number of reasons which are discussed below: 

(1) Many quarries were originally opened up to supply local furnaces treating 
sedimentary iron ores mined nearby. When these mines were abandoned, most 
of the fluxstone quarries could not compete in distant markets with stone im- 
ported from other States so one by one they were abandoned, or diverted to non- 
metallurgical stone production. In practically all cases these local quarries were 
producing A—2 or lower-grade stone in the first place. 

(2) Exhaustion of individual deposits with exploitation: To an unusual extent 
the Pennsylvania deposits are lenticular and the total tonnage available relatively 
small, 
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(3) Increased operating costs due to increasing depth or thicker cover. Most 
of the limestones in the eastern half of Pennsylvania are dipping into the mone 
and can only be followed downward a short distance before increased mining cos 
make exploitation unprofitable. 

(4) The continued rise in the quality of stone demanded: The buyers of 
metallurgical stone have become more and more restrictive in specifications; the 
producers of relatively low-grade stone have been able to keep their metallurgical 
markets only where they have been able to undersell mate rially the delivered cost 
of imported stone. 

(5) High land values: In eastern Pennsylvania the normal search for, and 
development of, new deposits as older deposits are worked out and abandoned 
has been impeded, to say the least, by the relatively high cost of land due to the 
growth of real-estate subdivisions, country clubs of various types, and country 
estates. Considerable land has been completely withdrawn from possible mineral 
exploitation by being set aside as State park areas. 

The metallurgical stone resources of Pennsylvania occur in various formations 
of early Paleozoic age and in the Carboniferous Vanport limestone of western 
Pennsylvania. 

Early Paleozoic limestones.— Most of the older limestone formations utilized for 
metallurgical stone are Cambrian or Ordovician in age, but a few Siluro-Devonian 
rocks are also exploited for metallurgical purposes and lime burning. 

Cambro-Ordovician limestones are quarried in at least 10 counties in central 
and southeastern Pennsylvania for fluxstone or lime rock. Centre County in 
central Pennsylvania contains the highest-grade limestone in quantity in the 
State. The so-called Bellefonte ledge which lies in the Black River (lower Ordo- 
vician) group of rocks is A—1 stone. The principal operations are in the vicinity 
of Bellefonte, where the high-quality stone is 77 feet in thickness. However, the 
ledge is le ‘nticular; it thins in both directions from Bellefonte, and is missing 
completely in many places. The district contains many active quarries and two 
laa mines. At least three counties, Lycoming, Columbia, and Nor- 
thumberland, allin east central Pennsylvania, contain Siluro-Devonian limestones 
which are burned for lime. 

Vanport formation.—The Carboniferous (Pennsylvanian) Vanport limestone of 
western Pennsylvania is vigorously exploited because of its strategic location in 
respect to the blast furnaces of the Pittsburgh district. Although mostly A-—2 in 
grade, it ap proaches A-1, and the location makes the exploitation of stone of 
marginal quality possible. Its use requires the blending with dolomite to produc e 
a slag of the required chemical and physical specifications. As a general rule the 
Vanport limestone crops out along the sides of steep-walled valleys so it has been 
necessary to follow the stone beneath the overlying rock by underground mining 
in many places. The Vanport ledge is mined and quarried in Armstrong, Butler, 
and Lawrence Counties. It may be as much as 25 feet in thickness, but is missing 
altogether in places, due either to nondeposition or erosion. 

(Reference: B. L. Miller, Limestones of Pennsylvania, Pennsylvania Geological 
Survey, fourth series, vol. M 20, 729 pp., 1934.) 

New York 

Although New York ranks fifth among the States in crushed limestone produc- 
tion, its annual output of fluxstone and lime rock is relatively insignificant. Most 
of New York’s limestone is below A—2 or B-2 in grade and is used in concrete 
aggregate, road metal, and railroad ballast. The metallurgical stone resources 
are largely confined to the pre-Cambrian dolomites and to Silurian limestone. 

Pre-Cambrian dolomite-—Some of the Grenville dolomite which occurs in St. 
Lawrence and Jefferson Counties in northern New York is B-1 in grade. It has 
been quarried near Natural Bridge, Jefferson County, and dead-burned for use as 
a refractory. Likewise some of the pre-Cambrian dolomites in Westchester and 
Dutchess Counties north of New York City are B-1 in grade and have been 
exploited for lime manufacture. These occurrences are, however, local in char- 
acter and because of the variable silica content of the pre-Cambrian carbonate 
formations it is very unlikely that large deposits of B-1 grade stone are to be 
found in the New York-New England province. 

Silurian limestone-—From the available analyses there appears to be little or 
no A 1 stone in New York in quarriable volumes. The Clinton limestone of 
Silurian age becomes fairly pure in the western part of the Gente and is there of 
A-2 grade. It has been extensively quarried in the vicinities of LeRoy and 
Stafford, Genesee County, and Lockport and Gasport, Niagara County, for use 
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as flux in the blast furnaces of the Buffalo district. Water-borne A-1 grade stone 
from Michigan has tended to displace local fluxstone in this district in recent years. 

(Reference: David H. Newland, The Mineral Resources of the State of New 
York, bull. New York State Museum, Nos. 223, 224, pp. 255-268, 1921.) 


Massachusetts 


Massachusetts dropped from fourth place in lime production in 1932 to eleventh 
place in 1946, probably due to the working out of the higher-grade stone deposits. 
All of the commercial limestone deposits in this State are in Berkshire County in 
western Massachusetts. The calcareous formations are Cambrian and Ordovician 
in age. Some A~—1 limestones are present and some of the dolomites and dolomitic 
limestones are of B—-1 grade. The higher-quality stone is burned for lime, and a 
few thousand tons are marketed each vear for flux. 

(Reference: T. Nelson Dale, The Lime Belt of Massachusetts, United States 
Geological Survey, bull. 744, 1923, 71 pp.) 


Maryland 


Maryland is unimportant as a source of metallurgical stone, but does produce a 
little lime. The same Ordovician formations which contain the better quarry 
ledges in southeastern Pennsylvania to the north and in the panhandle of West 
Virginia and in northwestern Virginia to the south cross western Marvland at 
almost its narrowest part, passing through Frederick and Washington Counties. 
A-2 grade stone is quarried and burned for lime at several communities in the 
former county, and at Cavetown in Washington County. These infolded lime- 
stone bodies are lenticular and decidedly limited in volume. 

West Virginia 

West Virginia is the fourth State in the United States in annual production of 
metallurigical stone. In addition to a considerable volume of fluxstone, this 
State ranks high among the lime-producing States, and also produces some dead- 
burned dolomite for refractory purposes. The metallurgical stone is confined to 
the Ordovician Mosheim limestone and Tomstown dolomite which lie within the 
band of rocks which cuts across the northwestern or panhandle corner of West 
Virginia between Maryland and Virginia. 

Mosheim limestone. This is the only high quality limestone in West Virginia. 
It crops out in Berkeley County and to a lesser extent in Jefferson ( 
the northeastera corner of the State. It averages less than | pereent silica and 
is likewise low in alumina; it averages less than 2 percent magnesia. The Mosheim 


ountyv im 


therefore, makes a very fine fluxstone and is ideal for lime burning 
Due to close folding and erosion the Mosheim limestone occurs in more or less 
isolated pockets. Many of the individual deposits have been completely worked 
out and except for smaller pockets which cannot be profitably exploited the 
volume of stone yet to be quarried is relatively insignificant. 
Tomstown dolomite.-—The Tomstown formation is a true dolomite of B—1 


, ral 
Chemical analyses made of samples of this stone obtained from active quarries 
have shown a uniform silica content of less than 1 percent; therefore the stone 
is quarried in considerable volume for refractory purpos¢ The center of the 


Tomstown exploitation is in the vicinity of Millville in Jefferson County. Like 
the Mosheim limestone the Tomstown dolomite occurs in infolded deposits, many 
of which have already been worked out and the remainder are definitely limited 
as to reserves, 

References: G. P. Grimsley, Jefferson, Berkeley, and Morgan Counties, West 
Virginia Geological Survey, county reports, 644 pp., 1916; J. B. MeCue, J. B 


> 


Lucke, H. P. Woodward, Limestones of West Virginia, West Virginia Geological 
Survey, vol. 12, 560 pp., 1939.) 
Virginia 

Virginia is seventh in both fluxstone and lime production. It also has a con- 
siderable chemical stone industry. Published analyses of the carbonate rocks 
in Virginia are few, but from those that are available it appears that Virginia 
produces little or no stone of A-1 or B-1 quality. The exploitation of A—2 and 


B-2 deposits for uses to which A-1 or B-1 grades are ordinarily specified is possible 
only because of the remoteness of this area in respect to the sources of supply of 
high quality stone. 

The metallurgical stone resources of Virginia are confined to the upper Cambrian 
and Ordovician belt of rocks which crosses the western part of the State from 
northeast to southwest. Topographically this region is known as t 
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quarries. Because of the pockety nature of the infolded early Paleozoic lime- 
stones of Vriginia the quarriable reserves of even the A-2 and B-2 materials are 
limited. : 

(Reference: William M. McGill, Outline of the Mineral Resources of Virginia. 
Virginia Geological Survey, bull. 47, pp. 32-36, 1936.) 

Ten nessee 

Tennessee produces considerable crushed limestone, but most is below A-2 or 
B-2 in grade. Some stone is sufficiently pure, however, for lime burning. The 
lime rocks occur in both Cambro-Ordovician and Mississipian formations. 

Cambro-Ordovician formations.—Within the broad belt of Cambro-Ordovician 
formations crossing southeastern Tennessee are several limestones and dolomites 
which are locally of A-1 or B-1 grade. 

Mississippian formations.—Some of the purest limestones in Tennessee are the 
upper Mississippian Gasper oolite and St. Genevieve limestone which occur in 
deposits up to 150 feet in thickness in the Highland Rim area. 

(Reference: George I. Whitlach, Limestone and Lime, Tennessee Geological 
Survey, Markets Circular No. 10, April 1941, 38 pp.) 


Alabama 


Alabama ranks fifth in annual output of both fluxstone and lime. Nine-tenths 
of the crushed limestone produced is used for flux in the Birmingham iron fur- 
naces. ‘The Alabama fluxstones and lime rocks occur in both Cambro-Ordovician 
and Mississippian formations. 

Cambro-Ordovician formations.—Some of the marble of Cambrian or early 
Ordovician age which has been quarried in Talledega County is suitable for flux- 
stone, but is little used for this purpose. The largest quarries are in the Knox 
dolomite in the vicinity of Birmingham. Some ledges run less than 1 percent 
silica in carload lots and so qualify for B-1 rating. Some lump dolomite is also 
mined in this district for refractory purposes. Various Ordovician limestones 
have been quarried in northeastern Alabama, especially in Shelby County, for 
lime burning. 

Mississippian formations.— Mississippian limestone has been rather extensively 

quarried, especially in Jefferson, Franklin, Blount, and Etowah Counties, for flux 
in the Birmingham iron district. All of these limestones are A-2 in grade as a 
neral rule. 
(References: Eugene A. Smith and Henry McCalley, The Mineral Resources 
of Alabama, Geological Survey of Alabama, 1904, 79 pp.; Ernest F. Burchard, 
The Cement Industry in Alabama, Geological Survey of Alabama, Circular 14, 
1940, 32 pp.) 


Indiana 

Indiana, although the leading producer of limestone building stone, ranks 
eighth in crushed limestone and only an insignificant percentage of this material 
is used for metallurgical purposes. ‘The reason for this is the virtual absence of 
metallurgical grade stone in quarriable deposits in the State. Niagaran rock, the 
yutcrop of which extends into Indiana from the northwest, is not exploited. 
he only limestone which is quarried in volume is Mississippian in age. It is 
exploited in Washington and Harrison Counties in southern Indiana for lime. 
To the northwest, in Lawrence and Monroe Counties, it is quarried for dimension 
stone; some lime is burned and a little furnace flux is quarried as byproducts of 
the huilding stone industry. 


o 
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Illinois is the fourth State in the annual production of crushed stone. Most 
of this stone is used in concrete aggregate and for road metal, in which Illinois is 
the leading producer. It ranks sixth in the production of both fluxstone and 
lime. Although several formations are worked in Illinois for metallurgical stone 
the leading areas are in the Niagara and Mississippian. 

Niagara dolomite.—Illinois has considerable production of dolomite of B-—1 
grade quarried from the Niagaran dolomite outcrop zone of northeastern Illinois 
(including Cook County). Some thick sections of the Niagara stone are fairly 


pure, but this situation is not true for the entire length of the outcrop belt. The 
dolomite is extensively quarried in Chicago and vicinity for use in lime burning, 
and for fluxstone as well as for other volumetrically much more important uses. 
Although there is a large quantity of Niagaran dolomite of good quality not yet 
quarried in the Chicago district, most of it is not available because of high land 
costs. Many of the quarries are completely surrounded by built-up areas, so the 
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only direction of expansion is downward. One such quarry is already 350 feet 
deep and has 150 feet more to go before abandonment. The quality of the 
Niagaran stone becomes poorer to the south and at Kankakee in Kankakee 
County the dolomite runs from 3 to 10 percent silica. 

Mississippian limestone.— Much of the Mississippian Burlington and St. Louis 
limestone is A—2 in quality, but is exploited for uses to which A-—1 grade stone is 
ordinarily employed. One lime-burning center is in the vicinity of Quincy and 
Marblehead, in Adams County in western Illinois. Surlington limestone is 
mined underground in this district. Farther down river in the Alton-East St. 
Louis districts of Madison and St. Clair Counties the St. Louis limestone of 
Mississippian age is quarried for many purposes, including lime burning, flux- 
stone, and chemical manufacture. The run-of-mine product is mostly A-2, but 
some of the ledges qualify for A—1 classification. 

Reference: Frank Krey and J. E. Lamar, Limestone Resources of Illinois, 
lil. Geol. Survey, Bull. 46, p. 392, 1925.) 


Wiscons in 


Only minor amounts of limestone quarried in Wisconsin are used for lime and 
flux. sv far the greater part of the production goes into concrete aggregate, 
road metal, and agricultural stone. 

Practically all of the metallurgical stone quarried is the Niagaran dolomite 
which crops out in a broad band parallel to the Lake Michigan shore line from the 
Door Peninsula to northeastern Illinois. The largest lime production is in Mani- 
towoe County. Lime is or has been burned in Sheboygan, Fond du Lac, Dodge, 
and Ozawkie Counties. 

The Niagaran dolomite used for lime burning ranges in grade from B-1 to 
B-2. Scattered analyses show a silica content varying from 0.02 percent to 8.2 
percent, with over half above 1 percent. 

Reference: Edward Steidtmann, Limestones and Marls of Wisconsin, Wis- 
consin Geol. Survey, Bull. 66, 1924, 208 pp. 
Missouri 


Missouri ranks third in the annual production of lime rhe vearly output of 
fluxstone is negligible, but much of the lime is used for metallurgical 1 irposes, 
Some of the lime is obtained from the Ordovician Kimmswick formation, but 
most is burned from limestone of Mississippian age. 





Kimmswick formation.—The Trenton Kimmswick formation contains deposits 
f metallurgical-grade limestone in eastern Missouri south of St. Louis. It is 
actively exploited for lime rock in Jefferson and St. Genevieve Coun S. 

Mississippian limestones.— Mississippian formations o 1 1 
fringing the Ozark upland area and extending northward to rtheastern 
Missouri and western Lilinois. The Mississippian rocks yrredom y 
limestones, and some of the limestones contain deposits of matallurgical grade 
stone. Three centers of lime production have been established in the b of 
Mississippian outcrop. The largest of these is in the vicinity of 5 renevi in 
St. Genevieve County. Here the lime rock is the Spergen formatio lo the 
west, in southwestern Missouri, is a second lime-producing district T! argest 
plants are in Greene County in and near Springfield. The third d ict is the 
vicinity of Hannibal in northeastern Missouri, where the Mississippian Burlington 


limestone is quarried and burned. 

(Reference: El R. Buckley and H. A. Buehler, The Quarrying Industry of 
Missouri, Missouri Bureau of Geology and Mines, 2nd series, vol. 2, 1904, 371 pp.) 
Colorado 


Colorado’s annual crushed limestone production is used mainly as a flux in the 


Pueblo iron furnaces and in the smelters of Colorado's mineral belt Most of 
the limestones in this State are too impure for metallurgical purposes, but two 
formations, occurring in the Mississippian and the upper Cretaceous, are locally 


ac quate for fluxstone and lime burning. 

Mississippian rocks. The Leadville and other massive imestones of the 
Mississippian system are exploited in Colorado for metallurgical stone. Biggest 
production is at Monarch west of Salida in Chaffee County where fluxstone is 
quarried for use at Pueblo and Leadville. Another Mississippian limestone 
deposit at Rockwood north of Durango in La Plata County, southwestern Colorado 
has been developed for both lime rock and flux 

Cretaceous rocks.—The Timpas member of the Niobrara is exploited in east 
central Colorado, especially in Pueblo, El Paso, and Fremont Counties, for 
cement, lime, and flux, 
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(Reference: John W. Vanderwilt, Mineral Resources of Colorado, Colorado 
Mineral Resources Board, 1947, pp. 244-246.) 

Texas : 

Texas has a relatively small lime industry (seven plants were in operation in 
1946) and a little fluxstone production. The State contains many limestones, but 
metallurgical-grade stone is scarce. 

The smelters of the El Paso district are supplied with metallurgical lime and 
fluxstone obtained from Ordovician and Lower Cretaceous limestones which 
crop out in the immediate vicinity. 

The principal lime rock in Texas is the Austin chalk formation, which locally 
has adquate purity for exploitation. This formation is quarried and burned for 
lime in several places in east central Texas, especially in Comal, Travis, and 
Williamson Counties. 

California 

California produces some lime, fluxstone, and chemical stone. It also is a source 
of refractory dolomite, but the annual output is small. The California limestones 
are in the main of Paleozoic age. They occur as inliers in the highly folded 
Mesozoic and Cenozoic sedimentary and voleaniec rocks. The deposits are 
discontinuous, and it was estimated in 1944 that no deposit then undergoing 
exploitation would last over 20 years. Other deposits of metallurgical-grade stone 
are known, but without exception they are much more remote from markets 
than those currently being worked. 

Although limestone has been reported from 52 of the 58 counties of California, 
in only 4 counties are the deposits sufficiently accessible and of adequate purity for 
large-scale lime burning. These counties are Eldorado in northern California, 
where two properties produced lime in 1946; San Bernardino, with two lime plants 
near the southwestern corner of the county, and Santa Cruz and Tuolumne; 
About 35 percent of the lime produced is used by the open-hearth steel furnaces. 
Smelter flux has also been obtained at Kennett in Shasta County. Dolomite 
has been quarried near Salinas in Monterey County for use as a refractory, and 
near Lone Pine in Inyo County for alkali manufacture as well as for refractory 
purposes. 

(References: California Mineral Production for 1946, California Division of 
Mines, 1948, pp. 77-79; Economie Mineral Resources and Production of California, 
California Division of Mines, bull. 130, 1945, pp. 165-169; Structural and Indus- 
trial Materials of California, California State Mining Bureau, bull. 38, 1906, pp. 
61—95. 


RESUME OF STATEMENTS FROM PRODUCERS CONCERNING RESERVE SUPPLIES AND 
EXPLORATION COSTS 


Statements have been received from various members of the National Lime 
Association concerning their reserve situation and their exploration costs. Exami- 
nation of these reveals that the deposits currently being worked have a “‘life 
expectancy” of from 10 to 60 years, with an average span of less than 30 years, 
and that an average of $10,000 is being spent by each company each year in the 
search for new deposits. The latter figure is low because only the companies whose 
deposits are approachingexhaustion in the near future are really active in explora- 
tion. Onesteel company spent $100,000 in exploration during the last 3 vears, but 
still has to purchase over half of its limestone requirements. 

The “‘life expectancy”’ is based on a continued market for the quality of material 
available in each deposit. One producer emphasizes that most industries 
using lime “have very strict specifications on sulfur, fluorine, arsenic, and other 
impurities; and there are very few deposits in this country of sufficient purity to 
meet the increasingly rigid specifications that the material has to meet.” 


The Cuarrman. That concludes the witnesses for today. 
The committee will adjourn until 10 0’clock tomorrow morning. 


(Thereupon, at 12:40 p. m., the committee adjourned until 10 a.m., 
Friday, July 13, 1951. 
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FRIDAY, JULY 13, 1951 


COMMITTEE ON FINANCE, 
Unirep STATES SENATE, 
Washington, dD. G. 

The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Walter F. George (chairman) pre- 
siding. 

Present: Senators George, Byrd, Kerr, Frear, Millikin, Butler, and 
Williams. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The CHarrmMan. The committee will please come to order. 

Mr. Hill, vou come around. 

We are going to have a very limited number of Senators here this 
morning. Some of them will come in later. Some of the Senators are 
out of town, and some have other committee hearings but we will have 
to proceed. You will get vour statement into the record, and L hope 
that the Senators will read the full record; most of them will. 

Please identify yourself of the record, Mr. Hill. 


STATEMENT OF J. RUTLEDGE HILL, CHAIRMAN, COMMITTEE ON 
TAXATION, NATIONAL SAND AND GRAVEL ASSOCIATION 


Mr. Hitt. My name is J. Rutledge Hill. My good friend, Senator 
Connally calls me ‘Perch.’ 

The CuarrMan. How is that? 

Mr. Hiti. I said my good friend, Senator Connally, calls me 
“Perch.” 

The CHarrMan. Yes, sir. 

Mr. Hinx. I am the president of Gifford-Hill & Co., Inc., of Dallas, 
Tex., which has sand and gravel operations in Texas, Louisiana, and 
Arkansas. 

I appear here as chairman of the committee on taxation of the Na- 
tional Sand and Gravel Association. 

In behalf of the commercial sand and gravel industry of the United 
States, I respectfully request your committee to recommend to the 
Senate that 1t concur in the action of the House of Representatives 
which would add sand and gravel to the list of nonmetallic minerals 
entitled to percentage depletion. 

In mV appearance before the Ways and Means Committee on 
March 5 of this Vvear, lL asked that sand and gravel be accorded a 
percentage depletion allowance of 15 percent, which our industry 
believes to be fair and equitable. The bill adopted by the House, 
while recognizing that the sand and gravel industry qualifies under the 
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statutory test for percentage depletion, provides for an allowance of 
only 5 percent. We ask your committee to increase the allowance 
to 15 percent, since no justification has been offered for denying to 
sand and gravel the same legislative consideration already extended 
to other nonmetallic minerals and, particularly, since our industry 
qualifies under the strictest standards for extension of the principle 
of percentage depletion. 

It should not be forgotten that these other nonmetallic minerals, 
some of which are directly competitive with sand and gravel, have 
had a percentage depletion allowance of 15 percent for several years, 
while our industry has been forced up to now to contend with a cost 
depletion arrangement which is wholly inadequate if this country is 
to continue to get the sand and gravel which it must have in order 
to support a great defense construction program and, later, a great 
private and public works construction program 

Everybody agrees that construction on a large scale is necessary 
in order to catch up with the tremendous accumulation of construction 
requirements caused by the suspension or drastic curtailment of 
essential civilian construction in World War II and now again in the 
present emergency. 

The sand and gravel industry is a great industry in every sense of 
the term, even though it is composed of a large number of individual 
companies which are relatively small businesses. In the last 12 years, 
according to the records of the United States Bureau of Mines, our 
industry produced over 3 billion tons of sand and gravel, valued at 
more than $2 billion. Among the members of the nonmetallic minerals 
family, sand and gravel production is second only to coal. Our 
industry plays the basic role in fulfilling the construction requirements 
of the United States. There is no kind of construction, public or 
private, defense or nondefense, which does not involve the use of sand 
or gravel or both. 

The Cuarrman. Do vou discuss the other things that are competi- 
tive, in your statement? 

Mr. Hitt. No, Mr. Chairman. 

The CuarrMan. What other material competes with sand and 
gravel? 

Mr. Hii. Rock asphalt and vermiculite, and some others, to a 
lesser degree; rock asphalt, notably and vermiculite. 

The CuarrMan. All right, su 

Mr. Hii. The defense program starts with the use of our materials. 
It would be pointless, for example, to build a great Air Force unless 
there are airports from which the planes can take off and land. This 
is only an illustration of the essential role played by sand and gravel 
in the economy of the United States. 

Our industry has had to produce sand and gravel since 1939 on a 
scale which could not have been anticipated. Production records were 
broken each year until what was then the record-breaking production 
of 1942. Your committee will not overlook the fact that in this first 
full year of World War II, our industry established an all-time figure 
for sand and gravel production. We did this without governmental 
subsidies and in the teeth of manpower and equipment difficulties, 
but a big hole was dug in sand and gravel reserves which had been 
thought to be enough for many years to come. 

Production of sand and gravel successively declined from 1943 
through 1945, but 1946 witnessed the beginning of an upturn and it is 
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estimated that sand and gravel production in 1950 amounted to 
approximate:y 350 million tons, a new all-time high figure. These 
record-breaking tonnages have developed an acute shorts age of sand 
and gravel in many areas of this country. And, may I say at this 
point, that production this year appears to be going to outstrip even 
last year. 

Perhaps the United States has come to expect that there will atways 
be plenty of sand and gravel at economical prices. This is understand- 
able, since most people have no adequate understanding of the astro- 
nomical tonnages of sand and gravel which our industry has produced 
in response to the great demand for our products. I say to your 
committee, however, in the utmost seriousness that the United States 
is on the threshold of critical shortages of sand and gravel in almost 
every area. 

In some sections, sand and gravel reserves have already been 
exhausted and communities must reach out to more distant sources 
with higher transportation costs; and your committee should under- 
stand that cost of transportation of sand and gravel is always higher 
than the price of sand and gravel at the plant. 

I refer to this fact because the principal problem of the country 
with respect to sand and gravel is to develop sources of supply which 
will make sand and gravel available economically and which will 
therefore make it unnecessary for the country to choose between the 
alternatives of curtaining defense and essential civilian construction 
or paying a prohibitively high price for sand and gravel, the basic 
materials of construction, thus substantially increasing the cost of 
construction. 

In the 5-year period ended December 31, 1950, my company 
invested in exploration for and in the development of new sources of 
supply and new reserves of sand and gravel a sum of money greater 
than our depletion and depreciation reserves plus over 80 percent of 
our entire net profits for those 5 years. ‘Today we have fewer cael 
and gravel oper ations and smaller and poorer sand iol gravel reserves 
than we had 5 years ago, and yet the defense program in the south- 
western part of the U nited States calls for great tonnages of sand and 
gravel. This is the story for my own company, but it is a common 
story for the sand and gravel industry. 

Let me cite just one example: Air Force construction at Lake 
Charles, La., requires 800,000 tons of sand and gravel within the 
next year. 

All sand and gravel producers in central Louisiana and southern 
Texas will have to contribute their share of this big order from their 
own limited reserves. No other industry is being confronted with 
such tremendous orders for single projects for the defense forces. 
Yet the Lake Charles project is only one of several in my company’s 
marketing area. 

We have a number of Air Force installations under way at Dallas; 
Shreveport; Bryan, Tex.; Waco, Tex., and other points. 

We are trying to develop a deposit in an entirely new section of 
southeastern Louisiana. We may be able to find some commercially 
usable sand and gravel under overburdens from 40 to 60 feet in depth. 
My company will have spent $250,000 before we locate and develop 
a sand and gravel deposit from which we can produce materials to 
meet specification standards. 
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It is a grave but common error to suppose that sand and gravel 
can be found almost everywhere. The grim truth is that under 
modern conditions vast sums of money must be spent first to explore 
for and locate a satisfactory deposit and then to build plant facilities 
which will produce and process the materials in conformity with the 
severe specification standards now required to be met before our 
materials will be accepted. 

Our problem is aggravated by the higher corporate, normal, surtax 
and excess-profits tax rates now in effect and which may remain on 
the statute books for a long time. The sand and gravel industry 
must make substantial investments in exploration and in the location 
of expensive plants on uncertain and possibly poorer deposits. Unless 
sand and gravel receives a percentage depletion allowance in the 
requested amount, we are not very far away from the day when com- 
mercially usable sand and gravel will not be available except at pro- 
hibitive prices. 

Our industry believes that percentage depletion for the mining 
industry is sound public policy. Sand and gravel qualifies for inclu- 
sion under that policy. It seems to us an unreasonable discrimination 
against our industry to continue to be denied the benefit of a taxation 
policy already extended for many years to other members of the non- 
metallic-minerals family whose situation is no different from our own. 

[ have spoken of sand and gravel as a material which is basic to 
public and private works in the United States. I am authorized by 
the National Industrial Sand Association to say to you that the case 
which I have made for the sand and gravel industry applies with 
equal force to the industrial sand industry. Industrial sand is a raw 
material used principally in the foundry and glass industries, but also 
finding employment as an essential raw material in many other manu- 
facturing processes, Industrial sand plays a vital role in the produc- 
tion of practically every item of military equipment, and it plays an 
equally important role in the production of goods essential to civilian 
life in our country. 

For these reasons, we ask that sand and gravel and industrial sand 
be accorded a percentage depletion allowance of 15 percent. We ask 
your committee to join with the Ways and Means Committee and the 
House of Representatives in recognizing the validity of the application 
of the principle of percentage depletion to sand and gravel and indus- 
trial sand, and we ask also that the 5-percent allowance presently 
incorporated in the bill before you be increased to 15 percent. 

We believe that this will serve the public interest and that it will 
remove a discrimination against our two industries, which ought not 
be permitted to continue. 

We implore you gentlemen to permit us to continue in our business. 

I wish to thank you for your courteous attention. 

The CuarrMan. Thank you very much, Mr. Hill. Are there any 
questions? 

Mr. Hill, I have the impression that sand was available in almost all 
of the States or in a great many of them, while gravel, of course, is not. 
Is that correct? 

Mr. Hitu. Senator, there is sand and sand and sand. 

The CHarrMan. Oh, yes; I know that. 

Mr. Hix. But most of the material that you think of as being sand 
is sand, but it is not adapted to the use of what we are talking about. 
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Sand, to be usable, has to be graded from very fine particles which 
will pass the screen that water will not even go through, on up to the 
larger particles, and there must be a smooth gradation from the small 
up to the large, and for that reason 98 percent of the sand found in 
nature is useless to these industries. 

Do I make myself clear? 

The CHarrMaANn. Yes, I think I understand you. 

Is there any chemical process by which you could take ordinary 
sand and convert it into usable form? 

Mr. Hitz. No, Senator. Most of the sand that you have in mind 
is extremely fine. 

The CHAIRMAN. Yes. 

Mr. Hixiu. And the problem is to incorporate and build up a material 
that goes from fine up to about a quarter inch in size. 

The CuarrMan. Is this land you find along the seacoast usable? 

Mr. Hitui. Notatall. Itisnotany good. The grains are rounded, 
and it is inclined to be quickie. 

Senator Kerr. It is what? 

Mr. Hitz. Utterly useless in these industries. 

The CHAtTRMAN. Quicksand. 

Senator Kerr. What? 

Mr. Hitu. Quicksand. The particles are rounded, and when they 
become wet it is what we call quickie; in other words, you step on it 
and it gives under your foot, and it is not stable. 

Senator Kerr. Is that because the sand is smooth? 

Mr. Hitui. The particles are rounded, Senator; in other words, the 
particles of that sand are little miniature marbles, and there is no 
cohesion. 

Senator Kerr. Well, the shape of it alone does not determine that. 
Is not it whether or not the surface is glazed or smooth or rough, 
whatever it is, determinative as to whether or not it is quicksand, as 
the shape of the sand? 

Mr. Hitu. I would say that the shape of the particle is—— 

Senator Kerr. Is more determinative. 

Mr. Hitu. That is correct. 

Senator Kerr. Yes. 

The CuarrmMan. Thank you very much, Mr. Hill. 

Mr. Hiri. Thank you, sir. 

The Cuarrman. Mr. Brady? 

Mr. Brady, I understand you wish to file a brief? 


STATEMENT OF CHARLES BRADY, SALES MANAGER, B. V. HEDRICK 
GRAVEL & SAND CO. 


Mr. Brapy. Senator George, Senator Millikin, and Senator Kerr, 
I am Charles Brady, sales manager for Hedrick Gravel & Sand Co., 
Salisbury, N. C.; and I represent here W. R. Bonsal Gravel & Sand 
Co. of Lilesville, N. C.; Cumberland Gravel & Sand Co., Fayetteville, 
N. C.; and Grove Stone & Sand Co., Swannanoa, N. C. 

Mr. Hill has covered the question of percentage depletion as pertains 
to the national picture. 

[ would like the privilege of filing this brief statement which will 
cover the needs as they pertain to North Carolina and South Carolina, 
in particular. 

Thank you, sir. 
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The CHarRMAN. You may do that, sir. Senator Hoey is not here 
oJ ’ . 
today. 
(The document referred to follows:) 


Wuy PerRcENTAGE DEPLETION FOR GRAVEL AND SAND Is EssENTIAL IN NoRTH 
CAROLINA 


Prior to World War I there were only two gravel and sand plants in North 
Carolina and only one in South Carolina. their combined production would not 
qual that of any one of the five large rail plants in North Carolina or of either 
of the two large rail plants in South ee In addition to the seven rail 


plants in North and South Carolina there are approximately five large portable 
tvpe plants ‘(permanently operating in North Candies and one new rail plant 
75 percent completed now building in South Carolina. Every known com- 


mercially available sand and gravel deposit in the two States is being mined at 
present and several of the larger ones are thought to be nearing the exhaustion 
point. Unless new deposits are found and developed not only will construction 
in the Carolinas be retarded, but that construction which is done will be done at 
considerably higher costs. 

During World War II gravel and sand built the following jobs in the Carolinas: 
U nited States Marine Air Base at Cherry Point, N. C.; Camp Leje une Marine 

ase at Jacksonville, N. C.; Camp Davis at Holly Ridge, N. C.; Bluethenthal 
Mir Bane at Wilmington, N. C.; Laurinburg-Maxton Glider Base near Maxton, 
C.; Camp Mackall at Hoffman, N. C.; Army Air Base, Greensboro, N. C.; 
rmy Air Base, Greenville, 8. C.; Morris Field, Charlotte, N. C.; United States 
Qu _ rmaster Depot, Charlotte, N. C.; Nav al She iH Loading Plant, Charlotte, 
N. C.; Army Air Base, Florence, 8. C.; Army Air Base, Sumter, 8S. C.; Charleston, 
S C. Navy Yard; and the Charleston, 8. C., Army Air Base, 

\t present in the Carolinas there is extensive construction activity involving 
the use of gravel and sand at the following defense installations: The H-bomb 
plant near Aiken, 8. C.; Fort Bragg; Pope Field; Camp Mackall; Charleston Navy 
Yard; Camp Lejeune; Cherry Point Air Station Naval Air Base, Edenton; Fort 
Jackson; and the Charleston Naval Ammunition Depot. A site in Mecklenburg 
County and a site in Rowan County are two of the few locations in the United 
States still being considered for the proposed “College of the Air.’’ 

Navy and Army installations in Florida are experiencing difficulty in obtaining 
gravel for air-base construction and have applied to gravel producers in the 
Carolinas who are already shipping their capacities. 

As important as defense construction is it is still necessary to maintain our 
regular econon North Carolina is leading the nation in textile expansion and 
South Carolina is close behind North Carolina. During the past 3 vears North 
Carolina has averaged more than $100 million per year for highway construction 
and maintenance. ‘There are more than 40 ready-mix concrete plants in the 
Carolinas which before 1940 had less than a dozen; this better than any other 
method denotes the rate of industrial expansion. As a State grows its schools and 
hospitals must keep pace—North Carolina is in the midst of a $50 million school 
program. By reason of recent court decisions there is a great possibility of an 
additional $80 million school-building program in order to equalize opportunities 
for children of both races. Sinee 1947 the State has spent approximately $25 
million on its mental and tubercular facilities and has advanced another $25 
million for general hospital construction which sum represents about one-third 
of the total funds supplied by State, local, and Federal participation. 

The largest known gravel deposit in the Carolinas consists of quartzite pebbles 
and is the purest known deposit in the United States. This gravel is increasing] 
valuable for metallurgical purposes. The owners of this deposit have spent and 
are spending considerable sums of money to find and develop deposits to take care 
of regular construction demands and conserve the metallurgical type gravel 
which is so essential to production of silicon, ferro-silicon, chrome silicate, and 
certain chemical processes. This metallurgical gravel is being shipped from North 
Carolina to Kentucky, South Carolina, New York State, and West Virginia. 
Because of its purity it should never be used for ordinary construction where 
chemical purity is of no particular value. 

The tremendous demands of the past 10 years as outlined in the forgoing have 
greatly reduced the known reserves of gravel and sand in the Carolinas. Pros- 
pecting has necessarily moved farther away from the markets to be served. 
Encouragement in the form of percentage depletion is an economically sound tax 
policy as it promotes the finding and developing of deposits which experience has 
shown in turn promotes industrial growth and increased business volume. 
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The CHarrRMAN. Mr. Grassman is not bere. 
Mr. Rarey? You may have a seat, sir, and identify yourself for 
the record. 


STATEMENT OF RUSSELL RAREY, PRESIDENT, MARBLE CLIFF 
QUARRIES CO. 


Mr. Rarey. Mr. Chairman and gentlemen, my .pame is Russell 
Rarey and | am president of the Marble Cliff Quarries Co. at Co- 
lumbus, Ohio, and I am a member of the Percentage Depletion Com- 
mittee of the National Crushed Stone Association. 

| wish to submit for the record this formal statement on behalf of 
the National Crushed Stone Association and Agricultural Limestone 
Institute in support of a percentage depletion allowance for the crushed 
stone industry, and | will not impose upon the time of the committee 
to read the statement, vopies of which, | understand, have been placed 
before you. 

The CnarrmMan. You may put it into the record. 

Mr. Rarey. Thank you, sir. 

I do, however, desire to make the following observations in my own 
behalf in support of the formal statement. 

My company operates a jimestone open quarry or mine near Co- 
lumbus, Ohio, and a limestone underground mine in western Ohio. 
The character of the stone is such that it is of value for chemical and 
metallurgical purposes, for burned lime, and for agricultural use, for 
railroad ballast, for highway construction and maintenance and for 
miscellaneous construction work, including airport runways, et cetera. 

There are three general areas of need for a percentage depletion 
allowance for the crushed stone industry. 

First, other natural resource industries that compete with the 
crushed stone industry now enjoy percentage depletion allowances of 
15 percent and more, whereas the crushed stone industry has no such 
allowance. The inequity of this situation is so obvious that that point 
need not be labored further. 

Second, the second area of need lies in the increases in profit taxes 
that are contemplated by the new tax bill. As the percent of profits 
to be taken by the Government to satisfy the needs of its program 
mounts, it follows that the percent of profits left to remain with in- 
dustry is reduced. Any inequality of tax therefore becomes more 
punishing— 

Senator Kerr. More what? 

Mr. Rarny. More punishing. 

Senator Kerr. More pungent? 

Mr. Rarey. No, it hurts us more. 

Any inequality of tax therefore becomes more punishing under 
higher tax schedules and while it is true that the Government does 
have real need for an increase in its revenues, we respectfully submit 
that the basis of those taxes should be distributed equitably and that 
regardless of need for revenue, it is inconsistent, with sound and fair 
practice, to knowingly continue discriminatory legislation as between 
competing natural resource industries. 

Third, the third area of need is found in the rapid depletion of 
economically available sources of stone. It has been my observation 
that the depletion of these sources is much more rapid than is generally 
recognized by the industry itself and certainly by the laymen. The 
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operations of my own company are rapidly exhausting our supply of 
stone, a situation which is parallelled by many other producers in 
our State and to a very considerable degree throughout the Nation. 

Today, we find ourselves by reason of the tax laws and regulations 
that apply to our industry figuring depletion on a cost basis while at 
the same time prospecting for replacement areas that, if and when 
available, cost many times the price of the acreage being currently 
depleted. Not only are stone lands becoming less available, but 
restrictions by zoning ordinances and through activities of planning 
commissions make expansion in many districts both difficult and 
expensive. The best deposits, the cheapest deposits and the more 
accessible deposits are depleted first. Replacements are higher in 
price, less economical to work and less favorably located with respect 
to our plants and markets. Small wonder then that those of us 
familiar with this situation are desirous of retaining a depletion allow- 
ance to compensate in some measure for the increasingly diffieult con- 
ditions that we encounter in our efforts to maintain and expand ow 
business. Today, under the stress of greatly increased construction 
and building activities and by reason of the sharp increases in the 
consumption of chemical and metallurgical stone for the production 
of steel, we find ourselves exhausting available stone deposits at a time 
when we are required by law to apply 50 percent and more of the 
profits from our operations for tax purposes. 

In other words, we are reducing our available deposits at an 
accelerated degree and because of the need for higher and higher 
taxes, we are permitted to retain less and less for the continuation of 
our business 

Senator MILiiKkin. When you speak of available deposits, you are 
speaking of existing developed deposits, are vou not? There is no 
lack of stone in the United States if you go to where it is? 

Mr. Rarry. Well, yes, but if you consider it with relationship to 
the consuming points, we refer to it as being depleted rapidly and to 
our disadvantage. 

Senator Mitirkrn. I grant that, but I am just trying to find out, 
when you speak of these deposits which deserve the depletion you are 
asking for, whether you are speaking of the existing deposits that are 
now being developed, rather than a lack of general supply of stone. 

Mr. Rarey. Well, a deposit is of no value unless it has a plant and 
a market to it. 

Senator Miniixin. I understand that. 

But, would you answer the question, please? 

Mr. Rarey. I think, in the Way you intend the question to be 
answered, the answer would be yes, although it is not literally and a 
hundred percent true. 

At this point may I suggest that a continuation of the crushed stone 
business is essential. Without suitable aggregates, there can be no 
modern construction; without agricultural limestone the productive 
capacity of our farm land would be reduced and our food supply 
lessened, and without metallurgical stone and lime, there can be no 
steel. 

The need for our industry products continues to expand—the need 
for maintaining adequate stone reserves to support our production 
continues as a prudent and essential business requirement and the 
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need for cash to prospect for, to purchase and to develop those reserves 
should certainly come through a reasonable allowance for percentage 
depletion. 

It is our hope and plea that your committee and the Senate will 
grant a percentage depletion allowance for our industries and that the 
percentage ¢ allowed us will be ade ‘quate. The Ways and Means Com- 
mittee of the House has included in its bill a 5- paronin allowance for 
agricultural limestone, crushed stone, and other aggregates, while at 
the same time continuing a 15-percent allowance for certain other 
competing industries and an even higher allowance for other natural 
resource industries that are confronted with discovery and develop- 
ment problems. 

It is my request, therefore, that your committee and the Senate 
concur in the general recommendation of the House Committee that 
our industries be given a percentage depleti on allowance and that vou 
give studied consideration to increasing the percentage to a more 
adequate figure. 

Senator Minirkin. Where do they get rock asphalt? 

Mr. Rarey. Well, some in Kentucky, some in Alabama, and some 

1 Texas, 

The CHarrMan. Are there any further questions? 

Senator Kerr. What limestone formation with reference to geo- 
logical age do you find prevalent in your area? 

Mr. Rarey. Well, with us we are in the Devonian stone in the 
Columbia and Delaware formations, which are limestone, with a high 
percentage of calcium and relatively low percentage of magnesium. 

Roughly divided into general stratas, the upper ledges contain silica 
that makes it unsuitable for chemical purposes, yet it is desirable for 
construction purposes; and the lower ledges are the chemical ledges 
that go into steel and lime, and the general chemical manufacturing 
processes. 

Senator Kerr. And which geological age, generally, provides the 
more abundant 

Mr. Rarey. | would not at this time be able to answer that. 

Senator Kerr. Opportunity. 

Mr. Rarey. | would not know which geological formation or age 
the common designation of those stones, such as granite or trap rock, 
as differentiated from limestone, each occur in different sections of the 
country, and are each applicable to their own particular uses, although 
there is a common use, or there is a use that is common to all of them 
and that is in the construction field. 

Senator MiLuikin. In terms of age, the oldest are the deepest. 

Mr. Rarey. That is right. 

Senator Minuikin. But the deepest may be exposed 

Mr. Rarey. In some places. 

Senator MiLuikin. By erosion or uplift. 

Mr. Rarey. That is right, and not in others. 

There has been some upheaval that exposes it in one place and not 
in another. In central Ohio we are all limestone. 

The Cuatrman. Thank you very much, Mr. Rarey. Your pre- 
pared statement will be placed in the record at this point. 

Mr. Rarey. Thank you, sir. 

(The prepared statement referred to follows:) 
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STATEMENT IN Support oF Howse Biuu Provision To INcLUDE CRUSHED STONE 
AmonGc CoMPETING MINERALS ALLOWED PERCENTAGE DEPLETION 


In 1950, and again this year, the House has voted to eliminate an unjust dis- 
crimination against crushed stone and has included it among nonmetallic minerals 
entitled to percentage depletion. 

Last year the Senate Committee did not deny that crushed stone is entitled to 
percentage depletion, but decided “‘to postpone action on these proposals until 
your committee can carry out a more careful analysis of the problems involved.” 

We urge this structural change in the act as a matter of equity. In fact, the 
House bill offers only partial relief since it provides a 5 percent depletion allow- 
ance for crushed stone, whereas certain competing minerals are granted 15 per- 
cent under existing law. 

In its recent report the House Committee pointed out that percentage deple- 
tion is allowed certain nonmetallic minerals but is denied to competing minerals 
in the same classification. The report states that: 

“The testimony received by this committee both in connection with this 
bill and the bill which became the Revenue Act of 1950 revealed that in a 
number of cases nonmetallic minerals which are not in the enumerated group 
under existing law are competitive with those receiving percentage deple- 
tion, or have just as good a claim for such treatment as the enumerated 
minerals.”’ (1951 Rept. No. 586, p. 30) 

1 + + * * * * 

Most of these changes would have been made under the House version 
of the bill which became the Revenue Act of 1950 but they were eliminated 
from the final legislation largely because of the revenue Joss involved. It is 
apparent, however, that the need for equalization is substantially greater 
now because of the additional taxes imposed under the legislation of 1950 
and under this bill. Therefore, the committee believes that the proposed 
extension of the percentage depletion system is necessary in spite of the 
revenue loss involved.” (1951 Rept. No. 4586, p. 30.) 

Producers of crushed stone are fully aware that at first glance the addition of 
crushed stone to the depletion list appears somewhat inconsistent with the present 
need for revenue. However, in the first place, the revenue involved in this item 
is relatively inconsequential and, secondly, the need for revenue, however pressing, 
is not a valid basis for an inequitable distribution of the tax burden so as to dis- 
criminate between crushed stone and competing nonmetallic minerals. 

For example, rock asphalt used in highway construction now benefits from 
percentage depletion and is competitive in the highway field with crushed stone. 
Contrary to popular belief, rock asphalt is not asphalt with just a bare trace of a 
relatively small percentage of rock in it. Rock asphalt is, in fact, largely stone 
impregnated with a relatively small amount of asphalt, varying roughly from 
5 to 12 percent. The crushed stone industry uses stone to produce an asphalt mix 
quite similar to rock asphalt. 

In the hearings before the Senate Finance Committee on the Revenue Act of 
1942 in regard to percentage depletion allowances for the rock asphalt industry, 
Senator Elmer Thomas made a strong plea for that industry, as a result of which 
it has enjoved percentage depletion ever since and at the rate of 15 percent. Yet, 
many crushed stone operators have carefully designed, expensive mining plants, 
where crushed stone meeting rigid specifications as to gradation, cleanliness, and 
wearing qualities is mixed in carefully weighed proportions with other materials, 
to make a cold or hot lay road of the highest quality, suitable and being used for 
all the purposes enumerated in Senator Thomas’ statement regarding rock asphalt. 

The competitive relationship between rock asphalt and crushed stone is such 
that failure to grant the same percentage depletion allowance of 15 percent to the 
crushed stone industry as is now enjoyed by the rock asphalt industry would be 
to continue an unjust discrimination. 

A further example of unjust discrimination and obvious inconsistency in the 
present law lies in the fact that asphalt paving cement and liquid asphalt cement, 
materials used in conjunction or competitive with crushed stone, enjoy through 
the industry of their origin (petroleum) a 274-percent depletion allowance. 

The iron and steel industry uses large quantities of iron ore, coal, and crushed 
stone. Similar risks, hazards, problems, and difficulties, geological, physical, and 
chemical, met with in the mining of iron ore and coal are encountered in the 
recovery of the crushed stone used by the iron and steel industry. Unquestionably 
the outstanding factor in the maintenance of our present highly industrialized 
civilization, in both peace and war, is the iron and steel industry. The entire 
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structure of that industry rests largely upon three mineral resources, viz, iron ore, 
coal, and stone, each of which is of equal importance and without any ohe of which 
the industry could not exist in its present gigantic proportions. 

The coal industry solves its most serious problem of safety by the use of pul- 
verized stone for preventing coal dust explosions. 

Agricultural limestone, a crushed stone product, is widely used for direct ap- 
plication to the soil and also as an ingredient in commercial fertilizers along with 
nitrogen, phosphorus, and potash. Yet, of the three mineral constituents of 
commercial fertilizer (limestone, rack phosphate, and potash salts), limestone 
alone is not subject to percentage depletion allowance, thereby discriminating 
agaist this product. 

As frequently emphasized by Secretary Snyder, “We all know that the work- 
ability of our tax system * * * depends on the high regard our people have 
for the fairness of our tax laws and their administration.’”’ Hearings, 1950, 
vol. I, p. 17. 

Further, it seems appropriate to point out that Secretary Snyder in his testi- 
mony before the House committee on February 5, 1951, while urging that reduc- 
tions be made in certain percentage depletion allowances, did not voice any ob- 
jection to the principle of a percentage depletion allowance for nonmetallic 
minerals. 

In order to avoid repetition of evidence heretofore furnished the committee, 
we refer to the testimony on this subject given last year, which contains a fully 
documented discussion of the position of the crushed stone industry in this mat- 
ter—House hearings, vol. I, February 9, 1950, pages 480-491. 

For reasons set; forth above we respectfully urge the committee to adhere to the 
position that it took last year of granting a percentage depletion allowance to 
crushed stone to remedy the discriminatory exclusion of crushed stone from the 
competitive minerals which are permitted depletion allowances. 

We do, however, hold strongly to our previous position that the allowance 
should be 15 percent as now accorded rock asphalt, ball and sagger clay, china 
clay, bentonite, vermiculite, iron ore, lead, zinc, and barite, all of which are directly 
competitive with crushed stone and agricultural limesione; and as accorded potash, 
phosphate rock, and trona, which are indirectly competitive. Further, an allow- 
ance of 15 percent seems justifiable when it is realized that asphalt paving cement 
and liquid asphalts used extensively and directly in highway construction and 
maintenance enjoy, through the industry of their origin (petroleum), a 27} 
percent depletion allowance. 

The reasons which justified the Ways and Means Committee and the House in 
voting in 1950 and again this year, and the Senate in 1949, to grant a percentage 
depletion allowance to crushed stone are even more persuasive at this time in 
view of the increased tax burden, a fair share of which the crushed stone industry 
will gladly assume in the interest of the defense program. 

NATIONAL CRUSHED STONE ASSOCIATION 
AND 
AGRICULTURAL LIMESTONE INSTITUTE, 
RusseLu RaRrRey, 
Horace C. Krause, 
Members of Percentage Depletion Committee. 


The Cuatrrman. Mr. Fernald, you may have a seat. 


STATEMENT OF FRED C. FERNALD, GENERAL COUNSEL, GODFREY 
L. CABOT, INC., ACCOMPANIED BY CHARLES A. STOKES 


Mr. Fernavp. Mr. Chairman, and Senators—— 

The Cuarrman. Identify yourself, please, for the record. 

Mr. Fernacp. I am Fred Fernald, secretary and general counsel of 
Godfrey L. Cabot, Inc., Boston. 

I might sav that I will be followed by our Dr. Stokes, who is the 
director of research and development in our company, and he will be 
able to answer the more technical questions in connection with our 
petition. 


It has been. suggested that I read the statement which I prepared 
and filed. 
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This is the statement of Godfrey L. Cabot. Inc., before the Finance 
Committte of the United States Senate in support of proposal to add : f 
wollastonite to the list of minerals subject to 15-percent depletion under 
section 114 (b) (4) (A) of the Internal Revenue Code. 

Godfrey L. Cabot, Ine. js a corporation organized under the laws 1 
of Massachusetts. Through subsidiaries it has offices and plants in 
Massachusetts. Pennsylvania, West Virginia, Florida, Ohio, Louisiana. 
Texas, Oklahoma. and Kansas. [ might insert that New Mexico 
was omitted there. 


rh 


a 
We propose that wollastonite be added to the list of minerals subject n 

to 15-percent depletion under section 114 (b) (4) (A) of the Internal C 
Revenue Code. The exact language of our proposal is that section 

304 (a) of the House bill be amended by inserting “wollastonite’’ jn 

paragraph 4 (A) (iii) of Internal Revenue Code section 114 ()) tl 
between “gilsonite”’ and “thenardite.”’ : vi 

Wollastonite is a nonmetallic mineral] being mined and marketed | 
today. This calcium metasilicate (CaSiO.) has been used in floor 
and wall tile. welding rod coatings, alloving agents, and soil condj- fo 
tioners. It is white in color, brittle. and with a fibrous Cleavage. la 
It can be produced in large quantities and through milling it is pre- 
pared for use in industry, 

[ts use pattern is similar to that for tale which is already subject 
to the 15-percent depletion under section 114 (b) (4) (A) of the 
Internal Revenue Code. ; 

Its greatest value in connection with the defense effort is in ceramic Py 
insulators of the Steatite type for use by the United States Signal sil 
Corps and all branches of the armed services. 

Senator Minurkin. Has this material been classified as strategic or ol 
critical by the defense authorities? . be 

Mr. Fernaup. I do not know the answer to that. Dr. Stokes may aut 
know the answer, du 

The Cuatrwan. Is Dr. Stokes in the room? In 

Mr. Fernap. Yes, sir. He follows me. a 

The Cuatrman Come around, Doctor. All right, go ahead. lor 

Mr. Fernaxp. Steatite tale during World War [T was a strategic a 
mineral of greatest importance, essential] In use and extremely short Sto 
in supply, and this condition still prevails. Under a contract with . CoN 
the Signal Corps, Rutgers University is Studying the use of this | 
material in making electrical] insulators for use in radio, radar, and bec 
other critical electrical equipment, They have demonstrated that SUC 
such insulators, made from wollastonite. in formulas similar to those wol 
used for steatite tale have Outstanding properties, in many respects \ 
superior to those of Steatite tale, the 

Senator MIixurKkrn. May I ask where is this material found? nat 

Mr. Fernaup. There is a deposit in New York, there is some in . Pro 
California, and I believe there are other deposits. ; v 

Mr. Stokes. Canada and Mexico. : whe 

Mr. Fernaup. Canada and Mexico. ; of 

Senator Butter. I see you have got Oklahoma. Texas, and Kansas ‘ ( on 
listed here. < ox 

Mr. Fernarp. In Oklahoma and Texas and Kansas we have natural 4 clas: 
cus properties; we have carbon black factories in the Southwest, that : M 
is, in Oklahoma. Texas, New Mexico, and Louisiana. We also have e 
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some oil production in that part of the country. In the Appalachian 
area we have natural gas. 

Senator Butter. Yes. 

What was your answer to Senator Millikin’s question about whether 
it is classified now as either strategic or critical? 

Mr. Fernatp. I do not know, but I do not think it has been. 

Senator MiLurkin. Does the gentleman with you know : 

Mr. Strokes. That is correct. The material will not be classified 
as strategic, according to our information, until the deposit is recog- 
nized and worked as a commercially going venture, so that the Signal 
Corps can feel that it is readily available to their contractors 

Senator Butter. Is _ classified as highly critical? 

Mr. Stoxrs. Well, it cannot be classified as highly critical because 
the material is not now in commercial production other than in a 
very small way, and this is a newly developing industry. 

Senator Butter. How long has it been known by this name? 

Mr. Strokes. The wollastonite mineral has been known probably 
for 20 or 30 years. The beginning use of wollastonite is only in the 
last 5 or 6 years, beginnings of the development, that is. 

Senator Kerr. It is a nonmetallic mineral? 

Mr. Stokus. Yes, sir. 

The Cuarrman. All right, you may proceed. 

Senator Minurkin. What other minerals does it resemble? 

Mr. Strokes. It resembles most closely in its use the tale minerals, 
pyrophyllite, steatite, and other forms of tale. They are magnesium 
silicates. This is a calcium silicate. 

Mr. Fernatp. Wollastonite is of great importance not only because 
of its superior qualities for making steatite-type insulators, but also 
because, unlike steatite tale, an adequate domestic supply is assured 
at a cost probably lower than that of steatite. It is also important 
due to the fact that wollastonite insulators may be easily processed 
in conventional kilns at a relatively low temperature. 

Senator MILLIKIN. Is wollastonite a trade name or is it a geological 
formation name? 

Mr. Fernaup. It is a geological name. I understand from Dr. 
Stokes that it was named after a man named Wollaston who dis- 
covered it. 

Tile-manufacturing companies cannot make the steatite insulators 
because steatite insulators require higher-firing temperatures. But 
such tile companies can make the wollastonite insulators because the 
wollastonite insulators require only a low-firing temperature. 

We mention briefly in addition the usefulness of wollastonite in 
the paper and paint industries because, of course, the committee is 
naturally most directly concerned with its connection with defense 
production. 

We believe that this is the ne committee of the Congress before 
whom anyone has appeared on behalf of wollastonite. To the best 
of our knowledge, nobody appeared before the Ways and Means 
Committee of the House of Representatives on behalf of wollastonite. 

Senator Miiurkin. Would this mineral come under the 5-percent 
classification of the bill? 

Mr. Fernaup. No, sir. 

Senator MrLurkin. It is not and would not be classified as stone? 

Mr. Fernaup. No, sir. It would not. 
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We note that the Ways and Means Committee of the House of 
Representatives added this vear the following nonmetallic minerals 
to the list of those entitled to percentage depletion and allowed them 
percentage depletion as follows: 


5 percent: 15 percent: 
Asbestos Borax 
Sand Fuller’s earth 
Gravel Tripoli 
Stone (including pumice, scoria and Refractory and fire clay 
slate) Quartzite 
Brick and tile clay Perlite 
Shale Diatomaceous earth 
Ovstershell Metallurgical grade limestone 
Clamshell Chemcial grade limestone 
Granite 
Marble 


Senator Butter. Would not your wollastonite classify under some 
of those items—some one of them? 

Mr. Fernavp. I do not believe they would, sir. There are some 
of them which are competitive items. For instance, quartzite, dia- 
tomaceous earth, and chemical grade limestone are all competitive 
items. 

Senator Kerr. What is diatomaceous earth? 

Mr. Fernavp. I will ask Dr. Stokes to answer. 

Mr. Sroxes. It is essentially pure silica, of which there are very 
large occurrences in your State. 

Senator Kerr. There are what? 

Mr. Sroxes. There are very large occurrences in vour State unde: 
the name of tripoli. Tripoli and diatomaceous earth are closely 
related. 

Senator Kerr. Where does it occur? 

Mr. Sroxes. In California. Diatomaceous earth occurs in Cali 
fornia, and in the Midwest. 

Senator Kerr. Does it occur in Oklahoma? 

Mr. Sroxes. Yes, sir; it occurs very widely in small noncommercia 
deposits. It can be found in New Mexico, where we have stumbled 
onto it in exploring for oil, but they are not commercial deposits. 

Senator Kerr. What is its use? 

Mr. Srokes. It is used as a filter aid; it is used as an ingredient 
ceramics. It is used as an ingredient in refractories, as a filler fo 
rubber, paint, and plastics, battery boxes, such essential uses. 

Senator Minurkry. How do you distinguish it from stone? Wh 
is it not a stone? . 

Mr. Stokes. It is not a stone because it occurs in a relatively fine], 
divided state. It has no strength; it is porous, soft material. 

Senator Mitirkin. Is it a loose material? 

Mr. Srokes. It is loose. It can be ground apart by your hand. 

Senator Minurkry. Limestone is frequently a porous material? 

Mr. Stokes. It is frequently porous but in nearly all cases except a 
chalky limestone, it is rather hard. 

The CHarrMan. All right. 

Senator Wiiuiams. Mr. Fernald, if that should be added to th 
list, how much difference would that make in the taxes in your own 
instance? 

Mr. Fernatp. We are notin production, sir. 
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Senator Kerr. As I understand the witness, they have discovered 
deposits, but there is none of it in commercial production so that with 
reference to past history it would make none. ‘Their tax history is 
yet to be made. 

Mr. Ferna.p. I think there is a little production going on now, sir, 
but it is not large enough. 

Senator Kerr. It is limited? 

Mr. FERNALD. Yes, sir. 

Senator WituiaMs. You do figure it would be advantageous tax- 
wise, naturally, though? 

Mr. Fernavp. Oh, yes, naturally. 

Senator WituiiaMs. Do you have any estimate of what the change 
would be, what change it would make in your taxes? 

Mr. Fernaxp. It depends on whether the venture was profitable. 

Senator WitiiaMs. Well, that is true, too. I just wanted to find 
out. 

Senator Kerr. What possibilities of production are there? Ts it in 
terms of millions of dollars, or what? Or thousands of dollars? 

Mr. Frrnaup. I would say 

Mr. Strokes. Definitely millions of dollars. 

Mr. Frernaup. Definitely millions of dollars. 

Mr. Sroxns. But it is limited to some reasonable number of mil- 
lions. ‘This is not going to be an industry of the size of limestone; 
it might grow to a 10-million-dollar industry in time. 

The CuamrMan. Anything else? 

Mr. Fernaup. Wollastonite is closely related to minerals which 
have been granted a 15-percent depletion allowance by the Ways 
and Means Committee of the House of Representatives under the 
revenue bill of 1951. We now ask that wollastonite be treated 
similarly. 

Mr. Chairman, I believe we have permission for Dr. Stokes to read 
a short statement which he has prepared, which elaborates a little on 
mine. 

I might point out that Dr. Stokes is a graduate of the University of 
Florida, with a degree of bachelor of science. He is a graduate of 
Massachusetts Institute of Technology, doctor of science in chemical 
engineering, degree in 1940. 

Before coming with Cabot, Dr. Stokes was an assistant professor 
at MIT. Just this Vvear he has received a professional degree from 
Florida in recognition of his good work as a student and in recognition 
of his industrial achievements. 

Dr. Stokes. 

The CHarrMan. All right, Doctor. Do you wish to nake a 
statement? 

Mr. Srokes. My name is Charles A. Stokes. 

Gentlemen, as technical head or as head of technical work for our 
company, I think that there are a few points about this material that 
might well be brought out since it is a new material, relatively a new 
material. 

The development of the uses of the mineral wollastonite will open 
up a relatively new mining industry at Raavee locations. The mdus- 
try will not at this time be limited, however, by the one deposit that 
we have in mind at the moment working. 
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There are deposits, as has been pointed out, widely occurring in 
California and in our neighboring countries and it is inconceivable to 
us that we will not find deposits by searching, but that it will require 
development expense. We do not know where they are at the 
moment. 

Wollastonite occurs associated with the minerals garnet, diopside, 
and graphite. 

These associated minerals, as well as wollastonite, have several 
strategic uses. However, the strategic uses alone we do not think 
will justify the expenditure of money to develop the mineral com- 
mercially. 

Therefore, we have to develop markets and other uses in competition 
with existing minerals in order to make the exploitation of the mineral 
profitable. 

Now, these competing minerals are tale and several types of clay. 

We feel that by the willingness of private industry to take this 
competitive chance to develop larger markets, the country will, at 
the same time gain strategic minerals for use in replacing such materials 
as steatite talc, for making insulators, for radar and related electronic 
equipment. 

The country will gain a new supply of the valuable abrasive garnet 
which is used in grinding aircraft-engine bearings, and the like. 

It may well acquire a new source of high-grade graphite which, as 
you know, is now largely imported from Ceylon and Madagascar. 

The high grade of steatite tale that wollastonite can replace and 
surpass in quality of end use occurs no farther east than Ogden, Utah, 
while the electronic industry that uses this type of tale to make insula- 
tors occurs principally in the East. The importance of this in wartime 
need not be emphasized. 

Wollastonite insulators can be fired at a much lower temperature 
than steatite tale insulators. 

Senator Kerr. What other substance is used for those insulators? 
Does the tale at this time constitute the only substance? 

Mr. Sroxes. This particular form of tale, steatite tale, is abso- 
lutely essential at this time in that type of insulator. 

Now there are other materials that enter into the insulator, but the 
tale is essential. 

Senator Mitirkrn. You have the china type of insulator, do you 
not? 

Mr. Sroxes. That is correct, sir. 

Senator Miturkin. That is made from what earthy material? 

Mr. Strokes. | am sorry, sir. 

Senator Minurkin. The china type of insulator is made from what 
earthy type of material? 

Mr. Sroxes. It is made from an admixture of clays and tale, and 
small amounts of limestone and pure silica. 

Senator Kerr. Is that type of insulator the type that you contem- 
plate this material being useful in? 

Mr. Sroxes. Yes, sir; that is correct. The Signal Corps has made 
the study at Rutgers University and we have copies of reports that 
they have produced, showing that wollastonite, substituted for 
steatite tale, produces an insulator which has not only superior elec- 
trical properties, but can be fired at a lower temperature. 
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Now, the significance of this last statement is that the enormous 
wall-tile industry has a great deal of kiln capacity for low-temperature 
firing. 

If Wollastonite is used in the insulator mix, these wall-tile kilns 
can be used for firing these electronic insulators. 

The Cuarrman. What is the natural color of this wollastonite? 

Mr. Sroxss. It is white when finely ground. 

The CHarrMan. White? 

Mr. Sroxes. Yes, sir. 

Senator Kmrr. Is it white in appearance when found in its natural 
or native state? 

Mr. Strokes. It is a grayish white because of associated garnet 
largely. 

Senator Miturkin. Does it burn white? 

Mr. Sroxes. It would burn very white; yes, sir. 

Senator Kmrr. What percentage of the insulator or tile in volume 
does the tale of this material supply? 

Mr. Srokes. Very considerable percentages, varying from about 
30 percent to as much as 70 or 80 percent. 

Wollastonite can be produced so that it will run much more uniform 
in quality than steatite. 

Senator Kerr. The what? 

Mr. Sroxes. It will run much more uniform in quality. 

Senator Kerr. Wollastonite? 

Mr. Sroxes. Yes. Steatite tale is known to occur in nonuniform 
quality, so that in producing insulators from steatite there are many 
off-quality batches. This will apparently be reduced by the use of 
wollastonite. The mineral wollastonite and its associated minerals 
have no value until mined, crushed, and separated from each other, so 
that the situation is a situation analogous to coal, which must be mined, 
crushed, and freed from slate, and delivered to a shipping point before 
it be of any value. 

Thus, we would request that wollastonite be valued for depletion- 
allowance calculations similarly to coal. 

Senator BurLter. Mr. Stokes, do you not think there is a chance for 
it to qualify under the heading of one of these items listed as included 
in the House bill? 

Mr. Srokes. Those are the items listed in Mr. Fernald’s statement? 

Senator Burier. Is there not a chance for it to be included under 
one of them somewhere? It would not qualify as asbestos, but 

Mr. Srokes. It certainly would not qualify as asbestos or any of 
the materials. 

Senator Bur er. Is it not a form of sand? 

\ir. Svokes. It is not a form of sand. 

Senator Bur_er. Or gravel? 

Mr. Sroxkgs. It is a calcium silicate, so, therefore, partakes of the 
properties of diatomaceous earth and chemical-grade limestone. It is 
literally as if you took diatomaceous earth and chemical-grade lime- 
stone and put them in an electric furnace and fused them together to 
form the new chemical calcium silicate. 

Senator BurLter. Well, you have got two different grades of lime- 
stone over here on the 15 percent list. 
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Mr. Sroxes. As I point out, our material is literally a chemical com- 
bination of two of those materials, so your judgment as to whether it 
should qualify under those materials would be better than mine. 

Senator Kerr. Of course, the answer to that is that if it is a similar 
material or one that can qualify either one of the terms or more than 
one of the terms, probably the most expeditious thing to do would be 
to include it in order that there be no question. 

The CuarrMan. All right, Doctor. Have you anything further? 

Mr. Strokes. No, sir. Thank you, gentlemen. 

The CuarrmMan. Thank you very much for your presentation. 

Mr. Fernatp. Thank vou, sir. 

The CHarrMan. Mr. Krause? Just have a seat, Mr. Krause, and 
identify yourself for the record, please. 


STATEMENT OF HORACE C. KRAUSE, NATIONAL CRUSHED STONE 
ASSOCIATION AND AGRICULTURAL LIMESTONE INSTITUTE 


Mr. Krause. My name is Horace C. Krause, president of th: 
Columbia Quarry Co., St. Louis, Mo. 

The CuarrMan. What company? 

Mer. KRAT se. Columbia Quarry Co., St. Louis, Mo. 

The CHAIRMAN. Yes, sir. 

Mr. Krause. Lam chairman of the percentage-depletion committee 
for the National Crushed Stone Association and the Agricultural 
Limestone Institute. 

Our company is operating three plants in Illinois and one in Missouri 
Some of these plants are operated as open quarries and some as under- 
eround mines. These plants produce riprap, derrick stone, agricul- 
tural limestone, ballast, fluxine stone, chemical limestone, crushed 
stone, and various types of fillers. Our products are used in the 
following industries: Construction, farming, aluminum, pig-iron, 
gray-iron, glass, copper, lead, feed, minerals, fertilizers, rubber, coal, 
roofing, explosives, paper, and chemicals; and other crushed-stone 
producers supply materials which go into the manufacture of the 
following: Carbide, soda ash, paper, rock wool, pharmaceuticals, 
carriers and extenders in paint, putty, titanium, livestock remedies, 
chalk, whiting, and so forth. 


I am decidedly in favor of percentage depletion for our industry, 
not only because of the discriminatory unfairness of the present law 
but because the industry urgently needs proven future stone 
reserves. For example, in the span of 25 years my company has 
opened and been forced to close nine properties which, due to unfore- 
seep greologi cal alterations or characteristics of the deposits, wert 
failures as business enterprises. The principal causes could not bi 
determined by the usual means prior to opening. 

I have spent thousands of days examining deposits in Midwestern 
and Southern States with a view to opening new properties and 
find that the problem throughout the industry of properly insuring 
an adequate future supply of stone is becoming increasingly difficult, 
if not virtually impossible. 

Senator Mituikin. Is it difficult because of the lack of such de ‘posits 


or because of the relationship of such deposits to transportation 
‘ 
fringe areas? 





NEP EEP RE ORT A a 


SU AAA. 


} 
; 


We aan Ma be SHOTS RNS 


Re at STE I wi. 


cee 











com- 
her it 


milar 
than 
ld be 


9 
er! 


» and 


‘ONE 
TE 


the 


ittee 
tural 


ouri. 
ider- 
icul- 
shed 
the 
ron, 
‘oal, 
tone 
the 
‘als, 
lies, 


try, 
la W 
one 
has 
Te- 
rere 


bi 


ern 
nd 
me 


ult, 


sits 
ion 


NER ETE Emon aes 


Swat 


REVENUE ACT OF 1951 903 


Mr. Krause. For those two reasons, and because of the impossi- 
bility of making stone that meets all of the specifications put up by 
the various Federal agencies, industries, and for such reasons as that. 

There are probably, if we would add up all of the physical and 
chemical requirements in a set of specifications for all the uses I have 
cited here, at least 150 different qualities. 

For example, on the mere matter of absorption. For some purposes, 
the United States Government on concrete for dams will reject any 
material where the stone will have more than 1 to 1s percent absorp- 
tion. 

Senator Kerr. What do you mean by that? 

Mr. Krause. In other words, the stone will absorb more than one 
percent of the moisture. 

Senator Kerr. Will absorb moisture? 

Mr. Krause. By weight within 24 hours. 

Senator Miturkin. When you build a dam, you do not want to 
build a filter, it is obvious. 

Mr. Krause. That is correct. 

Senator Mriuiikin. You do not want a spongy stone 

Mr. Krause. I would say that the average absor ption on all lime- 
stones in the United States would exceed 3 percent, and it is not un- 
common to have 5, 6, 8, and 10 percent absorption. 

Now, that factor of merely absorption sounds like a small thing 
but you take a stone with 3 percent absorption, and put it into concrete 
and make concrete out of that, and it will absorb water, freeze, and 
under expansion and contraction break up readily. ‘This is merely 
in the matter of absorption; I am not talking about the crushing 
characteristics, the wearing characteristics, the compatibility of the 
agvregate, whether it binds with an asphalt or with a cement. 

Senator Minurkin. I think we are a little bit off the point that |] 
was driving at. 

Mr. Krause. | beg pardon. 

Senator Miruurkix. I am thinking in terms of the rareness of the 
natural materials — Are we to gather from your testimony that outside 
of your existing developed deposits that the undeveloped part of stone 
of that type is not a type that would satisfy the usual run of commer- 
cial users? 

Mr. Krause. That is correct. I would say of the known stone 
deposits in the United States there is probably less than 1 percent of 
them, if it is even as much as one-half of 1 percent, that would be 
commercially feasible. They might be here and there occasionally 
for a short period, but for an extended time 

Senator Muixiirkrn. Are they commercially not feasikle by the 
inherent nature of the deposit or because of transportation difficulties 
or overburden and things of that kind? 

Mr. Krause. All of those causes. 

Senator Miuurkin. All of those factors? 

Mr. Krause. All of those causes. 

Senator MiLuikix. But would you say that less than 1 percent or 
whatever figure it was, of the deposits, of the United States that have 
not been developed are inherently incapable of commercial use had 
they been developed or were they developed? 

Mr. Krause. That is correct. Cite the State of Illinois, for ex- 
ample, in my opinion, of the deposits of stone that have been opened 
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up in the last 25 years, at least 95 percent of them have been failures. 


Senator MiLuikin. Well, that could occur, of course, for a numbe r 


of reasons. 

Mr. Krause. That is correct. 

Senator MiLuikin. It might occur through bad management; 
it might occur through lack of capital; it might occur because of 
transportation difficulties. You can figure out a thousand different 
factors that might make a good stone deposit, as such, fail under par- 
ticular circumstances. 

Mr. Krause. Well, there are probably 25 characteristics to operate 
successfully in a business, and in the stone ride ‘ss, Whether it is the 
quality of the stone, whether it has a lot of bad characteristics like 
faults, or whether it pinches out completely 

Senator Miiirkin. That is what I am driving at. I am driving 
at that, and the composition of the stone itself. Now, are vou 
telling us of the remaining undeveloped deposits, less than 1 percent 
are good? 

Mr. Krause. Commercially feasible. 

Senator Minurkixn. Good, as compared to that part of 
posits which have faults, and so forth and so on? 

Mr. Krause. That is correct. 

For example, on almost all concrete specifications you cannot have 
more than 1 percent clay or clay lumps, and there are really very, very 
few deposits, that as such, will meet that requirement—very, very few 
of them. 

Senator MiLiikix. How come that you hit these deposits that you 
have just right? 

Mr. Krause. Well, we do not. Most of it is by trial and error, by 


nt 
aceicde it 


those de- 


“- r Miniirkix. Does it have any relation to transportation? 
"Ki .usE. It does, ves, of course. 

oe. to be commercially feasible you have to have trans- 
portation, vou have to have a proper relationship to markets, other- 
wise the de posits would have no commercial value. 

For example, at our Columbia, Ul., quarry, which was opened, | 
think, mere or less by accident, because my father had a good friend 
in the railroad business, and they said they wanted some railroad bal- 
last, and there was a small quarry operating there with a capacity of 
two 20-ton cars a day. He purchased it in 1905, and opened it up 
and built a larger plant in 1906; and at that time, at least 90 percent 
ol the. stone was classed as cood stone 
— Last vear, because of the change in character and the stone rising 
up the hilt- we have quarried at a much higher elevation, and we 
haul to the dump for refuse the stone that was not suitable for agri- 
cultural limestone or for any construction purposes, around 500,000 
vards of material; and yet our sales of productive materials were only 
three-fourths of a million tons. Now, that is a very difficult deposit. 

In the early days, we did not have that ratio, and it has gradually 
crept up, S« nator, to that-high ratio : 

Senator Kerr. In other words, it was 37's percent of the material 
that vou used that you excavated which was not usable, is that what 
you said? 

Mr. Krause. That is correct. 
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Senator Minturn. You have difficulty in finding deposits of the 
nature that you are now developing? 

Mr. Krause. That is correct. 

For example, to put it in an entirely different way, the Allied 
Chemical & Dye Co., I think, in 1930 or 1932 built a soda ash plant 
at Baton Rouge, La., originally intending to use oyster shells. 

They found that in their process it was not practical, and searched 
in the late thirties for stone deposits, and finally found a relatively 
small deposit on top of a salt dome at Winfield, La., and they pur- 
chased that property, and the property was gradually depleted, so we 
sold them our Prairie du Rocher deposit in Illinois, which is located 
in the flood plains of the Mississippi River. The chemical strata that 
is mined there outcrops from the flood plain of the north edge of 
Prairie du Rocher and gradually rises to about 150 feet above the 
ground at a point 2 miles north of Prairie du Rocher. 

You can measure the thickness of that strata, and the entire length 
of that 2-mile bluff, and it averages around 100 feet 

Now, thev core-drilled the 600 acres that we sold them in that 
area, and the average of the 600 acres in 20 holes, instead of being 
100 feet, which you can visibly see on that bluff, turns out to be only 
55 feet. 

One corner of that whole deposit drops 200 feet through some 
change. Yet any man can see there is—and see that tremendous 
bluff there, and you can see the thing for 2 miles. 

Well, in the stone business you just bet it could not happen, but 
there is a case there that due to nature, why, they just do not have the 
reserves they thought they had bought, and instead of having some 
75-year reserves, they have about two-thirds of that. But there are 
a lot of strange things that can happen in deposits 

Senator Minuikin. You think the best ones have been found 
already? 

Mr. Krause. Oh, very definitely. You still have the problem of 
place utility value. In other words 

Senator Mitutikin. What value did you say? 

Mr. Krause. Place utility value. For example, in the city of 
Chicago today there is one quarry in the city of Chicago. That 
quarry is now 300 feet deep, and I don’t know how many years it 
will last; but I would say that offhand, 5 years would be the limit of 
its life, because they are down 300 feet, and the chances are that they 
will run into a strata that will be urusable. 

That quarry produces about 1,500 tons a day, and I venture to say 
that the city of Chicago uses normally about 25,000 tons a day. 

When that deposit is gone they will have to move that and go out 
elsewhere and supplement that production, not in the heart of 
Chicago—this is within 5 miles of the Loop or less—they will have 
to go out 30 or 40 miles before they can open up a quarry from the 
downtown Chicago site to replace that. 

Senator Minurkin. Will they be able to get a quarry that will be 
equally acceptable so far as its product is concerned? 

Mr. Krause. I do not know whether they will be able to. We 
have a similar situation in St. Louis. 

When I started in the stone business 25 years ago, there were 


Or 


25 quarries in St. Louis and St. Louis County. Of that number at 
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least half of them were in the city of St. Louis. They were closed 
up by zoning ordinances or they worked themselves out. They were 
just too deep. 

Today in St. Louis and St. Louis County there are five quarries, 
and they have a zoning ordinance that requires that anyone seeking 
to open a quarry has to appear and file notice with the zoning board. 
The zoning board, if it so chooses, can send out notices to every 
property owner within 10 miles of the suggested location, and if one 
property owner objects, the zoning board has a right to turn down 
the opening of that quarry. It is a very difficult problem that we 
are faced with. 

Senator Wiiurams. May I ask a question? If limestone should be 
added to the list, how much difference would that make in your taxes? 

Mr. Krause. I beg your pardon? 

Senator Wiitrams. If limestone were to be added to the list for 
depletion allowances, how much difference would that make in your 
income taxes? 

Mr. Krause. Well, it depends on whether the company was making 
money. 

Senator WiiurAms. I am speaking about your specific case. How 
much difference would it have made had it been in existence? 

Mr. Krause. This past year it would probably have made a differ- 
ence of $75,000. There are many years, however, when we would 
have gained no benefit whatever, because we were not on a profit 
basis. The maximum you can get is 50 percent of your net, and, of 
course, if you do not have a net profit you do not have an opportunity 
to get benefits of this kind. 

Senator Wituiams. It could reduce your taxes by half, if there was 
a maximum, is that correct? 

Mr. Krause. That would probably be true temporarily, but I 
would say that in the long run that two things would take place; 
some competitors would, if they were in a profitable period, would 
and might use that to lower the marketing price. Others, who were 
wise, would spend it on future developments; they would spend it 
on a study of their property, and eventually those companies would 
be sounder and would be better taxpayers, and better industries for 
the country, and for the public as a whole. 

Senator Witt1ams. But the net result would be 

Mr. Krause. Temporarily that would be true. 

Senator Wiiuiams. A 50-percent reduction in your taxes. 

Mr. Krause. Temporarily that would be correct. 

Senator WriuraMs. All right. 

The Cuarrman. Anything further, Mr. Krause? 

Mr. Kravse. Some of these points I have already answered in 
answering the various _ stions. 

The Cuarrman. Yes, si 

Mr. Krause. There are many considerations which make a stone 
deposit unfit for profitable commercial use, such as lack of economical 
transportation, lack of ready access to highways, failure to comply 
with State and Federal requirements for construction, failure to meet 
chemical and physical requirements of industry and consumers, and 
structural or geological characteristics which render the stone unfit 
for commercial recovery. There are other minor but important 
technical reasons why so few stone deposits are suitable. Most 
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quarries now in use were discovered by trial and error or by accident, 
and with the present high costs of opening a quarry it cannot be done 
on a trial-and-error basis. 

The industry therefore needs the benefit of percentage depletion 
to assist in exploration costs. Without percentage depletion, the in- 
dustry does not have an adequate profit to satisfactorily prospect for 
and acquire future stone deposits. 

Man-made agencies and projects further contribute to the difficulties 
of protecting our future stone reserves. Such projects include dams, 
game preserves, State recreational areas, United States forests, State 
forests, State parks, forest preserves, highways, expressways, flood- 
control projects, palisades, parks, and local scenic areas. Rigid 
zoning requirements, such as exist in St. Louis County, Mo.—I will 
skip that part as I covered that. 

Besides the operating uncertainties with which our industry is faced, 
we have the problem of competing with other metallic or nonmetallic 
industries for the customer’s dollar. The farming industry is a 
typical example. 

Experts agree that most farm lands need limestone, rock phosphate, 
and potash. Each of these materials are recovered by the same 
general production methods, yet limestone does not receive percentage 
depletion and rock phosphate and potash do receive it. Other indus- 
tries such as lead and zinc receive percentage depletion and sell their 
byproducts in direct competition with our products at price levels 
below which we can sell our products, even though their usage by the 
farmer is identical. 

Senator Minuikin. What are those byproducts to which you refer? 

Mr. Krause. All types of construction materials. 

For example, at Iron Mountain, Mo., where they are producing 
iron ore, they have material, surplus material, which does not have 
sufficient iron content to warrant selling it as iron ore to the steel 
companies and it is sized and prepared to all commercial grades of 
crushed stone below 1 inch in size and competes with us, and sells at 
prices from 15 to 50 cents a ton; whereas, the average of the stone 
industry on crushed-stone products for 1949, the United States 
average was $1.30 

Senator Minirkin. This is a byproduct of lead or zine mining? 

Mr. Krause. This is iron ore. 

Now, in zine, in the Joplin tri-State area, for example, they sell 
ballast and construction materials for road purposes and concrete 
purposes at prices that are at least a fourth to a fifth of our selling 
price, 

On lead, such as produced at River Mine, Mo., Annapolis, Mo., 
Bonne Terre, Mo., they are priced to the railroads for ballast at 10 
cents a ton; and agric ultural limestone is sold at 50 cents a ton, and 
construction materials, such as a fine type of material graded similar 
to sand, is sold at prices from 25 to 40 cents a ton, and three-eighths- 
inch size crushed stone from 25 to 40 cents a ton or to the local road 
districts there for loading charge of about 5 to 10 cents a ton. 

Senator Minturn. Mr. Chairman, Mr. Palmer of Colorado is in 
the audience, and J would like to ask him whether our zine and lead 
mines produce commercial stone as a byproduct. 

Mr. Ronert Paumer. None that I know of, Senator. 
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Senator Miiuixkiy. Thank you very much. That was the reason 
for my question. I did not know about this practice in the areas 

Mr. Krause. There are hundreds of thousands of tons, J would 
say, in the State of Missouri, in byproducts including this tri-State 
district. 

Senator Kerr. There are millions of tons, are there not? 

Mr. Krause. There are at least 50 million tons of byproducts 
above ground, and I would sav that their sales are a minimum of a 
half million tons, if not 2 or 3 million tons per year, at the prices 
that I mention. 

The hazards of finding and developing our deposits are equal and 
identical with such industries as lead, iron, potash, phosphate, and 
other metallic and nonmetallic minerals which now enjoy a percent- 
age depletion allowance. 

We, therefore, urge that your committee concur with the House 
action in granting percentage depletion to the crushed stone and 
agricultural limestone industries, but recommend that we be given 
15 percent due to the fact that many of the similar industries that we 
compete with do receive 15 percent with the exception of the oil and 
gas industry, which has the benefit of 271; percent. 

The CuarrMAn. We thank you very much. 

Mr. Krause. Thank you very much. 

The CuHarrmMan. Mr. Webre. Identify yourself for the record, 
please. 


STATEMENT OF LLOYD P. WEBRE, PRESIDENT, UNITED SALT 
CORP. 


Mr. Wepre. Gentlemen, my name is Lloyd P. Webre, and I am 
from Houston, Tex. 

[ am the president of the United Salt Corp., and vice president of 
the Texas Brine Corp. 

My family has been in the salt business for 30 vears and I have been 
in it for 15 years. 

Salt is produced primarily in rock-salt form and in brine. The 
rock salt is produced very much the same way as coal or potash or 
limestone, and the equipment which is used to produce it is the same. 

The units are used in all the mines and the same units exactly can 
be used for each purpose. In case of the production of brine, it is 
very similar to the process for producing sulfur, only we do not use 
any superheated steam; we use cold water. We just pump fresh 
water down into a salt deposit and foree brine back. 

Salt is somewhat like sa and, as far as resources in the country 
are concerned, there is certainly no doubt where coal or salt is, but 
the quality of the salt varies, and is different in different parts of the 
country, with different impurities in the deposits, and the purest salt 
in the world that I know of is produced in south Louisiana. 

All salt which we know exists in this country is not necessarily 
suitable for production due to its contamination with otherchemicals, 
like calcium chloride, magnesium sulfate, and calcium sulfate, and 
so on. 

As far as I know there are not any salt producers doing any explora- 
tion work to develop new salt production. We have not done any 
and neither do any of the salt producers get any depletion allowance. 
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The quantity of salt in reserve is undoubtedly very extensive, but 
beyond the present sources of production it is not known whether or 
not there are extensive deposits which could be produced due to the 
purity of the salt being unknown. 

For brine purposes, certain impurities can be removed from salt, 
but from rock salt, the salt must be used as such and is not re fined, 
but is merely treated for human consumption. 

Senator Mruiikrinx. They have a pretty good deposit in Kansas? 

Mr. Wepre. Yes, sir. It is in Michigan, New York, Kansas, 
Utah, Louisiana, and Virginia. Now, those are some of the major 
salt-production points. 

According to the Chemical Industries for the wee : of April 7, 1951, 
the national ec onomy will require for war industries by the end of 1951 
some 10,000 tons of chlorine per day. ‘This is also in accordance 
with recent Government and industry estimates. Having this in 
mind, the Government has already issued certificates of necessity 
representing additional capacity of 3,121 tons per day and has under 
study 319 more tons daily capacity. In order to bring production to 
the amount estimated, there will be required over 6,000 additional 
tons of salt per day or an increased yearly capacity of over 2,000,000 
tons of salt. Production in the United States in recent years has 
been as follows, expressed in short tons: 


Tonn ige Value 
1947 16, 053, 882 $52, 191, 688 
1948 16, 403, 293 54, 331, 782 
1949 ; ‘ 15, 590, 697 54, 048, 226 


These figures are taken from the Bureau of Mines, Department of 
Interior, and are the official statistics. 

Figures for 1950 are not yet available. An increase of 2,000,000 
tons of salt would therefore represent a percentage increase of approxi- 
mately 12.5 percent. That is just for chlorine. 

Senator Kerr. You say this production here is all used in the 
production of chlorine? 

Mr. Wepre. No; it isnot. That is total production in the United 
States. 

Senator Kerr. What vou are saying is that the additional 2,000,000 
tons will be for chlorine. 

Mr. Wesre. Yes, sir; oe Chlorine and caustic. 

Senator Kerr. Yes, si 

Mr. Wesre. In addition to these requirements of the war industries, 
synthetic rubber plants, military installations, and expanding industry 
will also require more salt, materially increasing the chlorine require- 
ments, as well as the increased needs accompanying normal increases 
in population. 

Industrial surveys show that existing plants are already operating 
full capacity and since there has been a negligible amount of capacity 
added in recent years, it follows not only that the capacity of these 
plants must be increased, but also that modernization and arrange- 
ment for better efficiency are required. Only in this way may the 
increased capacity and increased production be attained. Salt vields 
& comparatively low return and the returns have not justified the 
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large investment required to produce an additional amount. It is 
therefore necessary that salt producers be given stimulus for expansion 
and an incentive to increase their capacity. 

Upon the basis of the figures furnished, the yield per ton in the 
years listed has been as follows—these are Government statistics, 
also: 


Yield per t 
SR es ce eee a ee SS es de ee st ie ee, 25 
1948 a sein Me wa a pa eee ta icaierbar a Ga aa Sal ae ae a 3. 3] 
1949 : eH Se ee ee ec aa ae 


These figures not abe show a low return, but also demonstrate that 
salt as a commodity has not enjoyed the increase which has taken 
place in the realization upon other commodities. These figures in- 
clude, of course, salt of all types and methods of production. 

In view of the high rates of current income taxes, and the probably 
higher rates yet to come, it is obvious that the salt industry finds i1 
difficult to retain enough of its earnings to invest in new plant facilities, 
and, furthermore, that the low rate of return after deduction of taxes 
leaves little incentive for the investment of new private capital i 
salt-producing facilities. 

Senator WiiuraMs. Is that not about true with every corporation 
now? 

Mr. Wepre. Well, in our particular case it hurts us materiall; 
because we were under the impression, as I will point out a little later, 
that we were going to get tax relief on excess profits; that salt was 
provided some relief from excess profits due to the war effort. But the 
way the bill is drawn up, we get absolutely no relief. In other words, 
if we produc e any more salt we pay more taxes, and we cannot ver 
we uy n istify the investment. 

1ator WiiuiaMs. That is what I say, but is not that getting to 
ad about true with a lot of our businesses? 

Mr. Wepre. Yes, sir. I am afraid that is true. 

Senator Wiiurams. At least it has reached the point——~ 

Mr. Wesre. I am afraid we are in the same boat with everybody) 
else in that respect, that is correct. 

There are, of course, two methods of securing a greater net income; 
one, to secure an increased realization for the product ; and the other, 
to reduce cost of production, operating expenses, and other charges 
In the present case, it seems that there is little, if any, chance fo: 
material increase in realization and the tendency of operating and 
other costs is to increase; it therefore appears that the only means b 
which the industry can secure a greater net income is through per- 
mitting it to retain a greater portion of its earnings. It is manifestly 
not feasible to provide f for a special schedule of rates for income taxes 
to applied only to the salt industry; but it is possible to eet 
reduction in such taxes by granting to the salt industry the bene! 
which is already accorded many other minerals through the allowanc 
of percentage depletion. Among the minerals which are alread\ 
allowed percentage depletion are the following: 

Metal, coal, sulfur, potash, and the following other mines: 

Bauxite, fluorspar, flake graphite, vermiculite, beryl, feldspar, mica 
tale, lepidolite, spodumene, barite, ball, sagger and china clay, 
phosphate rock, rock asphalt, trona, bentonite, gilsonite, and 
thenardite. 
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Senator Witu1aMs. The inclusion of salt in those minerals would 
be the equivalent of giving you a 50-percent reduction in taxes; is 
that correct? 

Mr. Wesre. No, sir; I do not think that is correct. 

Senator Wituiams. The mathematical figure is that. 

Mr. Wepre. I have a figure on the next page. 

If the 15-percent depletion were given to the whole industry, the 
total cost to the Government would be $2,700,000, which would be a 
small amount of money for the amount of increased production 
available. 

Senator Wititiams. How much is that below the taxes that you are 
now paying—how much below the taxes that are now being paid? 

Mr. Wepre. I could not tell you what taxes the industry is paying 
today. IJ just do not have the information so that I can tell you. 

Recent discussions in Congress concerning the matter of percentage 
depletion on oil and gas have brought out very clearly the argument 
that one of the most important reasons for the allowance of depletion 
at the present level is that to do so stimulates exploration and exploita- 
tion, whereas a reduction of the allowance will make the risks un- 
profitable, thus stifling continued exploration and the discovery of 
new deposits. It is quite evident that in the case of many of the 
minerals listed, the purpose of the allowance is to make attractive 
their recovery and processing by allowing the operators to retain a 
larger proportion of their realization. 

The effect of the refusal to allow to salt the same advantage as is 
enjoyed by many other minerals is to place salt operators at a dis- 
advantage in spite of the fact that they are dealing with a depletable 
resource. The inclusion of salt. with other minerals in the depletion 
provisions of the Internal Revenue Code would have the immediate 
effect of making investments in salt-producing plants more attractive, 
both for present producers and for capital not now employed in the 
salt industry. 

Upon the basis of statistics released by the Bureau of Mines in its 
1949 Minerals Yearbook, the total value of naked salt produced in 
1949 amounted to approximately $54,000,000. Carried further, this 
figure may be translated into effect upon Federal income and excess 
profits taxes as follows: 


Value of salt__- ; 2 ; $54, 000. 000 
Cost of mining, treatment, etc _ _- 27. 000. 000 
Gross income from property _ 27. 000. 000 


Percentage depletion, 15 percent___~- _- t, 050, 000 


If it is assumed that the selling and general expenses, interest, 
and so forth, are 80 percent of the gross income from the property, and 
that the depletion allowance is limited to 50 percent of the net 
income from the property, the deduction would be as follows: 


Gross income from property $27, 000, 000 
Selling and general expenses, etc__- 21, 600, 000 
Net income from property —- 5, 400, 000 
Limitation at 50 percent 2, 700, 000 


Senator Witt1aMs. That is the point I was raising. I mean your 
50 percent limitation would work in that case. 

Mr. Wesre. That is right. 

Senator WiiiiaMs. So, therefore, it would have the net result of 
reducing the taxes by about half. 
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Mr. Wepre. That would depend upon the excess profits, and so on. 

Senator Wituiams. Depending on the same assumptions that you 
are operating on here. 

Mr. Wepre. Yes, sir. 

Well, in our case, in our particular case, I think that it would mean 
something like $50,000 to our company per year. 

Senator Wiiuiiams. It may vary—there may be variations—in 
different companies, but the over-all net result would average out about 
the way you are speaking here, about 50 percent. 

Mr. Wepre. When we say “naked salt,’’ we mean the salt before it 
is packed, vou see, and the average net plant after deduction of pro- 
duction cost, and then 15 percent of that, vou see 

Senator Wiiiiams. That is true, but you would come into the 50 
percent limitation; vour volume would come into the 50 percent limi- 
tation. 

Mr. Wepre. Yes, I certainly assume we would. Yes. The reduc- 
tion in taxes at 47 percent normal and surtax and 30 percent excess- 
profits tax would be $3,118,500 in the first case and $2,079,000 in the 
second. 

Salt is of far greater importance to the national economy than many 
of the minerals for which percentage depletion is allowed by the present 
Internal Revenue Code. 

It is the most basic of all chemicals. It is used for caustic, chlorine, 
sodium, and there are just hundreds of things made from salt. 

Senator Miniikix. Do vour prices reflect the 

Mr. Wesre. The salt business is extremely competitive, like many 
others, and the freight rates influence it, and the location of the de- 
posits from the markets have an effect on the price 

Senator Mriuuikix. Generally speaking, you are making money at 
the present time? 

Mr. Wepre. On the basis of the, say, 10 vears of operation in our 
particular company, I thik we have earned less than 5 percent on 
the basis of the appraised value of our property, and that is not too 
much money 

Senator Mitiikix. Were there not periods when you were making 
no money? 

Mr. Wepre. Yes, sir; we certainly have had periods like that. 

Senator Mitirkry. [ am talking about the industry generally. 

Mr. Wesre. I would say that there are periods when the business 
was not profitable over some years, but at the present time it is 
p ‘of able. 

Senator Minirkrx. Has that been true since World War IT, since the 
clos of World W; r I]? 

Mr. Wesre. Well, the most unprofitable period in the industry 
was back around 1933, in that area, between 1933 and 1938, I would 
Sa 

Senator Minirkix. Thank you very much. 

Mr. Wesre. In spite of the greater importance of salt as compared 
with many of the minerals for which percentage depletion is allowed, 


salt is omitted from t] ce list of these materials in the Internal Revenue 
Cod The fact of its larger supply, more extensive deposits, etc., 
is not a sufficient reason for this discrimination, since the greater 


availability of salt results in a low value for the finished product as 


ymmpared with the scarcer minerals, resulting in turn in a lower rate 
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of return to the salt producer, with less incentive to further production 
than in the case of the products of higher value. 

Senator Miiirkin. Do vou set up depletion reserves in your man- 
agement of your company? 

Mr. Wepre. No, sir, we do not. We are not permitted depletion. 

Senator Minurkin. | mean for vour own purposes. 

Mr. Wepre. No, sir, we do not. 

Senator MiLiikin. For your internal purposes, irrespective of taxes? 

Mr. Wesre. No, sir, we do not. 

Senator Minurkrx. Thank you. Is that true as to the industry 
generally? 

Mr. Wepre. I could not say, but in our companies it is true. I 
could not tell vou, 

This is, of course, only aggravated by the fact that the tax rates 
are higher on salt than on other minerals due to the depletion allowance 
as presently constituted. 

The importance of salt to the national economy is recognized b’ 
Congress and the Treasury peperuane nt by the inclusion of salt in 
section 453 of the Internal Revenue Code providing for the exemption 
from excess-profits tax of certain income earned from certain mining 
and timber operations, from natural gas properties, and from salt. 
In determining the nontaxable ‘‘exempt excess output” so-called, there 
are four steps or conditions: 

1. Determination of the units of excess output, defined as the 
excess of production for the taxable vear over the normal output. 

2. Ascertaimment of percentage ratio of excess out put to recoy erable 
reserves. In the case of salt producers, we all have large reserves of salt 
and therefore we cannot take advantage of that depletion 

Senator MILLIKIN. Let me put my question to you another way. 

Does not your price reflect the fact that you are exhausting your 
resources? 

Mr. Wepre. I think that the price is determined by the law of 
supply and demand. I think that is the answer to your question. 
1 do not mean to evade the question, but I do not know how else to 
answer it. 

Senator Burter. You have some competition, do you not? 

Mr. Wepre. Yes, sir. 

Senator MiLiikin. But those competitors are confronted with the 
fact that they have to replace exhaustion of their capital 

Mr. Wepre. That is true, but 

Senator Minuikiw. Would vou say that the industry asa whole does 
not price itself so that it will get back the capital it is losing? 

Mr. Wrsre. I would Say that provisions for repleni shing salt in 
deposits as they are being explored and driven to completion, that is, 
from the economical recovery, are not being made as a general rule. 
Does that answer vour question? 

Senator Mriurkin. That answer my question. 

Mr. Wresre. We do not deplete our reserves, because the internal 
revenue has never allowed it. 

Senator Minirkin. That is a different angle. I am talking about 
what vou do for the preservation of your own company, irrespective 
of what the Federal tax impact may be. 

Mr. Werre. In that case we do not set up any depletion 

Senator MiurKin. Thank you very much. 
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Mr. Wesre. 3. Ascertainment of the units of exempt excess output 
as a percentage of the excess output. 

4. Multiplying the units of exempt excess output by the normal 
unit profit, defined as the average profit by the normal period per 
unit of output. 

The amount so determined is deductible in computing the excess 
profits net income. The term “exempt excess output”’ for any taxable 
year means a number of units equal to prescribed percentages of the 
excess output for that year. The smallest bracket, however, is one 
where the percentage of excess output, to estimated recoverable 
units is more than 5 percent and not more than 10 percent, in which 
event the exempt excess output is 20 percent of the excess output for 
that year. 

Because of the fact, however, that salt usually occurs in very large 
deposits the recovery of the deposit requiring a very considerable 
number of years, the intended relief is no relief at all so far as salt is 
concerned, since the condition as to an excess output of 5 percent to 
10 percent of the estimated recoverable reserves could be met only in 
the case of an unusually small deposit. The salt producers are there- 
fore placed in the position of being unable to secure relief by reason 
of the lack of equipment which thes Vv cannot secure and pay for unless 
relief is granted—what is known as a “vicious circle.”’ 

The only case in which relief could be obtained under this provision 
of the code is where the producer is able to mine his deposit at such 
a rate that it will be exhausted in not more than 20 years. As a 
matter of fact, the situation is worse than this, since the percentage 
is based upon the excess of production for the taxable year over 
normal output. 

It is therefore evident that salt is allowed no relief whatever. It 
is notable in this connection that section 453 includes among the 
minerals, not only those previously listed as the subject of percentage 
depletion but also many which are not allowed percentage depletion. 
To this extent it is evident that Congress recognized the special con- 
ditions attendant upon the recovery of minerals and gave cognizance 
to the fact that they are entitled to relief, at least under the conditions 
of accelerated recovery attendant upon war economy. 

We feel that salt needs a depletion allowance, like many other 
minerals do. We think that it would be fair if one were granted. 

Senator Mriurkin. Did you present your case to the House Ways 
and Means Committee? 

Mr. Wesre. Well, sir, I did not have time, and the reason I did 
not have time, was that I was laboring under the false impression 
that we had some relief under excess profits and we got an extension 
for filing of returns up to June 15, and we woke up and found out 
that we were out in the cold; so that was the reason it was not 
presente d. 

Senator Mintirk1n. You have not presented it? 

Mr. Wepre. That is correct. 

Senator Mriiix1x. Have you been before any committees of the 
Congress before? 

Mr. Wepre. No, si 

Senator MrLurkin. Thank you. 

The Cuarrman. All right. Is there anything further? 

Mr. Wepre. No, sir. I would be glad to answer any questions. 
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The CHarrMan. Thank you, sir. 

Any questions? Thank you very much for your appearance. 

Mr. Wepre. Thank you, Mr. Chairman. 

The CHarRMAN. We have a witness who was not here when he was 
reached, Mr. Grassman. 


STATEMENT OF EDWARD J. GRASSMAN 


Mr. GrassMAN. Senator, [ am sorry I was not here when you called 
my name, but I thought I was at the bottom of the list. 

The CHarrMAN. Well, you are. 

Mr. GrassMan. So, I went around to your office. 

The CHArRMAN. You were very nearly at the head, but you are 
now the illustration of ‘‘the first shall be last.” 

Mr. GrassMan. Well, that is where I belong down near the bottom 
anyway. 

The CHarrMAN. Just have a seat. 

Mr. GrassMAn. Thank you. 

My name is Edward J. Grassman. 

The CuarrMan. Did not the House take care of your situation? 

Mr. Grassman. They did. I am only here to answer questions, 
Senator. 

We were taken care of in the act of the Eightieth Congress, 1946 
and there has been no change made, so I am here to answer any 
questions you may wish to ask, but also on behalf of some of my 
friends in the ball and sagger clay industry. We would like to ask, on 
their behalf, that the wording of section 304 on the twentieth line 

Senator Butter. What page? 

Mr. GrassMANn. Page 85. We ask that the wording be changed. 
We want the “and” stricken from the twentieth line and a comma 
inserted, and then it will be the same as the existing legislation. The 
present legislation says, “ball, sagger, and china clay.” 

We are afraid that the Treasury Department may contend under 
the present wording “ball and sagger clay, china clay’’—that unless 
it was both a ball and a sagger clay it might not be allowed depletion. 

We had considerable experience with the technicalities of the 
Treasury Department, and we are always suspicious when we see a 
little change; perhaps unfairly so, but we are suspicious. 

Senator Mitiikin. Have they refused to allow you depletion? 

Mr. GrassMan. | beg pardon? 

Senator Mituikin. Have they refused to allow you depletion? 

Mr. GrassMan. Oh, no, we are all right. ‘This is a present change. 

Senator Miuuikin. A change in the punctuation. 

Mr. GrassMan. We do not know why it occurred, but the proposed 
legislation now inserts the word “and” and eliminates the comma, 
and we are fearful that that might mean it would be necessary to be 
both things, and that would be rather difficult under certain cir- 
cumstances. 

The Crarrman. That was probably just a draftsman change, Mr. 
Grassman. 

Mr. GrassMan. Well, I imagine so, because I could not find any 
reasons for it over in the Ways and Means Commiitee. 

Senator Wituiams. Mr. Grassman, you say you were included 
under the depletion a couple of years ago? 
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Mr. GrassmMan. In the Eightieth Congress in 1946, yes, sir. 

Senator Wiiurams. How much of a savings has that been percent- 
agewise to your industry from the standpoint of reducing taxes? 

Mr. Grassman. I do not know about the industry. As far as 
we are concerned, my testimony before the Ways and Means Com- 
mittee pointed out that we had spent last year in drilling over $164,000 
without taking into consideration actual expenditures. I am just 
talking about actual out-of-pocket cash, expenditures, and I should 
estimate that it saved us about $70,000,000 on that—I am guessing 
now. 

Senator Wittrams. About 40 percent? 

Mr. Grassman. About that in our taxes. We are only a small 
industry. We do not go into millions, you know. 

Senator Wituiams. But it was the equivalent, the inclusion of 
vour product under that, was the equivalent of about a 40 percent 
reduction in your income tax rates. 

Mr. GrassmMan. That is correct. What our situation is, that we 
must spend so much money for prospecting that unless we had some 
tax allowance which would assist us in the prospecting, we could not 
find new supplies; and I pointed out before the House committee 
that our bankers had refused to advance to us, loan to us money, for 
capital improvements that we needed, because they stated that we 
did not have enough reserves to warrant building additional plants. 
Senator MiLirkin. You are expending vour capital any time vou 
are in 2 wasting-re source business, vou are spending your capital 
with every unit of production, and vou either have to get it back 
it is confiscation of capital, unless there is some Wav to get it back. 

Senator Kerr. Replace it 

Mr. GrassmMan. In our case we would be in a very few vears at the 
point where we would have no money left. 

Senator Miturkix. Anybody who spends his capital without 
ting it back winds up without money. 

Senator Kerr. There are a lot of folks who are interested in what- 
ever remedy you find for that situation. [Laughter] 

GrassMan. I think we will have to stop spending money and 
keep a little for some other purposes. While we are on the subject 


of taxes, [ know your company is giving consideration to this problem 


of eliminating the $25,000 lower bracket, and the surtax exemption in 
companies that are owned by the same people in different lines, where 
corporations have deliberately split themselves up in the last few 
vears to save taxes. I can see some justification for attacking them, 
but some of us who started out 20 vears ago when we had a company 
in one business Virginia, and another company down in Georgia, 


entirely separate, and then I happened to be in the aertal tramway 


business, and I happened to be in a patent pipe business, would be 
ruined ul he contemplated legislation. I would be ruined good 

plenty because I am not very rich, and I would not have any 
$25,000 low ha and with the excess-profits tax base being cut 
do o 75 percent, it certainly is going to be murder. 


It does not seem cricket. When you are playing poker—perhaps 
none of you gentlemen ever do anvthing as wicked as that but when 
you are playing poker and all the cards are dealt and someone savs 
“Wait a minute, we have got a new rule now,” after you put your 

in ¢ everybody else does, you sav “We have got a new rule 
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now.”’ You generally change the rule before the cards are dealt, 
and I felt that with respect to these companies, which have been in 
existence for, say, 10 years that this new legislation should not affect 
us to the same extent that it does someone who has a big corporation 
and now splits it up into 10 or 15 or 20 pieces. 

Senator WituriAms. Of course, you would not want to preclude a 
young man starting out in business today from the opportunity of 
doing what you did 10 or 15 years ago? 

Mr. Grassman. Well, I know how hard it is going to be for me 
where I am already in the business, and that young man is certainly 
going to be in a fine mess. 
~ Senator Burter. Mr. Grassman, I might say I have had letters of 
protests where the corporations were organized as much as 40 or 50 
years ago. 

* Jt was not done for the purpose of tax evasion. 

Mr. GrassmMan. I started my first corporation about 40 vears ago, 
but some of them I have started in the last 10 or 15 vears, and most 
of them 20 vears ago. But it does not seem cricket, that is all. It is 
changing the rules after the cards are dealt. 

Does anyone want to ask any questions? 

Thank you, gentlemen. 

The CHAIRM Kia. We are very clad to have rad you here, Mr. 
Grassman. 

(Whereupon, at 11:50 a. m., the committee went into a strict 
executive session to reconvene in open hearings at 10 a. m., Mon- 
day morning, July LS. P95. 
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MONDAY, JULY 16, 1951 
UNITED States SENATE, 
COMMITTEE ON FINANCE, 
Washington, D. C. 
The committee met, pursuant to recess, at 10 a. m., in room 312, 


Senate Office Building, Senator Walter F. George (chairman) presiding. 


Present: Senators George (chairman), Kerr, Millikin, and Butler. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The CHarrMANn. The committee will come to order. 

Mr. Ruttenberg, you come around, please, sir. Some of the other 
members will probably report later. The Senate is in recess, and 
they feel like it is more or less of a holiday. [Laughter.] You have 
a seat and identify yourself for the record. 


. 


STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR, DEPART- 
MENT OF EDUCATION AND RESEARCH, CIO 


Mr. Rutrenperc. My name is Stanley H. Ruttenberg, and I am 
director of the department of education and research of the Congress 
of Industrial Organizations, a member of the ClO Committee on 
Economic Policy, and responsible for tax matters in the organization. 

Mr. Chairman, I have a statement that runs about 35 minutes, I 
guess, to read. 

With your permission, if I could have the whole thing incorporated 
into the record, I will try to skip certain spots as I go through. 

The CHAIRMAN. You may insert the entire statement in the record, 
and then emphasize such parts of it as you wish to. 

Mr. Rurrensera. I will read through the first seven or eight pages, 
and then summarize the rest. 

The CIO is happy once again to present its views on taxation to 
this committee. We have made a long and detailed study of the 
whole tax situation, and are prepared to make the results of that study 
available to this committee. 

There has been considerable debate about the amount of taxes 
which must be raised during the current fiscal year in order to balance 
the budget. There were original estimates that ran as high as $16 
billion. Those estimates have since been reduced to about $10 billion, 
and there are even some who think it will be less. 

To a considerable extent, the size of the deficit will depend upon 
how successful the Congress is in eliminating unnecessary expendi- 
tures. There have been estimates made by various Members of Con- 
gress and by outside organizations that indicate the budget can be 
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reduced $8 to $9 billion. If the budget can be reduced by this amount, 


there will obviously be no need, from a balanced budget point of view, 
to increase taxes. 
The easiest way to balance the budget is, of course, to simply cut 


down expenditures to meet expected income. We are skeptical, 


however, of claims that the budget can be cut by $8 or $9 billion. 
We recommend, however, and encourage careful scrutiny of 
single, individual item in the budget. 

Certainly our defense expenditures should produce a dollar of real 
value for every dollar spent, Just as we demand of our nonmilitary 
expenditures. Anti-Fair Dealers find special pleasure In attacking 
the “all other’? (nondefense) component of the budget. But it should 
be remembered that, in fiscal 1952, this category actually includes 
$2.5 billion of expenditures directly or indirectly related to the mobi- 
lizat tion program, and it includes other atpencitares asia ee opera- 
tion of the Government and the long-ru! welfare of the Nation. We 
will not be strengthening America by aceenie ceeeal programs 


that are designed to protect and develop the human and physical 
resources of this Nation. 


each 


We wish it were possible to reduce the level of Government expendi- 
tures to the extent necessary to avoid increases in taxes. No one, 
obviously, wants his taxes increased. However, we in CIO believe 


very strongly that a sound national policy is one which is based upon 


the principlé of pay-as-you-go, certainly pay-as-you-go within the 
concepts of present contem ipl: ated oe rn ment expen iditure ‘Ss. 
li the Congress Is hol successi ‘ul 3 lucine unnecessary Govern 


ment expenditures, then Federal taxes must be increased to balance 
the contemplated budget for fiscal 1952. 

It is our firm belief, after careful scrutiny of the budget for the 
current fiscal vear, that the Congress W ill have to enact tax legislation 
that will increase Federal revenue by approximately $10 billion. We, 
however, earlier this year, developed a tax program that would pro- 
duce an additional $16 or $17 billion in Federal revenue. These tax 
recommendations of ours involve raising approximately 50 percent 
ot that total froi } eorpee ons, 25 percent from individuals, and an 
additional 25 percent by closing the loopholes that now exist in our 
tax laws. 

We firmly believe that such a tax program must be based upon the 
principles of ability to pay and equality of sacrifice. There is no need 
for imposing a sales tax or even increasing existing excise taxes beyond 
their pl esent level. The or is ho need { for reduc Ine the personal incdi- 


vidual income-tax sscueeatiaanl sine permitted taxpavers. 


We « an still raise this amount of taxes without Increasing the tax 
burden on any individual whose total amount of taxable income does 
not now exceed $1,000. For all practical Pate on, this means that 
a married couple with two children with a gross income between 
$3,000 and $4,000 would not be subject i additional taxation. 

We believe that at least $10 billion in taxes must be raised to balance 
the revised budget for fiscal 1952 

We therefore recommend to this committee that, in raising the $10 
billion, at least $5 billion come from Corporations 5 that approxi- 
mately $2'. billion come from individuals, and that the additional 
$2', billions be gotten by closing Many of the existing loopholes In 
our tax laws. 
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The tax bill H. R. 4473, passed by the House of Representatives, 
in certain aspects, as far as it goes, is a good bill. In certain other 
areas, it is, in our judgment, defective. 

I should like, therefore, to indicate to you the ways in which we 
think the House bill is inadequate and can be improved upon. 

However, before 1 do so, I should like to discuss some of the testi- 
mony whic h has already been presented before this committee. 

The National Association of Manufacturers and other representa- 
tives of big business have come before this committee and proposed 
the adoption of a sales tax. These employer organizations have gone 
before other committees of this Congress and testified on the type of 
stabilization program needed during the mobilization period. 

They have testified that there is no need for direct controls, such 
as over prices and wages. They have indicated that we can stabilize 
this economy of ours through use of indirect controls with the main 
emphasis on credit and taxation. These same employer groups, after 
testifying on the stabilization program, come before this Finance 
Committee of the Senate, when it is considering tax legislation, and 
reveal a tax program designed to relieve themselves of tax increases 
and impose the burden upon those least able to afford an increase. 

This type of tax program, they believe, is sufficient as an indirect 
control measure that would aid our mobilization program. Their 
program is to tax the poor, tax the low-income individual, give relief 
and incentive to the wealthy. They say the wealthy cannot afford 
to be taxed more, because they are already paying exorbitant tax 
rates. They indicate that the wealthy’s incentives to engage in the 
patriotic endeavor of increasing production in the mobilization pro- 
gram would be seriously hampered if they were subject to higher 
individual income taxes. They further say to this committee that 
corporations cannot afford to pay higher taxes, because corporations 
need their increased income to expand production and improve plant 
efficiency. 

They say, “Shift the burden from the backs of these corporations 
and wealthy individuals to the backs of the poor and low-income 
people.” 

The facts are, however, that, even with the 124 percent individual 
income-tax increase proposed by the House, individuals earning 
$50,000 a vear will still be left with $28,000 after taxes, individuals 
earning $100,000 will still be left with $41,000, individuals earning 
$500,000 will still be left with $67,000 after taxes, while individuals 
earning $3,000 will be left with only $2,600, and those earning $5,000 
with $4,100. 

In a time when we are talking about equality of sacrifice, not too 
much hardship will be imposed upon the high-income individus il who 
will be called upon to reduce just his standard of luxury, and maybe 
not even that in many cases, while the low-income individual will be 
called upon to re duce his basic standard of living which does not even 
provide for more than the basic mere necessities of life, to say nothing 
of the standard of luxury. 

The corporation-tax increase proposed by the House of Represen- 
tatives, while, in our judgment, it does not go far enough, will leave 
corporations, according to the House Ways and Means Committee 
in their re port, with approximately $20 billion after the tax increase 
incorporated into the present bill goes into effect. This $20 billion is 
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only 10 percent less than corporate profits after taxes for 1950 and 
higher than any other year except 1948 and 1950. 

These representatives of the employer organizations, such as the 
National Association of Manufacturers and othe ‘rs, say the solution is 
a sales tax. The facts on sales taxes are well known. The fact that 
a sales tax bears most heavily upon the low- and middle-income 
individuals, in other words, upon those least able to pay, is irrefutable 
and undeniable. 

It was argued by other witnesses before this committee also that all 
Americans ought to readily accept a lower standard of living as a 
contribution to meeting the needs of this emergency and that, there- 
fore, higher taxes on low-income families are now highly justified 

This viewpoint, which is particularly attractive to the well-off, 
emphasizes that we must tax where spending is done, and that, sinc: 
such large aggregate sums accrue to the millions of low-income fs umilies, 
here is where taxes should be greatly increased. Furthermore, taxes 
from wage and salary earners are easiest to collect, either by direct 
deductions from payrolls or by the impositions of sales or excise taxes 
Almost 100-percent aaa ement can be assured. 

The injustice of this tax theory should be apparent to all. For 
millions of families me ‘re is no “loose”? money floating around which is 
bidding up the demand for goods in short supply. For millions o! 
American families there is hardly enough income to support minimum 
standards of decent family life. To increase further the taxes upon 
these individuals simply will de prive them of the ability to buy goods 
that are essential to a healthy and decent existence. 

On the other hand, tax rates on middle- and high-income individuals 

can be substantially increased and existing loopholes closed without 

curtailing their ability to buy the necessities of daily life. Even after 
substantially higher taxes, their incomes and savings will remain 
adequate to assure them the ability to buy a substantial quantity of 
goods and services. 

As proof of this fact, I should like to refer this committee to some 
basic findings derived from the Federal Reserve Board’s Survey of 
Consumer Finances and from the National Income Statistics of th: 
United States Department of Commerce. All figures refer to 1948 
our boom postwar yes They indicate, according to table I, which 
is attached at the rear, ‘thi at the top 10 percent of our families by income 
—with earnings above $6,000 a year—bought 25 percent of the total 
amount of consumer goods purchased in 1948. This top 10 percent 
represents only slightly over 5,000,000 American families. On th: 
other hand, as we can see from table I, the bottom 50 percent of ow 
families, who earned less than $2,840 in 1948, accounted for only 28 
percent of total expenditures. This group represents 25% million 
families. In other words, the upper 10 percent of our families spent 
approximately as much as the lower 50 percent—that is, almost the 
same amount was spent by the upper 10 percent as was spent by 
five times as many families in the lower 50 percent. 

Certainly, the incomes falling within the bracket of the top tenth 
could be taxed a sufficient amount to reduce their expenditures to th 
a of the second tenth without reducing their families to anywher 
near poverty levels. This would produce $18.5 billions—more than 
the coceia revenue we now need. We do ant suggest that such a 
drastic step be taken. But we do suggest that here is a large area fo! 
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taxing, if “ability to pay” and “equality of sacrifice” are to be given 
real meanings, before we seriously consider reducing still further the 
standards of the low-income families of America. 

There are those, of course, who argue that higher taxes upon this 
upper 10 percent of our people would reduce incentive, initiative, et 
cetera. But let us not forget that incentives are essential to all 
individuals, not only those in the higher-income brackets. 

- connection with the House bill: 

. We think the recommendation of increasing the individual 
income tax by 12% percent is a good one. It is based upon a sound 
and fundamental principle of developing and maintaining a progressive 
tax structure, one which is based upon the ability to pay, which 
places the tax burden upon those individuals most able to afford the 
tax increase. 

We would have only one major suggestion to make in connection 
with the individual income-tax increase as passed by the House. We 
believe that the first $1,000 of taxable income of any individual whose 
total taxable income does not exceed $1,000 should be exempt from 
this 12%-percent increase. The amount of revenue lost through this 
proposal can be made up by increasing the total percentage increase 
on all other taxpayers by an average of 15 to 1 percent. 

There has been much discussion before your committee about the 
effect of further increases in individual income-tax rates upon the 
higher income-tax brackets. It has been pointed out that the top 
bracket rate of 94% percent, as recommended by the House, places too 
great a burden upon the wealthy individual. 

Too many individuals, I think have misrepresented the effect of 
this 94%-percent rate. As this committee fully understands, the 
94\-percent rate applies only to that part of income in excess of 
$80,000 a year. This means, for example, that an individual with 
$100,000 in income has only the last $20,000 of that income subject 
to the 9415-percent rate. The total effective rate of taxation upon an 
individual with an income of $100,000 is 59.4 percent 

As a matter of fact, the maximum effective rate of 90 percent, 
while high, still leaves an individual with a gross income of $1 million 
= $100,000 after taxes. 

\ discussion of the 90-percent or 94%-percent rate in a vacuum 
sounds as if we are taxing away almost the entire income of our 
wealthy individuals. Such is not the case, however, as I have already 
indicated. We must relate our discussions to the effective rate of 
taxation and not to the bracket rate. In other words, we must relate 
them to the rate of 59.4 percent on the $100,000-a-vear man, ~~ not 
the: 94%-percent rate. No great hardship is imposed upon an indi- 
vidual with a gross income of $1,000,000 a year if he is able to lala, 
after taxes, a cold $100,000. 

2. We believe that the corporation-tax increase, as recommended 
by the House of Representatives, is a good one, as far as it goes, but 
it does not go far enough. We commend the House for reducing the 
exemption from 85 percent of the best 3 out of 4 years from 1946-49 
to 75 percent. In addition, the increase of the corporate rates by 
© percentage points all the way up the line is also a good recommenda- 
tion as far as it goes. 

We think, however, that instead of raising $2,855,000,000 from 
corporations, as the House recommends, that we should raise at least 
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a minimum of $5,000,000,000 from corporations. This can be done 
by raising the excess-profits tax rate to 85 percent, by requiring them 
to average their profits for all 4 years, from 1946-49, instead of the 
best 3 out of 4 years, and by closing other major loopholes in the 
present excess-profits tax law. 

The House Ways and Means Committee, in its report accompanying 
H. R. 4473, estimated that 
corporate profits after taxes in the calendar year 1951, after full allowance for 
this bill, are expected to be about $20 billion as contrasted to corporate profits 
after taxes during World War II ranging from $8.5 billion to $10.8 billion. Thus, 
even after considering the increases made in corporate taxes by this bill, in 1951 
these profits will be from about 180 to 230 percent of corporate profits after taxes 
during the last war. 

The saaiadh of major corporations in the United States are at an 
all-time high, and they continue to rise. Table I, which is attached, 
indicates that 1950 corporate profits, before taxes, increased substan- 
tially quarter by quarter. In the first quarter of 1950 they were 
running at an annual rate of over $29 billion. They increased to 
$37 billion in the second quarter, skyrocketed to $46 billion in the 
third quarter, and went up further to $50 billion in the fourth quarter. 
The fourth-quarter profit rate of $50 billion annually was 79 perce am 
greater than the average profit earned by all corporations for the - 
years immediately succeeding the end of World War II. 

Corporate profits, after taxes in the fourth quarter of 1950 were 
running at a record annual rate of $28.5 billion—even after the 
excess-profits taxes enacted by Congress in the last session. This is 
more than 60 percent greater than the $17.6 billion rate, after taxes 
in the 4- vear pe riod 1946-49. Even though the last C ongress enacted 
an eXcess-profits tax and increased income- and corporate-tax rates, 
there is still a large source of revenue to be derived from the corporate- 
profits sector of our economy. 

I should just skip over the testimony on the rest of that page which 
relates to the fact that an excess profits tax is, in our judgment, a 
very strong anti-inflationary weapon, as contrasted to a straight 
nore ‘ase in the corporate tax rate, for reasons which I think are clear, 
and I shall not elaborate on them here. 

We think that corporation profits in 1951 will be in the neighbor- 
hood of about $47 billion and we, therefore, feel that a $5 billion 
increase by this committee would still leave corporations with $18 
billion to $19 billion after taxes, which is still a substantial profit. 

Now, on page 9 there begins a discussion on excise taxes, and 1 
shall not burden the committee with reading the material on excise 
taxes, which covers about two and a half pages, but I should like just to 
refer you to the tables which are attached. Table III at the end of 
the testimony—which, I think, is a very interesting one—based upon 
an old study which has since been brought up to date by Professor 
Musgrave of - University of Michigan, indicates beyond nee 
of a doubt—and I think the facts are irrefutable—that the percentag 
of income spent on excise taxes is much higher for low-income in- 
dividuals than for higher-income individuals, and that it supports the 
basic doctrine that an excise or a sales tax bears most heavily upon 
those less able to pay, that is, it is borne in inverse proportion to 
income. The higher the income 

Senator Mitiikin. Have vou gentlemen made any studies of the 
total impact on all brackets of all forms of local taxes, direct and in- 
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direct; I mean, of all forms of direct local taxes, State, municipal, and 
so forth? 

Mr. Rurrensera. There have been studies made. This table that 
I have referred to refers only to the Federal excise-tax impact. 

Senator Miturkin. I looked at those tables and that is why I asked 
the question. 

Mr. Rurrenserc. But this same study from the TNEC monograph 
Who Pays the Taxes? did estimate local and State excise taxes—their 
impact upon individuals. 

Senator Minuikin. Do they include indirect taxes? 

Mr. Rurrenserec. Indirect? You mean the 

Senator Miturkin. I mean concealed taxes. 

Mr. RurrenserG. That study did not, but recently Professor 
Musgrave, of the University of Michigan, testified before the Joint 
Committee on the Economic Report. The study has since been 
published or is about to be published which analyzes the entire impact 
of the passing on of oem ation taxes, and of individual income taxes 
and of excise taxes, both Federal, State, and local on the income of 
individuals by income brackets; this is a very interesting and revealing 
study in terms of the impact of these. 

Senator Minturkin. Do you regard that as a competent study? 

Mr. Rurrensera. Yes; | do. 

The excise tax discussion comes to a conclusion, in our judgment, 
that this committee should not recommend any increases in existing 
excise taxes and, as a matter of fact, strongly urges opposition to any 
such increases, as well as to a sales tax. 

[ could discuss at some length the effects of a sales tax upon low- 
income individuals, but I think the facts are clear to the committee 
members, and I need not go into that 

On the bottom of page 10 begins a discussion of closing existing 
loopholes. We have studied loopholes, or various aspects of the tax 
laws which permit relief to certain income groups, and have come up 
with an analysis that would indicate that we could raise at least four 
and a half to five billion dollars by closing existing loopholes. 

We certainly think that it would not be difficult for this committee 
to raise 25 percent of the new revenue bill from this source by closing 
any one ofa group of these loophole s, and these loophole s include such 
well known ones as the split-income provision enacted by the Revenue 
Act of 1948; the estate and gift tax structure, capital gains structure, 
interest from tax-exempt securities, loopholes relating to depletion 
allow ances, the problem of stock options, and taxes upon life-insurance 
companies, 

We estimate that just by eliminating the split-income provision, by 
making mandatory the filing of joint returns without the splitting of 
income in community States as well as all other States, that you could 
raise at least two and a half billion dollars from this provision alone. 
And if the many loopholes in the estate and gift taxes were closed, you 
would raise about a billion dollars. The total from these seven sources 
of loopholes would be four and a half to five billion, and it would not be 
difficult to raise two and a half billion of the new 10-billion bill from 
this source. 

The discussion on page 11 begins the analysis of each of the seven 
major loopholes to which I have referred. I shall just briefly go over 
that for the benefit of the committee. 
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The split-income provision is, as we all know, a provision which 
benefits a married couple having two children and an income in excess 
of $4,900. It does not give one single penny of relief to any married 
couple with two children with an income of below $4,900. 

This means that there are 35.8 million taxpayers, or over 80 percent, 
who are not benefited at all by the split-income provision; while, on the 
other hand, 8 million taxpayers, or 20 percent of the total, receive the 
entire benefit from the existence of this provision of the law tax. 

It is hard to speak of equality of sacrifice to low-income individuals 
when a two-and-a-half-billion handout is enjoyed by the well-off. 

Now, not only are there 8 million above $5,000, but the major 
benefit of this provision goes to those with incomes in excess of $10,000. 
In this category there are only one and three-quarter million taxpayers 
or 4 percent of the total. 

We, therefore, feel that this provision should be eliminated. We 
believe that the provision contained in the House bill, H. R. 4473, 
which extends this principle, in part, to heads of households, while 
justified by the existence of the split-income provision, is, in our 
judgment, not justified because we feel the split-income provision 
itself should be repealed and, therefore, it would be unnecessary to 
extend the principle to heads of households. 

On the estate and gift tax structure, we feel that about a billion 
dollars could be raised if we closed the multitude of loopholes that 
exist in the structure, and the suggestions we make include: Integrat- 
ing the estate and gift-tax structure; repealing the splitting of property 
for estate and gift-tax purposes, which was validated by the Revenue 
Act of 1948, which, as you will recall, was invalidated by the Revenue 
Act of 1942; eliminating the life estate problem; and the reducing of 
exemptions. There is discussion which follows relating to each of 
those individual items. 

On the capital gains tax, we recommend that the increase be not to 
28%; percent, as recommended by the House, but to at least 50 percent, 
and that the holding period be extended from the present 6 months to 
at least 1 year. 

We, of course, support the House proposal that profits received from 
the sale of a house should be exempt from capital gains taxation when 
they are used to purchase another house, assuming, of course, that 
both houses are occupied by the owner. 

We feel that a capital gains tax is a very common source of income 
to the wealthy, and that an analysis, for example, indicates that 
one-half of 1 percent of the income in the lowest net income class 
comes through capital gains, while, in the $500,000 class, one-third 
of the incomes derived are from capital gains. 

The 28% percent recommendation by the House is not very much 
greater than the first bracket tax or the first few bracket taxes recom- 
mended in the House bill. We feel that at least the capital gains tax 
should be increased, certainly in proportion to the increases that have 
been imposed on the low-income brackets since the war. If we take 
the 16.6 percent rate, which was the lowest one since the war, and the 
25 percent capital gains, at least that gap of 9 or 10 points ought to 
be maintained. In addition, we feel that the capital gains rate ought 
to go to at least 50 percent. 

We have then a discussion of tax-exempt interests from State and 
loca] securities. 
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We feel that a considerable sum of money could be raised from this 
source of income. ‘This problem is very familiar to the members of the 
committee, and I shal] not go into that. 

Then there is a discussion of the problem of depletion allowances. 
We take the very strong position that depletion allowances should 
not be included in tax legislation. 

We feel strongly that there is no need for such incentives. We 
recommend the elimination of existing provisions for gas, oil, mineral 
companies, and so forth, and look with considerable disturbance upon 
the recommendation of the House Ways and Means Committee 
which extends this principle to certain new metals and commodities. 
There follows a discussion of that problem. 

Then there is a discussion of stock options and _ life-insurance 
companies, and we end up on page 18 with the statement, that I 
should like to read: 

Each and every one of these tax loopholes represents a concession either to big 
business or to wealthy individuals. The failure to close these loopholes will lose 
for the Federal Government between four and a half and five billion dollars of 
revenue. But revenue not thus collected must be collected elsewhere. 

It appears that, because the common folk have less political influence than 
corporations and wealthy people, they are to be forced to pay a greater proportion 
of the tax bill than they can re asonably afford. 

The continuation of tax loopholes makes the wealthy still richer at the expense 
of the mass of Americans. This is inequitable and intolerable. Congress will be 
remiss in its responsibilities to the mass of its constituents if it fails to close 
these loopholes even if the well-off object. 

There will be no equlaity of sacrifice if these loopholes are continued on the 
statute books at the same time as the Congress imposes higher taxes upon the 
low- and middle-income individuals. 

We hope that the Senate will agree with the House proposal to apply a with- 
holding tax to dividends and interest. 

Senator Minirkin. If you had complete equality of : sacrifice, you 
would reduce everybody to the same income, would you not? 

Mr. Rurrenserc. A complete equality of sacrifice certainly 
would involve reducing every individual in level of income. We, 
of course, as I pointed out in the testimony, do not advocate that. 
But, when we talk about sacrifice, we want everybody to make the 
same amount of sacrifice during the current period, and we do not 
feel 

Senator MiLurKkin. If everyone made the same amount of sacrifice, 
[ suggest you are arguing contrary to your main thesis. If the man 
with $1,000,000 income made a $100 sacrifice in behalf of the interests 
of taxes, the same as some of the lower-bracket people do, that does 
not meet your objective. 

Mr. Rurrensera. No. But that is precisely why we are not ee 
posing to this committee that you raise taxes by a flat $100 on every- 
body or by a flat percentage-point increase in the bracket rates. T h: at 
is why we strongly support and feel that the House recommendation 
of 12% percent across the board is more in line with the principle of 
equality of sacrifice than is the original recommendation that the 
administration made to the House. 

Senator Miiiikin. Well, No. 1, you made it clear you do not favor 
complete equality of sacrifice; that is No. 

Senator Kerr. He said not vet, he did not. 

Senator Mriirkin, I did not get that; not yet. 
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Mr. Rurrenserc. Not yet. I also think I made it clear, Senator, 
that equality of sacrifice does not imply that everybody must be re- 
duced to a $2,000, $3,000 or $4,000 income level. I am not suggest- 


ing—I do not think that is equality of sacrifice. 
Senator Miniirkrn. You believe in progressive sacrifice. 
Mr. Rurrenrera. Progressive sacrifice. 


Senator Miiirkrx. What you want to do is to make it a little more 


progressive; is that correct? 


Mr. Rurrensere. No. I want to maintain the same degrees of 


progression that now exist in the tax law. 
Senator Minurktn. There is nothing at all left in your argument, 
because there is a higher progression in the middle and higher brackets. 


Mr. RurrenserG. I am proposing here, when you propose a 12};- 


percent increase across the board 

Senator MiLiikrn. I am not proposing that. 

Mr. RurrevserG. When I propose that, and when I support the 
House recommendation in this field, I think that is a step in the direc- 
tion of maintaining the progressivity of the tax structure, which 
progressivity would not be maintained if instead of the 12% percent 
tax increase there were a 4-percent increase or any percentage point 
increase In the brackets. 

Senator Miniixrn. Well then, I am correct when I analyze your 
testimony to the effect that you would step up the equality of taxation 
in the middle and higher brackets, is that not correct? Does it not 
come to that? 

Mr. Rurrenrerc. Step up the progression in the middle and 
higher income brackets; ves. 

Senator Minurkrx. I do not think there is 2oing to be much trouble 
in balancing the budget in fiseal 1952, whether via the mechanics of 
the House bill or via the mechanies of what may be a Senate version 
or 2 compromise version. | think the budget for fiscal 1952 will be 
balanced, or approximately balanced. 

What is worrying some of the members of the committee—and | 
think all of them—is that under most any estimate, including extreme 
economy ideals, with any kind of an estimate you want to make, we 
will have a deficit of frem 20 to 30 billion dollars in fiscal 1953 if the 
present military programs are continued, not enhanced, but Just con- 
tinued, and assuming no further inflation. 

We are all worried about how vou are going to cover that deficit on 
a pay-as-you-go basis. What is vour suggestion? 

Mr. Rurrenrerc. Well, we feel that revenues could be raised up 
through and including a level budget of $80 billion, $75 to $80 
billion, without too great difficulty. 

Senator Mitiikrx. Do vou think you could add another 20 or 30 
billion on top of the tax bill we are now considering, and balance the 
budget 

Mr. Rurrensera. That would not be involved, s 

Senator MrLurkin. Sir? 

Mr. Rurrenrere. It would not be involved. 

Senator Miturkry. It would be involved if vou go on a pay-as-you- 
fo. 

Mr. Rurrenserc. Now, wait a minute, excuse me. The current 
budget will run about 68 or 70 billion dollars for fiscal 1952, assuming 
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now that we balance that with whatever tax increase bill comes to the 
Congress. 

We then, in our judgment, feel that you could raise an additional 
7 to 8 to 10 billion dollars up to a level of about $80 billion, without 
too great difficulty, as far as taxes are concerned. 

Senator Mriuikin. You are not confronted with - 

Mr. Rurrenserc. When you get above an $80 billion level budget 
then you have a totally different ‘problem. 

Senator Miuuikin. I am suggesting to you that the evidence—and 
take my assumption on it, because we have been listening to a lot of 
evidence here—that the evidence suggests a deficit of from 20 to 30 
billion dollars in fiseal 1953, under the assumptions which I men- 
tioned, and if that be true, how would you suggest that we raise those 
additional taxes? 

Mr. RurrenserG. Our thinking has not gone beyond raising reve- 
nue to the extent of about $80 billion, assuming the present current 
levels or the anticipated levels of gross national product for the year 
1951. 

Senator Minuikin. Are you suggesting that we confine our expendi- 
tures to $80 billion? 

Mr. Rutrrenserc. Lamnot. We certainly are not experts on what 
the level of military or Government expenditures ought to be. We 
feel that as far as our whole over-all defense program is concerned, 
we ought to spend what is necessary to do the job. 

If that budget goes above $80 billion we would have to take another 
look, in our own minds, as to how we would suggest either pay-as-you- 
go or deficit financing. 

Senator Miiuirkixn. We have had the experts in here, and we hav 
jiggled their figures around, and you can jiggle them around any way 
you want to, and you will find that they indicate a deficit of from 20 
to 30 billion dollars in fiseal 1953. Now, that is only a year from now 

that is less than a year from now—and it is not only a question so 
far as this committee is concerned of the budget for 1952, which I am 
quite sure will be met; we must think now about 1953, and that the 
kind of taxes you impose now has some relation to additional bur- 
dens if they should be imposed for fiscal 1953, and I am trying to get 
the benefit of your thinking on it. 

This does not strike you as a matter of complete surprise, | am sure 
of that. 

Mr. Rurrenserc. No, IT had not seen many estimates that ran 
Government expenditures for fiscal 1953 much above $80 billion 
though. 

Senator Minturkrn. Did you hear the testimony of the budget man 
who was here? Did you hear the testimony of the people who are in 
charge of the military program? I mean, did you read it? 

Mr. Rurrenrerc. Well, I saw Mr. Staats’ testimony, and 1 
thought that his estimates ran about $80 billion for fiseal 1953, with 
the possibility that maybe in fiseal 1954 they would go above that. 

Senator Mriyikin. No; it was just the other way. 

Senator Kerr. Just the opposite. 

Senator Minturn. In fiscal 1954 they would drop to a plateau or 
on what they hoped would be a plateau—roughly to the plateau of 
spending in fiscal 1952; it was very clearly to that effect. I mean 
there is no question about that. 














930 REVENUE ACT OF 1951 


Mr. Rurrensera. The fiscal 1953 budget went to what level then’ 
I did not realize it went above $80 billion. 

Senator Miiurkrn. I do not have the exact figures, but, I mean 
after careful calculations on all this testimony I am referring to, the 
baat man, the military man in charge of our production, it is very 
clear that you cannot escape the conclusions that you will have » 
deficit of from $20 to $30 billion if you maintain the present planned 
programs of expenditure. 

Mr. Rurrensere. Certainly if we are talking about the curren 
anticipated level of revenue, without the House bill added to it, th: 
deficit would still be about $20 billion. 

Mr. Miuurkin. No, it would be 20 to 30 billion dollars—take my 
assumption for it, just take my assumption for it—assuming there is » 
deficit of from $20 to $30 billion in fiscal 1953 how are we going to cove: 
it if we follow the pay-as-you-go principle? 

Mr. Rurrenserc. As I said, Senator, our policy of supporting th: 
concept of pay-as-you-go goes as far as saying that the pay :8e- you-go 
is within the concept of the present contemplated fiscal 1952 budget 
Now, we have not considered the problem - 

Senator Muinzurkinx. That, Mr. Ruttenberg, I would say is quit 
easy. It may be very disastrous to some of the income tax bracket 
and other brackets, but that, | am quite confideat, will be done. | 
do not know of anyone around here who suggests that it cannot b $ 
done for fiscal 1952, but I am speaking, and | am asking you to tak . 
my assumption ve ‘e, that there will be a deficit of $20 to’ $30 billio 
for fiseal 1953, an it waut to ask how are we going to meet it if wi 4 
follow pay-as-you-go 3 

Mr. Rurrenserc. I am not so sure that the deficit is going to | 4 
20 or 30 billio i 

Senator Mitirkin. Do not take your word for it. Take my as- 
sumption with respect to it. 

Mr. Rurrenserc. Let me finish my statement. I am going to 
take your assumption. If it were gomg to be that, I am not so sure 
that we would s upport a pay-as-you-go program. 

Senator Miniixix, That is a candid answer. 

Mr. Ri TrENBERG. | did not mean to question your assumption 
We would alter our thinkin ¢ on a pay-as-you-go budget if the budget 
gets much above $80 billion, and we would thea support deficit finane- 
ing, 

Senator Mitii«kixn. Your answer brings us right up against a num 
ber of things that we are going to be asked to think ‘about. 

Mr. Rurrensera. | am assuming, of course, that we are bot 
talking about the current level of gross national product, no expa 
sion in that way. 

Senator Mintiixkin. To put it another way, you would not no v su 
vest that we could add $20 to $30 billion to the brackets that are no\ 
paying the taxes. 

Mr. Rurrenserc. Assuming the situation that exists after th 
passage of the bill this session 

Senator MiLiikin. That is right. 

Mr. eannnane (continuing). I would agree to the point that 
have got to look pretty carefully once we get above an additional 
billion. line what might come out of the committee this year 

Senator Minuikin. And it is perfectly obvious, you being a far- 
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seeing man and several jumps ahead of me, that if you impose $20 to 
$30 billion—if we had to impose $20 to $30 billion, and if you do not 
think it is wise to put it on the middle and upper brackets, it would 
have to be imposed in the lower brackets, and that would be one of 
the reasons, I assume, why you would want to think again as to 
whether to follow pay-as-you-go or go into deficit finaucing? 

Mr. Rurrenserea. It is a fair assumption. 

Senator Minuirkin. | think so. 

The CHarrMan. Had you finished your statement? 

Mr. Rurrensera. Yes, I have, sir. 

The CHatrMan. Any questions, Senator Kerr? 

Senator Kerr. Just one question, if [ may. 

Senator MiLurkin. May I say just one more thing, 

The CHAIRMAN. Yes. 

Senator Miuurkinx. If you gentlemen have any studies other than 
the one you referred to that will show the total burden of taxes, direct 
or indirect. open or concealed, on the lower income tax brace ‘ke ‘ts, 
personally I would appreciate it if you would send it to the committee, 
with copies, so that it can be circulated. 

Mr. Rurrenserea. I have copies of Professor Musgrave’s study. 
You have not seen that? 

Senator Miuurkin. Is that the only one that vou can supply? 

Mr. Rurrensera. Yes. Have you seen that? 

Senator Minuikin. No. 

Mr. Rurrenserea. | will see that you get copies of that. 

The CHarrmMan. You might send us a copy of that. Send it so 
that we may have that here, but get it here before the close of the 
hearings, so that we can have it before us. 

Mr. Rurrensera. Yes. 

Senator Kerr. On page 17 of your statement in the section with 
reference to stock options in the third paragraph of that section, you 
say: 


) 


Mr. Chairman? 


In the past, this difference between the market price of the stock at $100 and 
an option to buy at $50 was taxed at the normal individual income tax rates. 

However, the present _ permits this profit to be taxed at the so-called capital 
gains tax rate of 25 percent. 


I am sure that you are aware that that would and could be read 
to mean something which does not coincide with the facts. 

Mr. RurrenserG. That is right; vou are right, sir. This is not a 
clear statement of the law as passed in 1950. 

Senator Kerr. 1 read your statement and listened to it with a 
good deal of respect, because it has seemed that with reference to 
your factual matters, you have made quite an effort to be accurate ; 
and I wonder if you want to leave the statement in that manner? 

Mr. Rurrensera. No. As a matter of fact—this is something 
that I had meant to correct, because this is not completely accurate 
in terms of that statement of how much the present law permits. 

However, the next paragraph, I think, the example that is given, 
is totally consistent with the existing law. 

The Cuarrman. You may make such corrections as you wish to in 
the copy that is going into the record, and going into the reporter’s 
hands. 

Mr. Rurrensera. I will revise that sentence. 

Senator Kerr. Fine. 
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The Cuarrman. Any further questions, Senator Kerr? 
Senator Kerr. No. 

The CHAIRMAN. Senator Millikin? 

Senator MiLuiKkin. No. 


The CHairMAN. Your complete statement will be inserted at this 
point. Thank you for your appearance. 

Mr. Rurrenserc. Thank you, sir. 

(The prepared statement of Mr. Ruttenberg follows:) 


STATEMENT OF STANLEY H. RetrenserG, Director, DEPARTMENT or Epuwca- 
TION AND ResEarRcH, CIO 


The CLO is happy once again to present its views on taxation to this committee. 
We have made a long and detailed study of the whole tax situation and are pre- 
pared to make the results of that study available to this committee. 

There has been considerable debate about the amount of taxes which must be 

raised during the current fiscal year in order to balance the budget. There were 
original estimates that ran as high as $16 billion. Those estimates have since been 
reduced to $10 billion and there are even some who think it will be less. 
To a considerable extent, the size of the deficit will depend upon how successful 
he Congress is in eliminating unnecessary expenditures. There have been esti- 
nates made by various Members of Congress and by outside organizations that 
indicate the budget can be reduced $8 to $9 billion. If the budget can be reduced 
by this amount, there will obviously be no need, from a balanced budget point of 
view, to increase taxes. 


t 
t 
T 


lhe easiest way to balance the budget is to simply cut down expenditures to 

‘et expected income. We are skeptical, however, of claims that the budget can 
be cut by $8 or $9 billion. We recommend, however, and encourage careful 
scrutiny of each single individual item. 

Certainly our defense expenditures should produce a dollar of real value for 
every dollar spent, just as we demand of our nonmilitary expenditures.  Anti- 
Fair Dealers find special pleasure in attacking the ‘“‘all other’ (nondefense 
component of the budget. But it should be remembered that, in fiseal 1952, this 
category actually includes $2.5 billion of expenditures directly or indirectly related 
to the mobilization program, and it includes other expenditures basic to the opera- 
tion of the Government and the long-run welfare of the Nation. We will not be 
strengthening America by destroying essential programs that are designed to 
protect and develop the human and physical resources of this Nation. 

We wish it were possible to reduce the level of Government expenditures to the 
extent necessary to avoid increases in taxes. No one, obviously, wants his tax 
nereased. However, we in CIO believe very strongly that a sound national policy 
is one which is based upon the principle of pay as vou go, certainly pay as you 
wit 


O 
in the concepts of present contemplated Government expenditures. 
If the ¢ ongress is not successful in reducing unnecessary Government expel di- 

ires, then Federal taxes must be increased to balance the contemplated budget 
for fiscal 1952. 

[t is our firm belief that after careful scrutiny of the budget for the current fiscal 
vear, that the Congress will have to enact tax legislation that will increase Federal 
revenue by approximately $10 billion. We, however, earlier this vear, developed 
a tax program that would produce an additional $16 or $17 billion in Federal 
revenue. These tax recommendations of ours involve raising approximate 
50 percent of that total from corporations, 25 percent from individuals, and ar 
additional 25 percent by closing the loopholes that now exist in our tax laws 

We firmly believe thet such a tax program must be based upon the principles of 
ability to pay and equality of sacrifice. There is no need for imposing a sales 
tax or even increasing existing excise taxes beyond their present level. There is 
no need for reducing the personal individual income-tax exemption now permitted 
taxpayers. 

We can still raise this amount of taxes without increasing the tax burden on an\ 
ndividual whose total amount of taxable income does not now exceed $1,000 
For all practical purposes, this means that a married couple with two children wit} 
a gross income between $3,000 and $4,000 would not be subject to additional 
taxation 


We believe that at least $10 billion in taxes must be raised to balance the 
revised budget for fiscal 1952. 
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We, therefore, recommend to this committee that, in raising the $10 billion, 
at least $5 billion come from corporations, that approximately $2'% billion come 
from individuals and that the additional $2}¢ billion be gotten by closing many of 
the existing loopholes in our tax laws. 

The tax bill, H. R. 4473, passed by the House of Representatives, in certain 
aspects, as far as it goes, is a good bill. In certain other areas, it is, in our judg- 
ment, defective. 

I should like, therefore, to indicate to you the ways in which we think the House 
bill is inadequate and can be improved upon. 

However, before I do so, I should like to discuss some of the testimony which 
has already been presented before this committee. 

The National Association of Manufacturers and other representatives of big 
business have come before this committee and proposed the adoption of a sales tax. 
These employer organizations have gone before other committees of this Congress 
and testified on the type of stabilization program needed during the mobilization 
period. 

They have testified that there is no need for direct controls, such as over prices 
and wages. They have indicated that we can stabilize this economy of ours 
through use of indirect controls with the main emphasis on eredit and taxation 
These same employer groups, after testifying on the stabilization program, come 
before this Finance Committee of the Senate, when it is considering tax legislation 
and reveal a tax program designed to relieve themselves of tax increases and 
impose the burden upon those least able to afford an increase. 

This type of tax program they believe is sufficient as an indirect control measure 
that would aid our program. Their program is to tax the poor, tax the low-income 
individual, give relief and incentive to the wealthy. They say the wealthy cannot 
afford to be taxed more, because they are already paying exorbitant tax rates. 
They indicate that the wealthy’s incentives to engage in the patriotic endeavor 
of increasing production in the mobilization program would be seriously hampered 
if they were subject to higher individual income taxes. They further say to this 
committee, that corporations cannot afford to pay higher taxes, because corpora- 
tions need their increased income to expand production and improve plant 
efficiency. 

They say, “Shift the burden from the backs of these corporations and wealthy 
individuals to the backs of the poor and low-income people.”’ 

The facts are, however, that even with the 12's percent individual income tax 
increase proposed by the House, individuals earning $50,000 a vear will still be 
left with $28,000 after taxes, individuals earning $100,000 will still be left with 
$41,000, individuals earning $500,000 will still be left with $67,000 after taxes, 
while individuals earning $3,000 will be left with only $2,600 and those earning 
$5,000 with $4,100. 

In a time when we are talking about equality of sacrifice, not too much hard 
ship will be imposed upon the high income individual who will be called upon to 
reduce just his standard of luxury and maybe not even that in many cases, while 
the low-income individual will be called upon to reduce his basie standard of 
iving which does not even proy ide for more than the basic mere necessities of life, 
to say nothing of the standard of luxury 

The corporation tax increase proposed by the House of Representatives, while, 
in our judgment it does not go far enough, will leave corporations, according to the 
House Ways and Means Committee in their report, with approximately $20 
billion after the tax increase incorporated into the present bill goes into effect 
This $20 billion is only 10 percent less than corporate profits after taxes for 1950 
and higher than any other year except 1950. 

These representatives of the employer organizations, such as the National Asso- 
ciation of Manufacturers and others, say the solution is a sales tax. The facts on 
sales taxes are well known. The fact that a sales tax bears most heavily upon the 
low- and middle-income individuals, in other words, upon those least able to pay, 
is irrefutable and undeniable. 

It was argued by other witnesses before this committee that all Americans ought 
to readily accept a lower standard of living as a contribution to meeting the needs 
of this emergency and that, therefore, higher taxes on low-income families are 
now highly justified. 

This viewpoint, which is particularly attractive to the well-off, emphasizes that 
we must tax where spending is done, and that, since such large aggregate sums 
accrue to the millions of low-income families, here is where taxes should be greatly 
increased. Furthermore, taxes from wage and salary earners are easiest to collect 

either by direct deductions from payrolls or by the impositions of sales or excise 
taxes. Almost 100 percent enforcement can be assured. 
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The injustice of this tax theory should be apparent to all. For millions of fami- 
lies there is no ‘loose’? money floating around which is bidding up the demand 
for goods in short supply. For millions of American families there is hardly 
enough income to support minimum standards of decent family life. To increase 
further the taxes upon these individuals simply will deprive them of the ability to 
buy goods that are essential to a healthy and decent existence. 

On the other hand, tax rates on middle- and high-income individuals can be sub- 
stantially increased and existing loopholes closed without curtailing their ability 
to buy the necessities of daily life. Even after substantially higher taxes, their 
incomes and savings will remain adequate to assure them the ability to buy a 
substantial quantity of goods and services. 

As proof of this fact, I should like to refer this committee to some basic findings 
derived from the Federal Reserve Board’s Survey of Consumer Finances and from 
the National Income Statistics of the United States Department of Commerce. 
All figures refer to 1948, our boom postwar year. They indicate (see table | 
attached) that the top 10 percent of our families by income, with earnings above 
$6,000 a year, bought 25 percent of the total amount of consumer goods purchased 
in 1948. This top 10 percent represents only slightly over 5 million American 
families. On the other hand, as can be seen from table I, the bottom 50 percent of 
our families—who earned less than $2,840 in 1948—accounted for only 28 percent 
of total expenditures. This group represents 25% million families. In other 
words, the upper 10 percent of our families spent approximately as much as the 
lower 50 percent—i. e., almost the same amount was spent by the upper 10 per- 
cent as was spent by five times as many familes in the lower 50 percent. 

Certainly, the incomes falling within the bracket of the top tenth could be 
taxed a sufficient amount to reduce their expenditures to the level of the second 
tenth without reducing their families to anywhere near poverty levels. This would 
produce $18.5 billions—more than the increased revenue we now need. We do 
not suggest that such a drastic step be taken. But we do suggest that here is a 
large area for taxing, if “ability to pay’’ and “equality of sacrifice’ are to be given 
real meanings, before we seriously consider reducing still further the standards of 
the low-income families of America. 

There are those, of course, who argue that higher taxes upon this upper 10 per- 
cent of our people would reduce incentive, initiative, etc., but let us not forget 
that incentives are essential to ail individuals, not only those in the higher- 
income brackets. 

In connector wit | the House bi i: 





1. We think the recommendation of increasing the individual income tax bv 
1216 percent is a good on It is based upon a sound and fundamental principk 
of developing and maintaining a progressive tax structure, one which is based 
upon the abilitv to pay, which places the tax burden upon those individuals mo 
ible to afford the tax increas 

We would have only one major suggestion to make in cor nection with the 
individual income tax increase as passed by the House. We believe that the first 
$1,000 of taxable income of any individual whose total taxable income does not 
exceed $1,000 should be exempt from this 12% percent increase. The amour 
ol enue los hroy this proposal can be made up bv increasing the total 
percentage increase oO all other taxpavers bv an additional to 1 percent. 

There has been much discussion before vour committee about the effect of 
further increases ji individual inecome-tax rates upon the hieher income-tax 
brackets It has been 1 ointed out that the iop bracket rate of 9414 percent. As 
recommended by the House, places too great a burden upon the wealt! indi 
vidual 


Too many individuals, I think, have misrepresented the effect of this 94% 
percent rate. As this committee fully understands, the 9444 percent rate applies 
only to that part of income in excess of $80,000 a year. This means, for example, 
that an individual with $100,000 in income has only the last $20,000 of that 
income subject to the 94% percent rate. The total effective rate of 
upon an individual with an income of $100,000 is 59.4 percent. 

As a matter of fact, the maximum effective rate of 90 percent, while high, still 
leaves an individual with a gross income of $1 million with $100,000 after taxes. 

A discussion of the 90- or 94'4-percent rate in a vacuum sounds as if we are 
taxing away almost the entire income of our wealthy individuals. Such is not 
the case, however, as I have already indicated. We must relate our discussions 
to the effective rate of taxation and not to the bracket rate. In other words, we 
must relate them to the rate of 59.4 percent on the $100,000 a vear man, and 
not the 9414 percent rate. No great hardship is imposed upon an individual with 
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a gross income of $1 million a year, if he is able to retain, after taxes, a cold 
$100,000. 

2. We believe that the corporation tax increase, as recommended by the House 
of Representatives is a good one, as far as it goes, but it does not go far enough. 
We commend the House for reducing the exemption from 85 percent of the best 
3 out of 4 years from 1946-49 to 75 percent. In addition, the increase of the 
corporate rates by 5 percentage points all the way up the line is also a good 
recommendation as far as it goes. 

We think, however, that instead of raising $2,855,000,000 from corporations, 
as the House recommends, that we should raise at least a minimum of $5 billion 
from corporations. This can be done by raising the excess profits tax rate to 
85 percent, by requiring them to average their profits for all 4 vears, from 1946 
to 1949, instead of the best 3 out of 4 vears, and by closing other major loop- 
holes in the present excess profits tax law. 

The House Ways and Means Committee, in its report accompanying H. R. 
4473, estimated that “corporate profits after taxes in the calendar year 1951, 
after full allowance for this bill, are expected to be ahout $20 billion as con- 
trasted to corporate profits after taxes during World War II ranging from $8.5 
billion to $10.8 billion. Thus, even after considering the increases made in cor- 
porate taxes by this bill, in 1951 these profits will be from about 180 to 230 per- 
cent of corporate profits after taxes during the last war.’’ 

The profits of major corporations in the United States are at an all-time high, 
and they continue to rise. Table II indicates that 1950 corporate profits, before 
taxes, increased substantially quarter by quarter. In the first quarter of 1950 
they were running at an annual rate of over $29 billion. They increased to $37 
billion in the second quarter, skyrocketted to $46 billion in the third quarter, 
and went up further to $50 billion in the fourth quarter. The fourth quarter 
profit rate of $50 billion annually was 79 percent greater than the average profit 
earned by all corporations for the 4 years immediately succeeding the end of 


World War II. mi 


Corporate profits, after taxes, in the fourth quarter of 1950 were running at 


record annual rate of $28.5 billion—even after the excess-profits taxes 


by Congress in the last session. This is more than 60 percent greater than the 


$17.6 billion rate, after taxes, in the 4-year period, 1946-49. Even though the 
last Congress enacted an excess-profits tax and increased income and corporate 
tax rates, there is still a large source of revenue to be drived from the corporat 
profits sector of our economy. 

All indications seem to be that corporate profits during 1951 will be very close 
to the rate of profits during the fourth quarter of 1950. While all forecasting is 
hazardous, it is my feeling, after careful consideration, that 1951 corporate profits 
before taxes will approximate $47 billion. Certainly our corporatio in 
shoulder a much larger tax load as their contribution to our national needs 

This is why we recommend that the excess-profits tax be strengthened. We 
must remember that an excess-profits tax is anti-inflationary Chis point has 


been developed at considerable length in testimony by CIO last vear before this 
committee. 

We pointed out at that time that an excess-profits tax rate of 85 percent 
anti-inflationary, because corporations knowing that they could keep only 15 
cents on every dollar of increased sales would be less inclined to increase prices. 

However, this is in contrast to a straight increase in the corporate tax rate to 
55 percent. Such an increase means that corporations would retain 45 cents out 
of every dollar. When a corporation contrasts this possibility, of retaining 45 
cents as against retaining 15 cents on every dollar, it obviously is more inciined 
to push up prices under the first condition than under the latter. 

A straight increase in corporate normal and surtax rates is desirable at the 
same time that the excess-profits rate is increased. The last type of tax is par- 
ticularly useful as an anti-inflationary device, and it must not be weakened in 
favor of the first type. Both should be strengthened and combined to increase 
tax revenues and to prevent large-scale profiteering as the result of the mobiliza- 
tion program. 

If companies and corporations have increased their profits considerably over 
the base period, there is no reason why these increased profits should be taxed 
at only the normal and surtax rates. They should be taxed at an excess-profits 
tax rate, an excess-profits tax rate based upon a considerably lower exemption 
than that provided in the Excess Profits Tax Act of 1950. 

We think considerably more revenue than that proposed by the House bill 
should now be raised from corporations. If the excess-profits tax is strengthened 
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and loopholes tightened, and surtax and corporate rates increased to 55 percent, 
we feel certain that $5 billion can be raised from this source without harm to the 
present financial structure of American corporations. 

In the face of the level of anticipated 1951 corporate profits, we believe that 
$5 billion more in corporate taxes can be raised and still leave corporations with 
$18 to $19 billion after taxes, which is still a substantial profit. 

3. Excise taxes should not be increased, and your committee should not give 
serious consideration to the proposal which has been made before it by the NAM 
for a Federal sales tax. 

Excise and sales taxes hit low- and middle-income individuals harder than 
they hit high-income individuals. In other words, consumption taxes are borne 
in inverse proportion to income, the higher the income the lesser the burden; 
the lower the income, the greater the burden. This is clearly shown in table ITI. 

This table shows that taxation upon publie consumption at the Federal level 
takes 2.4 percent or more of the income of those individuals earning less than 
$5,000 while it takes 2 percent or less of the income earned by individuals making 

over $5,000, the two extremes being individuals earning under $500 (who have 
3 percent of their income going into Federal consumption of taxes) and those 
with incomes of $20,000 and over (who have only eight-tenths of 1 percent of 
their income going into Federal consumption of taxes). 

Tables IV and V illustrate this same principle for excise taxes on gasoline and 
cigarettes. Table IV shows the total expenditure for gasoline for six cities in the 
United States during 1947 and 1948. This table shows also the percentage which 
these expenditures are of the total of the average income for the income class. 
It can be seen from this table that the percentage of income spent for gasoline is 
much higher for the lower- and middle-income individuals than it is for the 
higher-income individuals. 

Table V shows the estimated tax paid on gasoline and cigarettes and the 
percentage which this expenditure for taxes is to the total average income for the 
income class, again illustrating the point that consumption taxes are borne in 
inverse proportion to income. 

Specifically, the excise taxes increases on automobiles and electrical appliances 
proposed in H. R. 4473 are discriminatory. We in CIO strongly oppose increas- 
ing excise taxes not only on commodities like cigarettes and alcoholic beverages, 
but also upon these categories of consumer durable goods. The enactment of 
increases of excise taxes on consumer goods in practice will establish privileged 
classes in our society—privileged because these taxes increase the ability of the 
wealthy few to buy. Those who cannot afford the increased excises will be un- 
able to buy. Therefore, scarce consumer durable goods items will be, in effect, 
rationed to the privileged class with enough income to pay the price plus the 
excise tax. 

Excise taxes should not be used to curtail the use of scarce materials. To 
impose higher excise taxes is to ration commodities according to the ability to 
buy and not according to need. It is whollv and highly inequitable to force 
low-income individuals out of the market to make room for high-income families 
to buy the reduced supply of goods. 

The House Ways and Means Committee clearly recognizes that excise taxes 
bear most heavily upon low-income individuals. On page 39 of their report 

accompanying H. R. 4473, they say in reference to increasing the excise taxes 
on beer that ‘‘The increase provided in the bill for beer is smaller than that 
provided for distilled spirits because your committee believes that beer to a 
greater extent is consumed by the lower-income groups and, therefore, that an 
increase in this tax generally is more burdensome than the tax on distilled spirits.” 

The committee in this quote clearly recognizes that excise taxes are much 
more burdensome upon low-income individuals 


than upon the high-income 
people. 


The imposition of any increased excise taxes or sales taxes will reverse 
the progressive character of our whole tax structure. 

1. We believe that at least $4% to $5 billion in additional revenue could be 
raised by closing existing loopholes, and we recommend that at this time at least 
25 percent of the total increase in Federal revenue be raised from this sburce 
On the basis of raising $10 billion, some $2% billion can be raised from closing 
loopholes. 


I should like to review the major loopholes which cover such well-known 
practices as (1) the split-income provision, (2) estate and gift taxes, (3) capital 
gains, (4) interest from tax-exempt securities, (5) depletion allowances, (6) stock 
options, and (7) taxes upon life-insurance companies. 
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The committee can take its choice from any of these specific recommendations 
and come up with at least $2 billion of additional revenue from closing loopholes 
without any great difficulty. 

The community property and split-income-tax loopholes, if closed, would 
provide $2.5 billion; the estate and gift-tax loophole, if closed, would provide 
another billion. By closing the five other loopholes mentioned above, another 
$1 to $1% billion would be secured for the United States Treasury. 

I would like briefly to refer to each of the types of taxes which I have mentioned 
above and outline specific proposals in connection with these. 


CLOSING THE LOOPHOLES 
(1) Splitting incomes 

In the Revenue Act of 1948 the community-property principle of splitting 
income between husband and wife is extended. As a result of the enactment of 
this handsome tax loophole for the well-off, the Federal Treasury is currently 
losing $2'5 billion in revenue per year. 

The maintenance of this provision on the statute books is grossly unfair. It is 
an outright discrimination against individuals with incomes of less than $5,000 
as well as a discrimination against single persons. 

With the bracket rates higher than at the peak of World War II, taxes paid are 
less in the brackets below $5,000 because of the $100 increase in personal income- 
tax exemptions, and they are substantially less in the higher brackets because of 
the enactment of the split-income-tax loophole. 

Table No. 6 shows the effect of the existence of the split-income-tax provision 
upon the amount of taxes paid by individuals at various income levels. It shows, 
for example, that a married couple with two dependents, with a $3,000 income, 
would pay $144 in income taxes or $131 less than the wartime peak. Individuals 
with a $10,000 net income before exemptions will pay $349 less; an individual with 
a $50,000 net income will pay $6,077 less; and an individual with a net income of 
$500,000 will be paving $20,625 less than he paid at the peak of the war in 1944. 

If we are talking about equality of sacrifice, we cannot enact additional taxes 
upon low-income individuals, as long as this grossly unfair and inequitable 
split-income loophole continues on the statute books. 

The community-property principle is rank discrimination against single individ- 
uals and grossly unfair to low-income married individuals. 

We should understand just how this community-property principle operates. 
\ married person with two dependents must have an income of $4,900 before he 
receives $1 of tax benefit from this provision. According to table No. 8, page 12, 
of House Ways and Means Committee report accompanying H. R. 4473, approxi- 
mately 35.8 million—or over 80 percent—of our taxpayers earn too little income 
to benefit from the split-income-tax loophole. On the other hand, a little over 
8 million taxpayers, constituting less than 20 percent of the total, receive the 
entire benefit from the existence of this inequitable provision. It is hard to 
speak of equality of sacrifice to low-income families, when a $2‘ billion hand-out is 
enjoved by the well-off. 

One does not really begin to receive significant benefits from the existence of 
this provision until his income is in excess of $10,000. In this category, we have 
only 1%4 million taxpayers, or 4 percent of the total. 

| cannot see how an equitable tax structure can be developed until this provision 
is eliminated. The community-property principle can be eliminated first by 
straight outright repeal of the provision in the Revenue Act of 1948 with the 
requirement of mandatory joint returns without splitting of income; or the same 
result could be accomplished by establishing special tax rates for married couples. 
In either case the split-income tax provision should be repealed; and, if it is 
would produce $2.5 billion in revenue. 








Che proposal of the House of Representatives to extend the principle of split 
income at least in part to the heads of households: is just ific d only beca ise of the 
existence of the sp it-income provision itself However, we ar opposed to the 
extension of the principle of the split income to the heads of households, as the 
House has done in its bill. There would be no injustice between married indi- 
viduals and heads of households if the split-income tax provision were eliminated, 


We, therefore, recommend that the Senate eliminate the split-income provision, 


i 
thereby making it unnecessary to extend the principle to heads of households. 


Estate and aift taxes 


Almost $1 billion can be raised in this field by an all-out approach to the 
multitude of loopholes that exist in the estate and gift tax structure 
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There are four major loopholes affecting estate and gift taxes which must be 
closed. To close them, we must— 

(a) Integrate the estate and gift tax structure; 

(6) Repeal the splitting of property for estate and gift tax purposes which was 
validated by the Revenue Act of 1948; 

(c) Eliminate the life estate problem; 

(d) Reduce exemptions. 

The following is a brief discussion of each of these major points: 

(a) Integrated estate and gift tar.—The present system is a dual system with 
separate exemptions and lower rates for gifts. As a result, considerable juggling 
is possible to reduce the tax on transferring wealth. This is particularly true with 
respect to gifts made in contemplation of death. The necessity to prove that a 
gift made shortly before death was or was not in contemplation of death involves 
time-consuming litigation, with the Government often unable to prove that the 
gift was made in contemplation of death. Only in about 20 percent of the cases 
has the Government been successful in proving its charges. Substitution of a 
single set of rates and exemptions, and integration of the taxes so that taxwise the 
time of the transfer would not affect the tax, would not only increase revenue, 
but would close loopholes in the tax. 

b) Splitting property for gift and estate tar purposes.—In 1942, tax amendments 
were enacted to equalize the treatment of estate and gift taxes between the 
community-property States and those other States not having the advantage of 
community-property laws. These amendments required equal treatment in all 
States, thus in effect setting aside the provisions of community-property laws in 
those States having such benefits. 

The Supreme Court of the United States States has upheld the validity of these 
1942 amendments. The repeal of these amendments by the Revenue Act of 1948 
weakens our estate and gift tax structure. The Secretary of the Treasury has 
estimated that this results in a loss of revenue amounting to $245 million or 30 
percent of the yield of the estate and gift taxes. 

*) Lofe estates.—At present a man may place his property in trust, make pro- 
vision that his wife (or anyone else) have the income for life (i. e., life tenant) 
and that at her death the income or the property go to their children or someone 
else. Although ability to enjov the income is, in effect, virtual ownership, no 
estate tax is imposed on the life tenant for the value of the life estate. The effect 
of this is to skip at least one estate tax on the property. This procedure may 
with skillful drafting of the trust instrument, be extended so that trust property is 
subject to estate tax only once every 100 years. Ordinarily, property is subject to 
estate tax once every generation (sav 30 vears); the exemption of life estates may, 
therefore. postpone the tax for an additional 70 vears. This is the largest singl 
] the law. Closing that loophole alone could at least double the yield 





The British, wo whom settled property is at least as important an institut 


as it is to us, saw through the tax avoidance possibilities of life estates about 50 

ars ago and provided that the value of propert v subject to a life estate shou 1 be 

led he gross estate of the life tenant. A similar procedure in the United 
States would represent a major step forward in equitable taxation. 

pt Present law provides for a $30,000 gift tax exemption, 

1 $60,000 estate tax exemption, plus an annual gift tax exclusion of $3,000 to 

ea f as many persons as the donor wishes. It is not too difficult for a man to 

pass $250,000 to his relatives, free of tax. Such liberality in the law allows most 

estates to escape any tax. Reduction of the combined estate and gift tax exemp- 


$25,000, and the annual gift tax exclusion to $1,000, would not only 
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e through capital gains, while in the $500,000 class one-third of income is derived 
from capital gains. 
The amount of the income derived from long-term capital gains, under present 
1S House proposal is subject to only a 28% percent tax, while the suggested rate for 
individuals in the $500,000 bracket is 94% percent for all income in excess of 
$80,000. 
The 28% percent rate would be only a few percentage points higher than the 
rate recommended for the lowest bracket. Increasing the rate for capital gains 


h to 50 percent would set the rate equal to that applicable to surtax net income of 
gs $14,000 to $16,000. This is still a modest proposal. 
h There is one additional loophole in the capital gains structure which should be 
a closed. That has to do with accretions in the value of securities held until death. 
8 No capital gains tax is now levied on securities when the owner dies and their 
e “basis”? to the heir is their appreciated security value for estate tax purposes. 
) This situation encourages holding securities until death to avoid income tax. It 
4 could be corrected by considering transfers at death as a realization. If this were 
e done, a capital gains tax would be payable in the year of the death by the de- 
’ cedent’s estate. 
The enactment of these recommendations in capital gains would bring into the 
3 Federal Treasury at least one-half billion dollars. 
a) 
f 4) Tax exempt interest from State and local securities 
There is today over $20 billion of State and local securities in the hands of indi- 
} viduals, income from which is wholly exempt from taxes. It is these securities 
which should be taxed, if the tax-exempt interest question is to be eliminated. 
There is, naturally, opposition by State and local communities to this proposal, 
3 so a compromise measure to tax only future issues of State and local securities has 
been presented. However, it would be 1975 before 90 percent of the current out- 
) standing State and local securities would expire. Thus, little would be accom- 
plished in the immediate future by a proposal to tax only future issues of State 
. and local securities. 
Needless to say, those with vested interests in these exemptions defend its 
continuance on the ground that they paid for this benefit when they bought the 
) securities. It is clear, however, that they did not pay for benefits at the present 
rate. 


The States and localities claim that elimination of the exemption would raise 
interest costs. However, a subsidy by income taxpayers to the States and lo- 
calities is clearly inequitable. Certainly it cannot be stated that States and 


} 


t 
localities could not finance their operations without this benefit. 








If this provision to tax interest from State and local securities were enacted, at 

least one-quarter of a billion dollars in Federal revenue could be collected. 
De pletion allowar ces 

At the present time oil, gas, and mineral companies are permitted excessive 

emptions for depletion. One-half billion dollars a year in taxes could be col- 
lected merely by taxing these companies and corporations at the same rate as 
evervone else, 

The United States Treasury has shown that in 1947 the oil companies that are 
worth over $100 million claimed percentage depletion of more than 13 times 
actual depletion on an original cost basis. In plain language, that is practically 
quivalent to allowing a businessman to recover the cost of his plant 13 times 
through tax-free depletion or depreciation deductions. As long as we are going to 
play that game, I suppose it is only fair to allow taxicab drivers to deduct the cost 
of their cab 13 times for income tax purposes. The cab drivers certain] ed it 
and probably deserve it just as much as the oil companies. 

Referring to the lush, tax-free profits which a few compat ies are enjoving in the 
name of depletion allowance, Senator Hubert Humphrey recently pointed out: 

‘For example, during the 5 vears 1943—47, during whie bt was necessary to 
ollect an income tax from Heo} e earning less than 520 a week, one oil ope rator 
vas able, because of these loopholes, to develop properties veildi nearly $5,000- 
000 in a single year without payment of any income tax. In addition to escaping 
the payment of tax on his large income from oil operations, he was also able through 

e if 3 oil-tax exemption to escane pt ment of tax on most of his income 
from other sources. For the 5 vears is income ta s totaled | than SLOO,O00O0, 

hough his income from nonoil sources alone averaged almost $1,000,000 each 

‘This is a shocking example of how present tax loopholes permit a few to gain 


enormous wealth without paying their fair share of taxes * * * Indeed, the com- 
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parative profitability of the oil and gas industry is found in recent statistics show- 
ing net income expressed as a percentage of sales, released by the National City 
Bank in its monthly letter for April 1950. This report shows that in 1948, 40 
companies producing oil and gas had a return of 34.8 percent on their book assets 
as compared with an average of 13.6 percent for 3,322 companies drawn from all 
industries. In 1949 the comparable ratios were 21.7 percent for oil and gas, and 
11 percent for all industries. Expressed as a percentage of sales, profits of the 
oil and gas producers were 33.1 percent in 1948, and 26.9 percent in 1949. The 
equivalent percentages for the entire group of 3,822 corporations were 7.3 percent 
in 1948 and 6.6 percent in 1949.” 

“A dean of tax experts and former counsel of the Treasury has well summed up 
the case against percentage depletion on oil and gas: ‘(Subsidies) are inexcusable 
when they serve no public purpose and indiscriminately favor entire industries 
which are in an established financial position far beyond need of special Govern- 
ment help. For then their effect is to shift part of the tax burden to the shoulders 
of others who are less able to bear that burden. A sound tax system would permit 
no one segment of business to ride roughshod over others.’ Randolph Paul, 
Taxation for Prosperity (1947), p. 307.)” 

We see no reason why special benefits should be given to oil companies, oil well 
owners, and to the owners of various other mineral properties. 


6) Stock options 


One wide loophole was opened up by the Revenue Act of 1950 and that has to do 
with the employee stock options. 

Many corporations give their top executives the right to buy stocks in the 
corporation at a price below the open market quotation. 

In the past, this difference between the market price of the stock and an option 
to buy at less than market price was taxed at the normal individual income tax 
rates. 

However, under the present law corporation executives would be taxed at the 
so-called ‘‘capital gains” rate on that part of income received in the form of options 
to buy company stock at less than market price. 

For example, if a corporation wants to give one of its $30,000-a-year executives 
a 520,000 cash bonus, such a cash bonus would be subject to the normal individual 
income tax rate. That tax would amount to $12,000. If the corporation wants to 
take advantage of the stock options under this new tax bill and give to the execu- 
tive the equivalent of the $20,000 cash bonus in a stock option, the executive would 
save $7,000 in taxes. 

Wage earners do not benefit at all from this option clause 

In order to bene fit, one’s income before exemptions must be in excess of $15,000 
The higher the tax bracket of the individual! the more profitable it would be 

The repeal of this provision would increase Federal Revenue by another quarter 


of a billion dollars. 


] fe insurance con panties 


The Revenue Act of 1950 imposed a retroactive tax on life insurance companies 
for the vears 1949 and 1950. This was just a stopgap provision, as Secretary 
Snyder indicated in his testimony to this committee a few davs ago 


Serious censideration should be given to the enactment of provisions which 


would keep life insurance companies from enjoying unjustified special treatment 
This is an extremely involved and complicated problem, but, if properly 
it uld produce addi ial revenue needed by the Government. 

‘these tax loopholes represents a com ession either to big 


individuals. The failure to close these loopholes will los 


between $4% and $5 billion of revenue But revenue 


» collected elsewhere 


common folk have less political influence thar 


people, they are to be forced to pav a creater proportiot 


reasonably afford 
loopholes makes the wealthy still richer at the expense 
ze is inequitable and intolerable Congress will be 
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rifice if these loopholes are continued on 
same time as the Congress imposes higher taxes upon 
Wome individuals. 
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In summary, therefore, the CIO believes that we must raise approximately $10 
billion in revenue now in order to be on a pay-as-you-go basis for the current 
fiscal year. This can be done by retaining the House provision on individual 
income tax with a slight modification for the group having only $1,000 or less in 
taxable income, by raising the corporation tax an additional $2-$2'4 billion for 
a total of $5 billion, and by closing loopholes—at least to the extent of raising a 
minimum of $2% billion from this source. 

This $10 billion can be raised, we feel, without resort to increasing excise taxes, 
as the House has recommended, and certainly without resort to a sales tax, which 
certain witnesses before your committee have already advocated. 

The CIO, therefore, urges that this committee give serious consideration to 
placing the tax burden where it should be in our economy. We believe the pro- 
posals which we have made are both fair and equitable, and are based upon sound 
tax and economic principles that are in the best interest of our economy as @ 
whole. 


TABLE I. Distribution of pe rsonal income and expendil 


Persona 


Spending units ranked accord- Range of n 


ing to income income 


Highest ts Over $6,000 
pect $4,500 to $6,000 
Uhire $3, 750-$4,500 
Fourth $3,200 to $3,750 
Fifth $2 840 to $3,200 
Sixth $2 400 to $2.840 
$2,000 to $2,400 
$1,500 to $2,000 
' 
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Tan e III.—Federal taxes on specific consumption as percent of consumer income, 

1938-39 } 
Income class 

Under $500__ _- 

$500 to $1,000_ __- 

$1,000 to $1,500_ 

$1,500 to $2,000_ 

$2,000 to $3,000_ 

$3,000 to $5,000 

$5,000 to $10,000. 

$10,000 to $15,000 

$15,000 to $20,000. 

$20,000 and over 


1 Source: TNEC Monograph No. 3, Who Pays the Taxes, p. 12. 


Percent 
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TaBLe IV.—Total expenditures for gasoline for 3 cities in United States, 1947-48 


WASHINGTON, 1947 


Percentage 
Average | average ex- 
Income level expendi- | penditures 
tures of average 
income 


Under $1,000 

$1,000 to $2,000 
$2,000 to $3,000 
$3,000 to $4,000 
$4,000 to $5,000 
$5,000 to $6,000 
$6,000 to $7,500 
$7,500 to $10,000 
$10,000 and over 


RICHMOND, 1947 


Under $1,000 
$1,000 to $2,000 
$2,000 to $3,000 
$3,000 to $4,000 
$4,000 to $5,000 
$5,000 to $6,000 
$6,000 to $7,500 
$7,500 to $10,000 
$10,000 and over 


MANCHESTER, 1947 


Under $1,000 

$1,000 to $2,000 
$2,000 to $3,000 
$3,000 to $4,000 
$4,000 to $5,000 
$5,000 to $6,000 
$6,000 to $7,500 


$s 


$7,500 and over 
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Under 
$1,000 | 
$2,000 | 
$3,000 
$4,000 
$5,000 
$6,000 
$7,500 
$10,000 


Unde 
$1,000 

2,000 
$3,000 
$4,000 
$5,000 
$6,000 
$7,500 
$10,00 





Under $1,000 ; seid -4 Coed peceatees 
$1,000 to $2,000____. 

$2,000 to $3,000 

$3,000 to $4,000 

$4,000 to $5,000 
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TaBLe V.—Estimated tar on gasoline and cigareties, 1947 
WASHINGTON, 1947 





Estimated tax 
Income level ———$$_____—_ 


Gasoline | Cigarettes 
| | 





$10 
17 
21 


17. 23 


$5,000 to $6,000 ag as Sarr ee a4 tg. 


$6,000 to $7,500 pore : : 51 | 9 
$7,500 to $10,000 
$10,000 and over 


22 
24 
30. g 


RICHMOND, 1947 


Under $1,000 
$1,000 to $2,000 
$2,000 to $3,000 
$3,000 to $4,000 
$4,000 to $5,000 
$5,000 to $6,000 
$6,000 to $7,500 
$7,500 to $10,000 
$10,000 and over 


MANCHESTER, N. H., 1947 


Under $1,000 - 
$1,000 to $2,000 
$2,000 to $3,000 
$3,000 to $4,000 
$4,000 to $5,000 
$5,000 to $6,000 


$6,000 to $7,500 
$7,500 and over 


$1,000 
$1,500 
$2,000 
$2,400 
$3,000 
$5,000 
$8,000 
$10,000 
$15,000 
$20,000 
$25,000 
$50,000 
$100,000 
S500 000 


$ 
$1,000,000 


10 
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Taste VI.— Married person, 2 dependents 


Amounts of tax 


Net income before exemptions 


Proposed 


rates 


ng int 


Nor! 


Source 


Mr 


VOUrse 


A Ime ill incon 
Treasury Department, 


Schutzer, come around. Have a seat there, please, and 
‘If to the reporter. 


Tax as per- 
centage of 
income 
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STATEMENT OF ARTHUR SCHUTZER, STATE EXECUTIVE 
SECRETARY, AMERICAN LABOR PARTY 








Mr. Scuurzer. Arthur Schutzer, 17 Murray Street, New York 
City. I am executive secretary of the American Labor Party. 

Mr. Chairman and members of the committee, in behalf of the Amer- 
ican Labor Party, I want at the outset to thank you for your courtesy 
in giving us an opportunity to present our views on the vital issue of 
tax measures before you now, and I would like to state at the outset 
that I will confine my remarks to the 10 minutes, as requested in the 
telegram that I received. 

The bipartisan tax measure now threatening the American people 
ought to be entitled: “An Act for the Relief of Greedy Wealth and for 
the Further Reduction of the American Family’s Living Standards.” 

That title fully fits the kind of tax program sought by the National 
Association of Manufacturers and the Chamber of Commerce. 
Operating through a determined lobby, the profiteers are spreading 
the big lie to impose their selfish, predatory aims. 

Senator Kerr. Just one moment. Do you understand that the 
National Association of Manufacturers has been here opposing | many 
of the provisions of this bill, and seeking substitute provisions? Are 
you or are you not aware of that? 

Mr. Scxurzer. I am fully familiar with that, sir, but T am also 
familiar with the fact that the National Association of Manufacturers 
and the Chamber of Commerce are, in our opinion, spreading a cam- 
paign for a Federal sales tax, and they are, as we allege here, spreading 
the big lie about an excess purchasing power, which subject is the main 
burden of my discussion this morning. 

Senator Kerr. All right. 

\Ir. Scuurzer. And that is what I had reference to, sir. 
tor Miturkin. You speak of a bipartisan tax measure. IT want 
to remind vou that a President of the United States once referred 
to a tax Mensure then before the Coners ss as “An act for the relief 
of the greedy,’ and there was not anv bipartisan business about it, 
but he almost chopped his own party in two. It was a bipartisan 
effect in that it made two parts of his own party, where one had ten- 
uously existed before. 

Mr. Scuvurzer. Well, I would like to say that, sir, if I may, the 
Republican Party— 

Senator Mintitikixn. Do not speak of the Republican Party. I am 
not speaking of either party 

Mr. Scuurzer. All right. Well, if either partv—let me put it that 
Wal 

(Discussion off the record.) 

Mr. Scuurzer. Mav lt continue? 


senator Nin LIKIN, Yos ro ahea | 

Mr. Scuurzer. They seek to create the myth that workers have an 
“excess of purchasing power.” This so-c: wie excess must be drained 
off, they cry. And they have just the right drainage system, namely 


Increase income-tax rates on low see lower individual income- 
tax exemptions, and enact a Federal sales tax. 

These eager drain ers do not, of course, suggest any tax to siphon 
off the ee be lented corporation profits which total lod an estimated 
10 billion dollars in 1950 (twice as high as corporation profits in the 
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profits-lush year of 1944). They humbly admit that they know only 
how to drain the contents of the already thin pay envelopes of middle- 
and low-income group brackets. 

Let us turn the spotlight of truth—and official Government statis- 
tics—upon the big lie of “excess purchasing power.’’ Is it excess 
purchasing power, gentlemen, when 60 percent of families and house- 
holds in early 1950 either had no liquid assets at all or had liquid 
assets of less than $500?—-Federal Reserve Bulletin, December, 1950, 
page 1591. Is it excess income when we find that, in 1949, 14 percent 
of all families had incomes of less than $1,000; 53 percent had less 
than $2,000; 54 percent had less than $3,000; and 73 percent had less 
than $4,000?—Economic Report of the President, January 1951, 
page 226. 

Moreover, gentlemen, is it excess purchasing power when 60 percent 
of the Negro families had incomes of less than $2,000 a year? (Na- 
tional Guardian, June 27, 1951, p. 4. 

Where is the “excess purchasing power’? Surely not in the pockets 
of workers. 

In all the faney full-page advertisements inspired by the Chamber of 
Commerce and the National Association of Manufacturers to push 
the “big lie,’ they do not see fit to mention a few interesting figures 
about the total take—salary, bonus, and stock—received by corpora- 
tion executives, according to reports filed with the Securities and 
Exchange Commission in 1950. At the risk of embarrassing the 
the crusaders against nonexistent ‘‘excess of purchasing power,” let 
me set forth merely a few of these figures: 


Charles E. Wilson (General Motors $626. 300 
Crawford a Greenwalt (du Pont 539, 550 
J. C. Dellinger (Anderson, Clayton 168. 271 
~— ur B. Homer (Bethlehem Steel 381. 932 
J. F. Drake (Gulf Oil 343. 000 
Seton Proter (National Distillers 302. 206 
rT M. Girdle r Republic Steel 27 ) LHb6 
Source: CLO News, June 18, 1951, } 


Senator MILLIKIN. How much excess purchasin 
gentlemen after you apply the taxes to them? 

Mr. Schurzer. | would imagine quite an excess; but the point I 
am trying to make, Senator 

Senator Mintiikin. Take $626,000. How much taxes would vou 
pay on that? 

Mr. Scuurzer. Well, I will tell vou one thing, I have not heard 
of anv one of these gentlemen having applied to the Government 
for relief. 

Senator MiILuikiIn. How much taxes would be applie dl to $600.000? 

Mr. Scuurzer. I would apply much more than is applied now. 

Senator Mituikin. How much would you apply at the present 
time? 

Mr. Scuurzer. I am not here to fashion a tax bill; I am here to 
fashion the principles that we would apply. 

Senator Mintiikin. You mav not be here to fashion a tax bill, 
and I doubt whether you will, but vou are here giving your own 
testimony on the salaries of these people. 

Mr. Scuurzer. That is right. 


Y powe! have those 
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Senator Mitirxry. And it is relevant, I suggest, to find out how 
much they have after they pay the taxes which you are objecting to. 

Mr. Scuutzer. Well, I would say this, unless you want to dispute 
me, Senator, that after they pay their taxes they certainly, to put it 
mildly, and to understate it, are in an infinitely better position than 
the income groups whose percentages I read a few minutes ago. 

Senator Minirkin. Oh, yes; I do not challenge that at all. 

Mr. Scuurzer. Would you say, sir, that these total taxes repre- 
sent a fair return, comparing it with what the workers in these 
industries and these companies get? 

Senator MILLIKIN. I suggest to vou that those total taxes reflect 
the rate of taxes that we are now imposing on people that have large 
incomes. That is what I suggest to you, and that is why it would be 
interesting, if you have not done so, to apply the tax rates to those 
brackets and see where you come out. 

Mr. Scuutzer. | would be very happy, with your permission, 
Senator, to file a supplemental statement with this committee showing 
what the total is that is left after all taxes are paid by these super- 
top-salaried executives. 

Senator Minurkin. That is right. I would like to see that. 

Mr. Scuutzer. Another example of excess purchasing power a la 
the National Association of Manufacturers is, I suppose, the fact 
that by January 31, 1951, nearly 48 percent of E bonds had been 
cashed in (Treasury Department release, U.S. Savings Bonds Issued 
and Redeemed). Moreover, 16 percent of E bonds purchased in 1950 
were cashed that same vear. These bonds were cashed to buy food, 
clothing; to pay for medical expenses; to help meet the soaring cost 
of living and profiteering prices. What happens to the “big lie” 
about excess purchasing power in the light of such facts? 

Yet, the glib slogan continues to be proclaimed by those who, while 
raking in unprecedented billions in profits at the expense of the living 
standards of the American family, seek to shift the tax load more 
and more on to the sagging shoulders of those least able to pay. The 
indefensible and utterly unconscionable drive to impose a Federal 
sales tax represents the latest effort in this direction by the tax hogs. 

Realizing the huge stakes involved, it is understandable that the 
monopolists would promote the “‘big lie.”” But, it is shocking to see 
agencies of the Government adopt the same tactic. For example, the 
Wage Stabilization Board has relied upon the excess purchasing power 
fants asy as its major warrant for wage freezes and for increasing taxes 
from low incomes 

Senator Kerr. Does the Wage Stabilization Board levy taxes? 

Mr. Scuurzer. No; it does not, but it can make recommendations, 
which it has, sir, and which I am referring to. This is the statement 
that I am referring to of December 18, 1950, release No. ESA 
GPR-18. 

Similarly, in a 1951 version of pure Alice-in-Wonderland economics 
The Council of Economic Advisers actually declared that ‘“* * * 
we must stop eating so much cake”’ (appendix B of the January 1951 
Economic Report of the President). Our answer is: The people need 
more bread, not less cake. 

Tax measures, gentlemen, do not originate or exist in a void. ‘They 
reflect the total outlook, program and policies of the Government. 
Taxes can be sought to pour billions into the coffers of war profiteers 
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in executing a blueprint for a war economy or taxes can be sought to 
build homes, hospitals, schools, roads and to advance the well- -being 
of the American people through peaceful, democratic progress. 

The American Labor Party respectfully urges that, instead of war 
spending, which rose from $12% billion before Korea to more than 
$30 billion and is going to $60 billion—or $400 for aoe American- 
let us spend to put up the 5 million homes the Nation needs, the 
thousands of new schools, the more than 1 million hospital beds 
that are urgently required. ‘The $16 million the Government dribbled 
out last year on cancer research was less than the cost of a flight of 
group bombers. 

We respectfully submit that this committee should as a most proper 
exercise of its duties and powers, recommend prompt completion of a 
cease-fire in Korea as a first essential step in achieving peaceful 
negotiation of all outstanding differences. The profit-wallowing mo- 
nopolists who are gorging themselves on lush war orders will not like it. 
But, the American people, regardless of differences in political affilia- 
tions, will welcome it as the beginning of a return to the peace policies 
of Franklin Delano Roosevelt. 

To help achieve a democratic, progressive tax program for an 
America in a world at peace, the American Labor Party respectfully 
oo 

. Increase the individual income-tax exemption as follows: Single 
m rson, $1,600; married couple, $2,400; dependents, $600. 


2. Reduce—instead of increase—income-tax rates in low-income 
brackets. 


3. Remove Federal excise taxes on essential everyday items like 
cigarettes, transportation, houschold appliances, and so forth. 


4. Reject decisvely the proposal for a Federal sales tax. 

5. Increase by $7 billion the tax on huge corporation profits. 

6. Tie up the tax loopholes of income splitting. 

7. Revise upward the estate and gift taxes. 

We urge in conclusion, gentlemen, that you reject the “big lie’ 
about excess purchasing power and that you act upon the big truth 
about excess profits. There is the key to a democratic and progessive 
tax measure for the American people. 

Senator Miiuikin. Prior to reaching a durable peace with Com- 
munist Russia, do you favor cutting down on military preparedness 
cutting down on our military preparedness program? 

Mr. Scuurzer. I favor taking every step immediately, Senator, 
that will achieve a peace which, in turn, would make it unnecessary 
to raise the billions of dollars now being raised for armaments. 

Senator Miiiikin. That was not my question. My question was 
prior to the time—prior to that time that a dependable peace Is 
reached, do you favor the abandonment or the serious curtailment of 
our present military program? 

Mr. Scuurzer. Senator, the time for peace is here right now, so 
1 do not see that we have to phrase it prior to that. 

Senator Minuikin. We have not got it. 

Mr. Scnutzer. I want us to have it, and immediately. 

Senator Mitirkin. My question is a very simple one. I ask, prior 
to the time that we have the kind of peace you are talking about, shall 
we cut down our military program? 
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Mr. Scuutzer. My answer to you, sir, in absolute earnest. good step t 
faith, is that the time for peace is right here now today, and if we ferenc 
could get peace, and a complete peace—and there is no reason why may b 
we cannot—then the entire tax measure would have to be, and should if botl 
be, revised for peaceful progress rather than for war spending. tions : 

Senator Mituikrn. I am cutting out vour “if” because it is “iffy;”’ this c¢ 
I am asking vou if prior to the time that we secure a durable peace, | ately | 
whether you would cut out or seriously cut down on our military time 1 
program. essent 

Mr. Scuurzer. I certainly would cut down on the profiteering buildin 
involved in it, which is vast and inflated. Sen. 

Senator Miturkin. Cut down the profiteering on it. Would you which 
cut down on the program? we re 

Mr. Scuutrzer. I am not military expert. I only know what the Mr. 
American people feel and say, that is that we have got to get peace world 
as quickly as possible, and that is what I am urging this committee Sen 
to recommend. that v 

Senator Mixiirkin. I do not know anyone who opposes peace. Mr. 
What I am asking vou is whether prior to peace you would cut down to ma 
or eliminate the military program. 1 am : 

Mr. Scuvurzer. I would cut down and eliminate the policies of both that a 
the Republican and Democratic Parties which are now in effect, Sen 
which envisage a war economy and a blueprint for war, and which us ass 
produced the kind of a tax measure which is now before the committee. would 

Senator Mitiikin. | repeat my question. down‘ 

Mr. Scuurzer. I repeat my answer, Senator. Mr. 

Senator Mintiikin. Just let me repeat my question first. that i 

Prior to the time that we have the kind of peace that you are talk- Sen 
ing about, would vou abandon or seriously cut down the existing mili- I hops 
tary program? You answer me by saying you think the time for Mr. 
peace is right now. billior 

Mr. Scuurzer. That is right, sir. Sen 

Senator Mitiikin. Well, are vou in a position to make a peace right us cut 
now? you fa 

Mr. Scuutzer. No, but vou can help, and the American people favor 
can help Mr 

Senator Mitziirkin. I am willing to help. void, 

Mr. Scuutrzer. So am I, milita 

Senator Mitiikin. Lam talking about, are you Ina position to make Ing he 
good your assurance? Sen 

Mr. Scuurzer. No, I am only in a position assum 

Senator Mitiikrn. Of course, you are not. that \ 

Mr. Scuurzer. | am only in a position as an American citizen to milita 
raise my voice so that peace can be achieved. Mr. 

Senator Miturkin. I am not so sure that raising your voice will polici 
achieve peace. {[Laughter.] 1 wish raising your voice could achieve which 
peace, Sen 

Mr. Scuutzer. It may not achieve it in this room, but I am talking Mr 
about world-wide peace. Sen 

Senator Mitiikin. But, passing that, I repeat my question, that not k 
prior to the time that we have a durable peace, do you favor abandon- to my 
ing or seriously cutting down the present military program? progr: 

Mr. Scuurzer. I must respectfully repeat, Senator, that the Govern- durab 
ment should now do everything possible to hasten a cease-fire as a first 
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step toward achieving peaceful negotiations of all outstanding dif- 
ferences. If the Government does that immediately, Senator, if ] 
may be permitted to answer the question fully, if the Government and 
if both parties honestly and earnestly do that, and if peaceful negotia- 
tions are achieved, then I say, with all respect to this committee, that 
this committee would have no alternative in good faith but to immedi- 
ately revise the entire structure of the tax measures because by that 
time the billions that are now going into war orders would not be 
essential, and instead would go into peaceful progress and peaceful 
building for the American people. 

Senator Muiniikin. Of course, you are talking about something 
which is perfectly obvious. After we got through with World War I] 
we reduced expenditures; we balanced the budget; we reduced taxes. 

Mr. Scuutzer. 1 do not want to wait until we get through with 
world war II]; I want to stop it, Senator. 

Senator MiLLikin. You want to stop it? You want the assurance 
that we will not have a war; is that right? 

Mr. Scuurzer. Do I have the assurance? I think that we can help 
to make that assurance. I have no assurance in my vest pocket. All 
I am asking is that we take every step within our means to help mak« 
that assurance come true. 

Senator Mintuikin. Let us assume that vou are entirely correct, let 
us assume that. Prior to the time that we have a durable peace, 
would you abandon the present military program or seriously cut it 
down? 


Mr. Scuurzer. I would abandon the profiteering in defense orders 
that is going on now. 


Senator Mitiurkin. Let us assume that we should abandon that 
I hope we do cut it out. 

Mr. Scnurzer. If you abandon it, you are going to save several 
billion dollars. 

Senator Miniikin. Let us assume that. I am still asking yvou—let 
us cut out the profiteering—assuming you cut out the profiteering, do 
vou favor the abandonment of the present military program, or do you 
favor seriously cutting it down? 

Mr. Scnurzer. The military program, Senator, does not exist in a 
void, as citizens have testified, citizens from the Pentagon. The 
military program is an extension of the entire policy that I am attack- 
ing here and, therefore, I will not separate one from the other 

Senator Muitiikix. Assume that it does not exist in a void, and 
assuming that you are attacking the entire policies; prior to the time 
that we have a durable peace, do you favor abandoning the present 
military program? 

Mr. Scuurzer. I favor abandoning—I will repeat again—those 
policies which make it necessary to have the kind of military program 
which looks for a war economy instead of a peace economy. 

Senator Minurkinx. Well, everyone will agree with you on that. 

Mr. Scuurzrer. Then, there is no dispute. 

Senator MILLIKIN. Everybody will agree with you on that. I do 
not know whether there is any dispute on that, after I get an answer 
to my question as to whether you would abandon the present military 
program or seriously cut it down prior to the time that we have the 
durable peace that everyone is praying for. 


) 
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Mr. Scuurzer. I would immediately abandon and throw in the ash- 
can the present bipartisan program of the Government which, in our 
opinion, is not a program for peace, but is a program for war and which, 
in turn, is used to justify the kind of military program to which the 
Senator is addressing himself now. 

Senator Mixurkry. Is it your theory that the present military pro- 
gram is a program to encourage war? 

Mr. Scuutzer. I definitely ‘and most firmly believe that. 

Senator Mruurk1n. Then, if you believe that, you are in favor of 
abandoning that military program, are you not? 

Mr. Scnurzer. I am in favor of converting that program into a 
program for peace; yes, sir. 

Senator Miiurkrn. And you are in favor of doing that prior to the 
time when we have an assurance of a durable peace? 

Mr. Scuurzer. I am in favor of doing that simultaneously with 
active steps for peace. 

Senator MiLirkin. But not wait until after we have the dependable 
assurance? 

Mr. Scuutrzer. I think whether we can get that dependable assur- 
ance rests largely within our own hands and our own efforts, sir. 

Senator MiLirkin. Let us assume that is true. You have already 
answered the question. You are not in favor of the present military 
preparation, and I am just putting the reverse on that, you favor 
abandoning it prior to the time that we have a durable and dependable 
assurance for peace. 

Mr. Scnurzer. I believe I have answered it, sir. If you want to 
go through it again 

Senator Miiirkin. | believe you said we should do it simultane- 
ously, before we have 

Mr. Scuuzrer. I think doing it simultaneously will be the greatest 
step for giving us the assurance of peace, sir. 

Senator Mitirkin. But you favor cutting out this military pro- 
gram prior to the time you have a durable assurance, is that right? 

Mr. Scuutzer. Well, I simply want to repeat that I do not regard 
the military program as an entity by itself. It is part of the govern 
mental policies for war. 

imate Miniikin. Assume that is all true. 

Mr. Secnurzer. If that is all true, I respectfully suggest we would 
like to see this governmental bipartisan policy for war abandoned, 
thrown away, rejected, and a substitute for it be installed, and active 
policies for peace, and if that policy were adopted today, when | 
walk out of this room, by the Government, then in my humble opinion 
the entire military program would have to be revised instead of one 
for war, it would be ene for peace. 

Senator Mitirkin. Without any of the ifs and buts, you are in 
favor of getting rid of the military program, are you not? 

Mr. Scuuvzer. No; I am not; I am in favor of getting rid of the 
bipartisan war policies out of which the military program flows, and 
is a part; I am not an expert on military matters. 

Senator Mirkin. Assuming you get rid of that, do you favor the 
abandonment of the military program, and seriously to cut it down, 
ct accepting your assumption of cutting the profiteering out, if you 
wish? 
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Mr. Scuutzer. With all due respect, Senator, I repeat again what 
I have said several times here, that I will not venture an opinion on 
cutting down or doing anything concerning the military program per 
se by itself; because I do not believe that program has any merit or 
validity, standing by itself, without relation to the governmental war 
policies of which it is the voice, and an essential part. 

Therefore, any opinion that I could humbly submit to this com- 
mittee would have to be directed in the first instance to the general 
governmental policies, as 1 have stated in my statement. 

We believe if those general policies, sir, are changed from war 
policies to peace policies, then the military program would perforce 
have to change similarly to a peace policy, which would mean infi- 
nitely reduced expenditures, and all the rest that would come with 
it; and I urge that this committee do everything in its power to bring 
about that change in the over-all policies of the Government so that 
the military policy would perforce have to change. 

Senator Miturkry. But prior to the time that all of those things 
are done, and before we have a durable assurance of peace, you favor 
cutting down or abandoning the military program? 

Mr. Scuvurzer. | respectfully submit that 1 have answered to the 
fullest degree possible. 

Senator Miuuikrx. You have answered to the best of your ability, 
have you not? 

Mr. Scuurzer. Yes, sir. 

(Discussion off the record.) 

The CHarrMan. All right, sit 

Mr. Scuvurzer. Thank you, sir. 

The CuarrmMan. Mr. Hertwig. 

Would you please identify yourself for the record? Of course, | 
know you as a citizen of Macon, Ga. But you are here representing 
the American Cotton Manufacturers Institute. 


STATEMENT OF CHARLES C. HERTWIG, PRESIDENT, AMERICAN 
COTTON MANUFACTURERS INSTITUTE, INC., ACCOMPANIED 
BY CLAUDIUS T. MURCHISON AND JAMES S. RANKIN 


Mr. Herrwic. My name is Charles C. Hertwig and I reside in 
Macon, Ga. I am president of the Bibb Manufacturing Co. of that 
city and also serve as president of the American Cotton Manufac- 
turers Institute of Charlotte, N. C., in whose behalf I present my 
testimony today. 

At this point I might say that Dr. Murchison is an economist and 
Mr. Rankin is an attorney for the American Cotton Manufacturers 
Institute, 

The CHarrmMan. Very well. 

Mr. Hertrwic. Further to identify myself, 1 would like to say that 
the American Cotton Manufacturers Institute is the central trade 
association for the entire cotton manufacturing industry, and serves 
as its spokesman in matters of national interest. The industry is one 
of the country’s largest, providing employment to more than 500,000 
workers. end having a production output valued in the primary market 
at more than $6 billion per year. It is, therefore, a major factor in 
the economic well-being of our country and is a dominant factor in 
the prosperity of the area extending from Maine to Texas. 
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The cotton manufacturmg industry is also a vital factor in the 
Nation’s program for preparedness. In the last war it ranked well 
up in essential, ranking second only to iron and steel. In serving the 
demands of the civilian population, and from the standpoint of its 
impact on the typical family budget, its importance is exceeded only 
by food and shelter. 

It is an industry of small, mtensely competitive units, despite its 
aggregate magnitude. There are over 1,000 manufacturing enter prises 
which constitute the cotton industry, no one of which represents 
more than 4 percent of the total. Essentially, they are all small 
business, but they go to make up a large industry. 

Thus, the cotton manufacturing industry has always been distine- 
tive as the most competitive and individualistic of the Nation’s major 
manufacturing industries, and represents, to the maximum degree, 
the spirit of free business enterprise. The mills constituting the 
membership of the American Cotton Manufacturers Institute, Inc., 
are distributed throughout the industry’s entire area, and operate 
about 85 percent of the industry’s total spindles. 

My statement to this committee is divided into two parts. The 
first part deals with general considerations such as tax rates and 
effective dates. The second part deals with discussion of detail provi- 


sions and inequities contained in the House bill. I ask permission of 


this committee to limit my oral statement to the first or general 
discussion and to insert into the record the second or detailed dis- 
cussion. 

The CuarrmMan. You may do so, Mr. Hertwig. 

Mr. Herrwic. We are fully conscious of the many tedious hours 
which this committee has spent listening to the varied and diverse 
views of many interests relative to the new revenue act. So think- 
ing, we are deeply grateful for this opportunity to make an appearance 
in behalf of the cotton textile industry. At the same time, it is not 
our intention at this late date in the hearings to further weary the 
committee by needless repetition of opinions which have already been 
many times stated. We realize that we can bring little which is new 
to the discussion, and our purpose is mainly to strengthen the em- 
phasis which we feel should be given to certain basic considerations 

The first of these is the extraordinary speed with which underlying 
economic changes have occurred within the past 6 months. We fee! 
that certain executive divisions of the Government have been prone 
to disregard these, and insist upon pursuing the thinking which 
appeared to be valid on the basis of circumstances which existed 
the beginning of the year. For example, when the President’s 
January budget was submitted, the Treasury predicted a June 30 
deficit of $2.7 billion. As we all know, there was on June 30 an actual 
surplus of $3.5 billion. 

We appreciate fully that it is the time-honored custom of the 
Treasury, and probably for good reasons, to underestimate prospective 
Government revenues and overestimate prospective expenditures. In 
this instance, however, the disparity which developed between the two 
was far greater than could be explained by the usual conservatism 
In appraising the remarkable fiscal showing of the past vear, it is well 
to point out that the net receipts of the Government exceeded by $11 
billion the receipts of the fiscal year 1950. This great increase was in 
part due to the changed provisions of the Revenue Act of 1950, but 
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to a still greater degree, it was due to the tremendous increase in 
personal and corporate incomes. There is sound reason to believe 
that the latter tendency will continue during the fiscal year 1952 and 
that the greater part of the additional revenues, which may justifi: ably 
be needed, will be supplied from the increased volume of national 
income without benefit of further changes in tax rates. In support of 
this view, we wish to call attention to certain data which have just 
been purblished by the President’s Council of Economic Advisers in 
their July report on Economie Indicators. According to this report, 
the total gross national product in 1950 was $280 billion. In the 
first quarter of 1951, the gross national product was at the annual 
rate of $314 billion, an indicated increase of 34 billion over 1950, 
and an increase of 58.4 billion over 1949. 

Average weekly ‘arnings in all manufacturing industries in 1950 
were 3. In March, April, and May of 1951, weekly earnings 
have pecenea above $64.50, an increase of more than $5 per week. 
Total disposable personal income has also risen sharply. In 1949 it 
was 187.4 billions. It rose to 202.7 billions in 1950, an increase of 
15.3 bilhons. From 1950 to the first quarter of 1951 disposable 
personal income zoomed to an annual rate of $214.9 billion, an increase 
of 12.2 billion. The wage advances and greater or nt of the 
second quarter indicate currently a further rise of total disposable 
income. 

The index of total industrial production, seasonally adjusted, has 
climbed from the 1950 monthly average of 200 to a level of 223 duri ing 
the 4 months, March to June inclusive of 1951. Even more strilring 
is the change which has occurred with respect to corporate oe 
In 1950 corporate profits before taxes were $41 billion. In the first 
quarter of 195] the revised data show that profits are running : 
annual rate of $49.5 billion, an increase of 8.5 billion, or more 
20 percent. If we compare on an annual basis, first quarter profits 
1951 with the first quarter profits of 1950, the indteated 
$20 billion, an expansion of about 70 percent. 

If we convert these figu ee of Corporate profits int 
porate tax lability, we find that in 1950, according to th 
of Commerce, the total corporate tax lis bility was $18.2 
the first quarter of 1951 corporate tax lability, on an annu: 
seasonally adjusted, was $25.8 billion, an increase oy 
of $7.6 billion, and an increase of $15.2. billion 
comparison is made between the first quarter 
quarter of 1950, in terms of an annual snip th 


much greater since the ey rate tax hability 
vear was only $13.2 billion. Incredibl 
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Current data which has just become avail 
ndustrial preduction, agricultural production, 
ndicate that the great production activity of th 
maintained. With a steadily increasing trend in pe 
wage earners, we can make due allowance for some deecln 
profit rate, due to increased costs and stable prices, and 
that the major portion of additional revenue — for 
fiscal year can be derived from the tax rates now in effec 
The report of the Treasury Department for the periods 
July 11, 1950, and same days in 1951, shows the extent 
current tax receipts exceed those of last year, 
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For that period in this year, the total of income tax withheld and 
social-security taxes and other income taxes was $721,433,908, com- 
pared with the same period of last year at $294,812,819. 

This means an increase of almost 145 percent. 

Senator Kerr. I do not understand that. 

Mr. Hertrwie. That is the report of the Treasury Department for 
those days, compared for the 2 years, Senator. 

Senator Kerr. Those are the total of the current tax receipts? 

Dr. Murcurson. Those are for the first 11 days of July, compared 
with the same period for a year ago. They have just been published. 

The CuarrMANn. These are the receipts? 

Dr. Murcuison. Yes, sir. 

Senator Kerr. These are the receipts from the two sources; is that 
it? 

Mr. Hertwie. Yes, sir. One is income tax withheld and the other 
is other income tax. There are two sources. And then, included in 
the income-tax-withheld figure is the social-security taxes. 

Senator Kerr. Your second item is “Income taxes, other.’”’? Does 
that mean, other than income taxes withheld and social security? 

Mr. Herrwie. I think that means income tax paid directly as a 
payment on the tax rather than withheld from the employee. 

Senator Kerr. Then what you mean is that that total that you 
had here represents that collected by the Treasury from the income 
tax withholding fees, and the social-security taxes and from all other 
income taxes paid into the Treasury, both individual and corporate? 

Mr. Hertwia. Yes, sir. 

Senator Kerr. All right, sir. 

Mr. Herrwic. The. economic developments which we have enu- 
merated have become fully evident only within the past few days, and 
for that reason have not received the very earnest attention which 
they deserve. They could not have been so fully evident to the 
House Committee on Ways and Means when it was giving considera- 
tion to the new revenue bill, and they had not yet come to the clear 
attention of many of the witnesses which have appeared before this 
committee. We feel that they are so pertinent to the great task of 
providing adequate revenues at this time that they should be given 
further study and analysis before final decisions are reached on the 
Revenue Act of 1951. 

We believe there is universal agreement that the tax burdens already 
borne by the American people and the American economy approxi- 
mate the maximum which can safely be imposed without impairing 
maximum production. Certainly any further additions to this bur- 
den should be held to the absolute minimum permitted by budget 


requirements and by the ability of the Nation to pay without suffer- 


ing needless injury. 

Senator Kerr. Right there, Mr. Chairman, if I could just have a 
minute with the witness, I.would like to say to him that I agree with 
the last sentence in the paragraph that— 
any further additions to this burden should be held to the absolute minimum pe 
mitted by budget requirements and by the ability of the Nation to pay without 
suffering needless injury. 

I want to agree with that statement wholeheartedly. I would lik 
to ask the witness if he has anything other than just his opinion. And 
i do not depreciate that. Ihave quite a respect for that. But I would 
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like to ask him what other than his opinion he has as a basis for the 
first statement in the paragraph. 

Mr. Herrwia. Are you asking me in what way we might reduce the 
budget? 

Senator Kerr. No. You say there, ‘We believe there is universal 
agreement.’’ Now, I would say that if you were present here during 
the testimony that has alre: dy been heard here this morning, you 
would be compelled to admit that there was evidence that there are 
at least some exceptions to the “universal agreement” that the tax 
burdens already borne by the American people and the American 
economy approximate the maximum which can safely be imposed 
without impairing maximum production. 

I would be glad to have you document that for the record if you 
can. I am one member of the committee that is greatly interested in 
ascertaining the relationship of the present rate of taxation to the 
maintaining of the strength of the economic system, and also if 
circumstances would indicate that additional revenues be required, 
to what extent can we go to increasing the rate of taxation and still 
safeguard the inherent strength, vitality, and capacity to grow of the 
economy. 

You make the statement here that we have reached the maximum 
which can safely be imposed. And if you can document that state- 
ment, I would be very grateful if you would do it. 

Mr. Herrwic. We will be very glad to submit a supplement of 
that, sir, and attempt to document it for you. 

The Cuarrman. Very well, Mr. Hertwig. 

(See supplemental statement at end of Mr. Hertwig’s testimony. 

Mr. Herrwia. Since the Korean War it has been customary to 
regard increased taxation as a necessary weapon with which to fight 
inflation. Until 3 months ago we ourselves accepted this doctrine. 
We now know that this attitude was the natural result of: (1) the scare 
buying of the early war period, 2) a general underestimate of the 
Nation’ Ss productive power, and (3) an exaggerated estimate of the 
Nation’s military requirements scutes to the adequacy of facilities 
for supplying them. 

What has actually happened is that the Nation’s productive power 
both with respect to agriculture and industry has exceeded all expecta- 
tions. Defense spe ‘nding in the fiscal year ending June 30 was $20.34 
billion, most of it concentrated in the last 7 months, yet the Nation 
took this diversion of product without visible strain. The few excep- 
tions to the condition of plenty are confined to strategic war materials; 
and even in this category the cut-backs in m: anufac ture for civilian 
consumption have not “produe ed visible scarcity as is evidenced by the 
ready availability of automobiles, refrigerators, television sets and 
other appliances. 

Clearly American productive power and the unexpected balancing 
of the budget have stopped the inflationary trend for the time being. 
Certain Government officials say it will be resumed when Government 
buying increases, but this is only a repetition of the argument of 6 
months ago. Agriculture and industry are now dealing with a capac- 
ity and with a rate of production which look forward to increased 
Government buying not as an inflationary influence, but as a sustain- 
ing influence. On the basis of our own experience since April 1, and 
our observation of other industries since that time, our well considered 





956 REVENUE ACT OF 1951 


belief is that the diversion of from 20 to 25 percent of the Nation’s 
industrial capacity to defense needs will leave the remaining 75 or 80 
percent of capacity fully able to take care of civilian requirements 
without generating any inflationary pressure in consumer markets. 
This assumes, of course, that money and manpower are not wasted by 
Government prosecution of nonessential activities at home and 
abroad. 

Senator BurLter. Mr. Hertwig, do you care to elaborate just a 
little on that last sentence? 

Mr. Hertrwia. Senator, it is a very complex question. I believe 
in the President’s contemplated budget, we contemplated sending 
abroad some $8 billion, if 1 remember correctly. I assume that we 
want to maintain our position abroad in whatever area we desire to 
maintain it, but the question is how far we can go in this country and 
hold the whole world up without wrecking our whole economy. | 
think that is a question to be seriously considered by all people who 
are familiar with these expenditures. I do not know what that should 
be. It brings in a great mass of information necessary, for instance, 
from the State Department and from the Department of Commerce 
and from all other areas. 

Senator Butter. Thank you. 

Mr. Hertwiae. On the basis of the economic facts which we believe 
we have objectively analyzed, our conclusion is that an anti-inflation 
purpose should not be a major factor in the Revenue Act of 1951. 
With respect to Government fiscal policy, we believe that anti- 
inflationary objectives are now important only on the side of appro- 
priations. 

Taking this approach to the problem, we find that a substantial 
part, perhaps a major part of the additional needed revenue would b: 
attainable under existing law because of the great upsurge of industrial 
aHeurvil and national income. We also find that the Nation’s agricul 

ural and industrial output has met and solved the problem of inflation 

insofar as it can be solved by private action. We also find that this 

oductive power is adequate to meet prospective defense needs 
out impairment of civilian requirements. 

If these conclusions which are based on the record are valid, as w 
believe them to be, it would seem as if your committee, Mr. Chai 
is under somewhat less pressure with respect to added sources 
revenue than as the case with the corresponding House committer 

ic evidence only recently available. Consequently 
this greater leeway provides the opportunity for changed judgment 
warding those taxes which bear directly on production and producti 
neentive These two factors have solved the prob em of defens 

.ds and inflation, and will continue to do so, if the Vv are unimped 


We believe it to be unnecessary for fiscal purposes to increase co 
t} ] ) eve that ich acto n, if taker 1, would be defi 
ious 1 1e country’s production effort. We especially 
to the proposed increase of the normal tax rate to 30 perce 
to the proposed reduction of the excess profits credit to 75 perce! 
normal earnings. 


[t is our judgment that the normal and surtax rates should rem 
unchanged and that the excess profits credit should not be lower than 
85 percent. We also believe that the existing ceiling of 62 percent for 


a corporation’s Income and excess profits liability should not be raised. 
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As we have previously pointed out, the maintenance of existing rates 
does not preclude substantially heavier receipts from corporations 
during the coming fiscal year. To raise them would throw serious 
impediments into the production effort when high points of output are 
reached and might actually curtail both production and revenues. 

We are not now engaged in a major war. We are engaged in a 
program of preparedness. The purpose is to become stronger, to 
grow greater in productive capacity, to build new activities. These 
things cannot be accomplished by private enterprise within the frame- 
work of a tax program which takes from industry its means of expan- 
sion and its incentive to maximum effort. 

If despite all the considerations set forth above, higher rates should 
be imposed on corporate income, it is very important to industry that 
they not be made retroactive. Retroactive tax increases do great injury 
to a corporation by foreing arbitrary financial readjustments back- 
ward through periods where accounts and settlements have become 
past history. They cause serious embarrassment and possibly heavy 
losses where important commitments have been made to creditors 
and stockholders and where capital goods have been contracted 
wr lines of credit arranged, or corporate Issues planned, or hew wage 
contracts entered into, or raw materials purchased against seasonal 
needs. 


With respect to tax rates on individual incomes, there is grave 
doubt of the wisdom of any increases over those contained in the 
1950 act. The hardship of the average individual under existing 
rates is known to all of us, and we have only to look at the shi arply 
progressive rates in the tax table to realize that this - irdship cannot 
be relieved in proportion to extra effort. In many cases the point 


of no incentive is quickly reached. 

Although a majority of men are under the occupational necessity 
of year-round performance in order to protect the interests of a firm 
or corporation, there are many others not so restricted. Professional 
people such as lawyers, doctors, engineers, independent accountants, 
survevors, actors, authors, may well take extended vacations or 
fronnen: fishing trips, when their earnings within the vear have 

eached the point where the greater part of additional income must 
°* surrendered to the Government. 

Senator Kerr. Right there, vou would not want to limit a man’s 
opportunity to participate in more frequent fishi 
conditions which you have laid down there? 

Mr. Herrwia. Not if you like fishing, Senator. 

Senator Kerr. All right. 

Mr. Herrwia. In like category are many business people such a 
contractors, builders, certain types of traders and commissionmen 
real estate developers and others, to mention only a few, who, without 


1g trips through the 


the ties of heavy fixed investment, are free to curtail acti 

the rate of tax becomes all out of proportion to further effor 
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product even though they may add temporarily to the revenues of 
the Government. 

It is our contention that the current financial requirements of the 
Government are not of the emergency character to justify any increase 
in individual tax rates. 

In large part, this proposal to increase was actuated by the theory 
that the surplus spending power of the public should be taxed away 
as an anti-inflation device. The idea is fallacious because surplus 
spending power is the only source of savings which should be diverted 
into investment rather than confiscated. There is the further prac- 
tical consideration that at the present time tax increases on the indi- 
vidual are considered as an addition to the cost of living and, in the 
final analysis, as history shows, they would serve only as a stepladder 
to compensatory wage increases, and therefore to further inflation. 
We feel that the individual tax increases for 1951 already provided 
for in the act of 1950 have reached the limits of safety as regards both 
the economy and the public welfare. 

We are most grateful, Mr. Chairman, for this opportunity to present 
our views on the basie considerations underlying the revenue bill, 
and on certain of its specific features. 

The CHarrman. Now you wish to put the further statement in 
the record? 

Mr. Herrwic. Yes, sir. I would like to put the other statement in 
the record, if I may. 

The CHarrmMan. You may do so. 

The statement referred to is as follows:) 


DETAILED DiscussION 


ESS-PROFITS CREDIT BASED ON INCOME 
filed before the two committees of Congress in the fall of 1950, 
e Treasury Snyder admitted that the problem of excess-profi 
filled with difficulties. It is extremely difficult to define ‘“‘exce 
ind it is almost impossible to define in the general terms of a statute an 
» standard of so-called ‘‘normal’’ earnings. Many inequities are already 
he Excess Profits Tax Act of 1950. 
‘nvder appeared before the Hotise committee in connection 
stated that it was too early to make recommendations until 
Tax Act of 1950 had been in operation for a fair length of time 
excess Profits - ax Act of 1950 was wrong in allowing a credit 
of only 85 percent of normal earnings. The effect of the limited credit was to 
percent of such earnings to a 77-percent tax (a 25-percent normal tax, 
22-percent surtax and 30 percent excess-profits tax). Thus, if a company 
1951 has only normal earnings, it is subjected first to an increase in the normal 
tax and surtax and also to an additional 30-percent tax on 15 percent of such 
normal earnil 
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uuld be 100 percent. This will more accurately measure normal 
have an excess-profits tax. 


For these reasons, we feel there should be no change in rates, and that the 


CEILING RATE FROM 62 PERCENT TO 70 PERCENT 
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simplicity, the $25,000 surtax exemption). Until its income reached $200,000, 
it will pay 77 percent on all income in excess of its excess-profits credit of $100,000. 
At the $200,000 level, the 62 percent over-all ceiling will take effect; and it will 
pay a rate of 62 percent on all income in excess of $200,000. Thus, under the 
present law, there is a $100,000 bracket to which the highest tax rates apply. 

Under the House bill, this same taxpayer would pay 52 percent on its first 
$100,000, 82 percent on the next $150,000, and 70 percent on all income in excess 
of $250,000. 

It is immediately apparent that the House bill has increased by 50 percent the 
bracket to which the maximum tax rates apply. 

This disparity would be eliminated if the increase in the over-all ceiling rate 
were limited to the increase in the income-tax rate. To illustrate, if the income- 
tax rate is to be increased by 3 percent, then the ceiling rate should be 65 percent, 
not 70 percent. 


Cc. SURTAX EXEMPTIONS AND MINIMUM EXCESS-PROFITS TAX CREDIT OF RELATED 
CORPORATIONS 


Section 123 of H. R. 4473 deals with the surtax exemptions and certain credits 
of related corporations. The Ways and Means Committee explains the reason 
for its proposed enactment by contrasting the present law in the following lan- 
guage: 

“This treatment confers an unwarranted tax advantage on business carried 
out by means of a series of corporations, rather than a single corporation, and 
sets up incentive for the artificial splitting up of corporations. This effect of 
existing law is difficult to reconcile with the fact that the surtax exemption and 
the minimum credit were intended to confer tax advantages on small business. 
Therefore, section 123 of this bill reduces to one the number of surtax exemptions 
which may be claimed by a group of ‘related’ corporations and limits the minimum 
excess-profits tax to a single credit of $25,000 for the entire group.” 

We believe that this provision in the proposed bill should be eliminated, 
because many small businesses find it necessary to use several corporate en- 
tities, due to differences in State corporation laws. If, however, this claimed 
loophole must be blocked, then the penalties which exist in the present la 
insofar as multiple corporations are concerned, likewise should be removed. 
In other words, if related corporations are to be treated as a single corporation 
and accorded a single credit of $25,000, then the tax on intercompany i 1 
within related corporations and the penalty for filing consolidated 
related corporations should be removed from the statute. Secti 
should be amended to provide for 100 percent credit on divide1 is recei\ 
corporations that are related within the purview of proposed sect 
law, and section 141 should be amended not only to eliminat 
penalty provision on consolidated returns of ‘‘related’’ corpora 
permit the filing of consolidated returns by all “‘related”’ 
term is defined in section 123 of the proposed law. 

The existing situation can be analyzed in the following 
corporations secure a possible tax advantage from the multipl 
less, they incur a penalty because of the intercompany dividend ta: 
penalty for filing consolidated returns. These penalties mor 
present advantages which are discussed in section 123 of the ] 
the advantages are to be eliminated, certainly the disadvantages 
be eliminated. 


D. TAX-EXEMPT CORPORATIONS 


The House bill, at section 501, provides for exemption for taxab 


ning prior to 1951 of so-called ‘‘feeder’’ organizations, the profits 
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E. CAPITAL GAINS OFFSET 


In connection with the House proposal to offset long-term against short-term 
capital gains, it was estimated that the increase in revenue would be about 28 
million dollars. It is our opinion that this nominal revenue advantage will be 
more than offset by the further adverse effect of this provision on the marketing 
of securities and commodities. It is therefore recommended that this aspect 
of the House’s proposals be eliminated. 


F. AMENDMENT OF SECTION 22 (D) (1) OF THE INTERNAL REVENUE CODE LIFO 


The last-in, first-out method of inventory pricing has now been generally 
accepted throughout the country as sound accounting procedure. However, 
the provision in the existing law which requires the taxpayer to value its Lifo 
inventory at cost rather than at cost or market, whichever is lower, may require 
a taxpayer to reflect totally unrealistic and misleading financial records. Lifo 
was designed to eliminate from profits and financial statements fictitious incre- 
ments due to price inflation and (for those who adopted Lifo} has served that 
purpose over the period of the last decade. It is submitted that it was not the 
intent of Congress, however, to require taxpayers to continue to use cost in 
valuing inventories when market value was lower than cost. Attached hereto 
as exhibit A is a draft of a statutory change which would accomplish the desired 
results. 

We believe that the change in the law will have little or no present effect upon 
the revenues because market is generally well above Lifo costs. The insertion 
of this provision in the law, however, will have a beneficial effect in that taxpavers 
would know that in electing to use Lifo. at the present time they would not be 
required to value inventories at cost when the deflationary period sets in. 

Stated another way, it may be said that Lifo and Fifo are two different methods 
of treating the utilization of specific units of inventory during fiscal periods 
and that when it comes to the valuation of those inventories at balance-sheet dates 
it is sound to use cost or market, whichever is lower. 


G., CARRY-BACK CARRY-FORWARD PROVISIONS OF NET OPERATING LOSSES 


The Revenue Act of 1950 amended section 122 (b) of the Internal Revenue Code 
by changing the provisions for deductions of net operating losses from a 2-year 
carry-back/-vear carry-forward to a 1-year carry-back/5-vear carry-forward 
basis. 

We believe the provisions now in effect do not provide the necessary relief in 
businesses subject to radical evelical changes. In these industries a decline may 
set in rapidly and continue for 3 or 4 years. This potential is especially true 
todav because there is no pent-up demand such as existed following the close of 
World War II. 

Under such circumstances we sincerely doubt that the current tax provisions 
will be adequate to provide the necessary relief that will be required to keep many 
eyclical businesses from going bankrupt when deflation occurs. Therefore, we 
suggest the adoption of a 3-year carry-back/3-year carry-forward provision. 


H. TECHNICAL-CHANGE SESSION 
The present tax law is the result of numerous changes and amendments over a 


long period of years rather than an over-all rew riting of the code. The resulting 
Inequities are understandable. Over a period of vears Congress has promised 





hearings, as well as a tax bill designed solely to make technical changes in the law to 
corre existing inequities. 

The need for such procedure is espe cially emphasized by the Excess Profits Tax 
Act of 1950. Inequities doubtless exist in that law, many of which will only com 
to light after the current year’s returns have been prepared. 

We sincerely believe that the Senate Finance Committee would render a rea 


» by assuring taxpayers in its committee report on the present bill that suct 
hearings and a bill to correct tax inequities will be forthcoming early in 1952 
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Exuipir A 


SUGGESTED REVISION IN INTERNAL REVENUE CODE ! 
* 


Sec. 22 (D) (1) 


(1) A taxpayer may use the following method (whether or not such method has 
been prescribed under subsection (¢) in inventorying goods specified in the ap- 
plication required under paragraph (2)): 

(A) (1) Inventory them at cost or (2) at cost or market, whichever lou 

(B) Treat those remaining on hand at the close of the taxable vear as being: 
First, those included in the opening inventory of the taxable vear 
acquisition) to the extent thereof, and second, those acquired in t! 
and if the tarpayer has adopted the basis of valuation prescribed 
(A) (2) and the basis so determined is in excess of the most recent cost or market va 
at the close of the taxable year, such most recent cost or market value. wh 
lower, shall be the basis of valuation of inventory at the close of the taxabli 
opening of the next succeeding taxable year: and 

(C) Treat those included in the opening inventory of the taxable vear in which 
such method is first used as having been acquired at the same time [and determine 
their cost by the average cost method] and at the same aggregate value at which such 
goods are included in the closing tnventory of the preceding taxabli 


Sec. 22 (D) (2 


in the order of 
e taxable vear: 
n subparagraph 


ié 


chever 78 


jear and the 


as 
No change. 

Sec. 22 (D) (3 
No change. 

Sec. 22 (D) (4) 

(4) [In determining income for the taxable year preceding the taxable vear for 
which such method is first used, the closing inventory of such preceding vear of 
the goods specified in such application shall be at cost.J 

The CuarrMan. We wish to thank you for vour appearance here. 
You strike a hopeful note. Almost evervone who has appeared here 
has tried to scare us and convince us that it is necessary to raise quite 
an additional large sum of money at this present time. 

You do not, of course, advocate in your statement cutting down our 
necessary defense program? 

Mr. Hertwic. No; not at all. Whatever we need for defense, we 
should spend. Ido not know what that should be. 

The Cuarrman. Are there any questions the members wish to 
ask of Mr. Hertwig or Dr. Murchison or Mr. Rankin? 

Mr. Rankin. Senator George, have you not always found Mr. 
Hertwig cheerful? 

The CuHairMAN. Yes, sir; but sometimes he does have problems. 

Mir. Rankin. He does not show it. 

Senator Kerr. Mr. Chairman, I am tremendously interested in 
the opinion of these gentlemen as to the maximum tax rate the 
economy can stand, or the maximum tax rate we could impose if we 
found it necessary in the furtherance of our desire to pay as we go. 

Mir. Rankin. And as tied to maximum production. 

The Cuairnman. And that would still maintain production at a 
high level. 

Senator Kerr. And still have a situation where an adequate 
incentive for further expansion would be present. 

Mr. Herrwic. We shall be glad to submit a memorandum on that, 
sir. 


| Italics indicates revisions in statute; matter in black brackets indicates elimination present provis 


in statute 
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(The information referred to, subsequently submitted, follows:) 


THe AMERICAN Corron MANUFACTURERS INsTITUTE, INC., 
Charlotte, N. C., July 27, 1951. 
Senator W. F. Greorcsr, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

Dear Senator Grorce: In compliance with the request of Senator Kerr, we 
are transmitting herewith a supplementary statement substantiating further our 
testimony regarding the effect of the proposed tax program on maximum indus- 
trial production. 

Sincerely yours 
AmpericaAN Corron Manvuracrurers Instrrute, Ine. 
Cuas. C. Hertwic. 


SUPPLEMENTAL STATEMENT OF CHARLES C. HeEerRtTWwIG 


Request was made that further substantiation be supplied in support of the 
following statement, which appears on page 5 of the testimony presented by Mr. 
Charles C. Hert wig, president of the ACMI, to the Finance Committee of the 
Senate on July 23: 

“We believe there is universal agreement that the tax burdens already borne 
by the American people and the American economy approximate the maximum 
which can safely be imposed without impairing maximum production.”’ 

is expression of belief specifically refers to the tax burden as it relates to 

tion, the key phrase being the words ‘‘without impairing maximum pro 

It reflects no opinion regarding the tax burden which can be borne in 

lemand immediate maximum 

diversion of gross product and manpower to the national defense without regard 
to over-all production expansion and maintenance of civilian consumption. 

The statement itself is in a context which contemplates the present defense 
program as a means of strengthening the Nation’s production powers with respect 
both to civilian and military requirements in order to serve the dual purpose of 
economic “‘stabilization’’—that is, noninflation—and defense preparedness. 

faking this approach to the dual and long-range objective before us, the most 

tiny arnniiecahla + ° 


( UESLION appiies f 


1 


the event of a major emergency when conditions ¢ 


oO increased tax rates is how will! thev affect th 
f production If the other approach is taken—that of maximum diver- 
roduct to the militarv as an immediate goal, rather than broad industria 
adverse effect of increased taxation on production may be disregarded 
admitted. The advocates of this approach would offset inadequat: 
by taxing away “surplus spending power” or ot herwise forcibly restrain- 

l of civihan consumption 
»-two approach s, therefore, do not differ as to the fact of an adverse effect 


t 


luction from the proposed tax increases. They differ only in their evalua- 
the Tact 
proponents of the first approach include virtually every representative 
spokesman of the country’s manufacturing, transportation, and extractive indus 
tries as well as the spokesman for the various financial and banking institutions 

Specifically they include such organizations as the American Cotton Manu 
facturers Institute, the National Association of Manufacturers, the Nationa 
Chamber of Commerce, the Council of State Chambers of Commerce, the New 
York Chamber of Commerce, the Commerce and Industry Association of New 
York, the American Mining Congress, the New York Board of Trade, the Asso 
ciation of American Railroads, the American Retail Federation, and the National 
Retail Dry Goods Association. 

The views expressed by these representative associations show that those who 
are responsibly engaged in the operation of the country’s production activities 
believe that the tax proposals of the administration would impair the Nation’s 
production power. The same may be said of the leaders of the business and 
industrial press such as the Journal of Commerce, the Wall Street Journal and 
Newsweek, as well as the majority of the multitude of trade journals too numerous 
to mention which specialize in particular industries. The same attitude is preva 
lent in the many business services which analyze economic issues for their clients 
We find it likewise in the writings of the leading economic columnists and com 
mentators such as Lewis Haney, Manuel Rukeyser, and David Lawrence. 

Prof. Summer L. Slichter of Harvard, one of the Nation’s leading economists in 
the analysis of current problems and issues, has questioned the validity of certain 
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of the administration’s tax proposals both with respect to production and con- 
sumption. He states “the principle of an excess-profits tax is so unsound that it 
is virtually impossible to draft a good excess-profits law.’’ Speaking of the pay- 
as-you-go policy, he says: ‘Such a policy would be a blunder, particularly if 
carried out mainly by higher personal income taxes and an e xcess-profits tax.’’ 
Of the corporate income tax, he says: “* * * it reduces outlays on plant, 
compen, and inventories. Expenditures on plant and equipment are the very 
kind that must not be cut very much if the country is to continue to e xpand its 
capacity at a good rate.’ 

Colin Clark, internationally known economist of Australia and Australian 
Under Secretary of State has published the most recent authoritative book on 
taxation policy in its relation to economic prosperity. His conclusion in his words 

‘The safe political and economic limit of taxation is somewhere near 25 percent 

of the national income.’’ This figure includes all forms of taxes and is based o1 

historical studies of the experience of E mrope an countries as well as the United 

tates and Australia. The present aggregate taxes, Federal, State, and local of 
United States are one-third of the ns mal income. 

"on those who favor the administration objective of large tax increases, includ 
ing those who are officially a part of the administration, usually do so with grave 
misgivings as to the effect of the tax program on production. They belong to the 
second group above referred to which, being given two choices, selects immediate 
and maximum diversion of product to the military, at the sacrifice of expansion of 
general production, and with the acceptance of reduced spending power. 


The attitude typically held by this group was forthrightly expressed by Mobil- 
ion Director Charles E. Wilson before the Senate Finance Committee. When 
sked how high a tax rate corporations could stand and continue to expand, he 


' 
replied ‘‘Less than 50 percent.”’ He asserted further than corporations could not 
stand the proposed 70 percent tax ceiling beyond the vear 1955. Yet Mr. Wilson 
demanded the revenue increases proposed by the administration. 
Quite similar was the attitude of Secretary Snyder before the committee. 








He was unwilling to give any support whatever to the proposal to increase the 
excess-profits tax rate. As in the case of Mr. Wilson, he conceives great urgency 

the need for larger revenues, but would minimize that portion of the tax burden 
which bears directly on the maintenance and expansion of production, and enlarge 
excises. 

Mr. Leon H. Keyserling, Chairman, President’s Council of Economic 
Advisers, is wholly aware of the danger of productior ! Before the 
Conference Board Economic Forum he stated ‘We a avo ‘ Uri g « 

budget, partly for practical reasons as to what is attain: d pai becaus 

Government outlays are so high that we have to balance the d ration argu- 

ment against the production and incentives argument.” Also, ‘‘We would lik 
eek tt taken out of the consumer durables supply and restraints placed uy 
nsumption.”’ And also op would generally agree with the common state! 

it in normal peacetime when Government outlays and, presumably, ta: 
above 25 percent there is an excessive strain upon the economy. 

[n the mid-year report of the Council of Economie Advisers we find this r 
markable statement: ‘The proposed increases in corporate taxes will contribut 
stabilization through a reduction in dividend payments and by curtailing 
supply of funds available for corporate spending or investment.’’ Since ‘‘corporate 
spending or investment’’ is the sine qua non of production t ‘conclusion is 

ODVIOUS, 
Regarding the effect of tax increases on individual income: ‘‘While on t} 


average, income after personal taxes will probably rise under the impact of the 
defense program, even with the proposed individual income tax increases, many 
families with relatively fixed incomes will have no alternative but to adjust to a 
lower level. Even when disposable income rises, this does not necessarily meat 
an improvement in the individual’s real income position and in his standard of 
living. In measuring real income, price rises must be taken into account.” 

In its conclusion the Council declares that ‘“‘pyschological factors’’ will cause 

e taxpayers to “work longer and harder’’ and thereby offset the lack of tangible 
incentive to greater production effort. 

Resort to this kind of argument is the equivalent of a mopping of the brow 
and reveals by indirection that the Council knows better. 

The Committee for Economic Development is illustrative of the type of organ- 
ization which supports the policy of higher taxation, while at the same time being 
fearful of the possible effect on production. The research and policy committee of 
this organization in its booklet, An Emergency Tax Program for 1951, says: ‘‘The 
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taxation of corporate profits is already very close to the maximum limits that 
would be safe even in a temporary emergency and far beyond the limits that would 
be tolerable for any protracted period.”’” They proceed more specifically to protest 
against “the losses of efficiency that result from having a large part of the 
Nation’s business done by corporations that can retain, after taxes, only 23 cents 
out of any dollar they may earn by being more efficient.” 


In testimony before the Senate Finance Committee, J. Cameron Thompson of 


the committee, although supporting additional revenue demands up to the amoun 

of the House bill, would change the application of rates and broaden the tax base 

Regarding the individual income tax, he stated ‘‘The House bill has gone dar 

gerously bevond the point at which excessive tax rates undermine the force 
hat make the economy strong and dynamic.’’ At the same time he advocated 
) Increase In corporate taxes. 

7 } 


‘he research and policv committee of the CED is so distinguished that it would 


‘appropriate to include here 1s membership 


ver Kesinbaum, chairman, Hart Schaffner & Marx 
levy Rumi, vice chairman. 
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nkers Trust Co. 
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ndard Oi] Co, 
General Motors Corp 
ican Can Co. 
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ham, The Washington Post 
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professional economists, there is probably 


t 
re} tative group than the one which participated in the June meeting of t! 


Conference Board Economie Forum. Those who engaged in the discussions 
Solomon Fabricant of the National Bureau of Economie Research and 


Jules Backman foswell Magill 
Grover W. Ensley Malcolm P. MeNair 
Martin R. Gainsbrugh Clyde L. Rogers 
Edwin B. George Merrvle S. Rukevyser 
\. D. H. Kaplar QO. Glenn Saxon 

Leon H. Kevserling George J. Stigler 
Theodore J Kre} s Rufus S. Tueke r 


The purpose of this meeting was to discuss with Mr. Keyserling and Mr. kre} 
the objectives and issues of the controls program including the administrat! 
ax proposals. The discussion related primarily to the content of the anm 
report of the Council of Economic Advisers. It would not be possible here to 
relate the expressed views of each individual. The consensus favored generall\ 
the objectives of the administration. There was sharp divergence of view hov 
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ever regarding the incidence of controls and taxation as formulated by the admin- 
istration. But, without exception, the danger of impairment of production was 
recognized either through the impairment of work and production incentives or 
through the diminution of capital investment. In those instances where such 
an outcome was anticipated, there was natural acquiescence in the necessity of 
reduction in consumer spending either through taxation or forced savings. The 
majority of the group emphasized the importance of safeguarding those f 
incident to expanding production. In those instances where this view w: 
so strongly held, the tacit recognition of a lagging production necessarily sus 
emphasis on the varied devices leading to consumption restraint 

The pattern here indicated is seemingly typical throughout the entire range 
of those who are in active support of a strong defense program 

No one could be more stanch in his support of a strong defense program than 
Mr. Roswell Magill, chairman of the Committee on Federal Tax Poliev and 
former Under Secretary of the Treasury. Yet recognizing importance of 
maintaining maximum production, he is unqualifiedly opposed to increase: 
corporate income or excess-profits taxes. He considers that t! 
promote inflation, discourage new investments and retard 
advocates a greater use of excise taxes as a source of additi 

Especially noteworthy in the tax controversy is the ] 
retail trade as expressed through the American Retail Federati 
Retail Dry Goods Association. Although the members of t1 
are not engaged directly in production, they recognize 
maintenance and conclude that the most desirable source 
retail sales tax. 

Our conclusion is that throughout the area of informed and repress 
opinion, there is universal recognition of the danger of the admit: 
program with respect to the maintenance and expansion of production 
gence of views develops only on the point whether the goal should be maximum 
production or a concentration and diversion of product into immediate military 
requirements with consumption reduction as a necessary consequence. 


i 
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7 
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The Cyarrman. I think, Mr. Hertwig, vou would agree, and the 
other gentlemen would, that the cotton textile manufacturing business 
is a peculiarly sensitive industry, is it not? 

Mr. Herrwia. Very sensitive, sir. 

The CuarrmMan. So when vou take this rather optimistic viewpoint, 
it becomes more impressive to me. 

Are there further questions? 

Senator Kerr. No further questions. 

The CuarrmMan. Thank you very much. 

Mr. Seoll. 

Mr. Scott. Mr. Chairman, I am David E. Scoll, of American 
Research & Development Corp. The statement for American 
Research & Development Corp. will be made by Mr. Merrill Griswold, 
who is chairman of the executive committee of American Research 
& Development Corp. I am their attorney, so that I shall be happy 
to answer any special technical questions. 

Senator Kerr. As counsel, you are advised of the provisions of 
the law with reference to any statement he might make, and so forth? 

Mr. Scouu. Yes, sir. 

Senator Kerr. That is fine. 

The CHatrMan. We are glad to have you, Mr. Griswold. 

Senator Kerr. You are not here to pass on the quality or accuracy 
of the statement, but upon the position of the witness as he makes it? 

Mr. Scotu. That is right, Senator. 

Senator Kerr. You will help him evade it if the answer is not 
available? 

Mr. Scouiu. That is right, sir. 

Senator Kerr. Very well. 

The CuarrMan. Please identify yourself, Mr. Griswold. 

86141—51—pt. 2-41 
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STATEMENT OF MERRILL GRISWOLD, CHAIRMAN OF THE EXECU- 
TIVE COMMITTEE, AMERICAN RESEARCH & DEVELOPMENT 
CORP., ACCOMPANIED BY DAVID E. SCOLL, COUNSEL 


Mr. Griswotp. My name is Merrill Griswold. I am the chairman 
of the executive committee of American Research & Development 
Corp. I appeared before this committee just about a year ago, to 
suggest an amendment to the Internal Revenue Code which would 
encourage the formation and growth of venture capital investment 
pools, of which American Research & Development Corp. is an 
example. 

The proposal which I then made, namely, an amendment to section 
361 of the Internal Revenue Code, to permit venture capital companies 
which are organized as management investment companies to be taxed 
under the provisions of supple ment Q, although more than 50 percent 
of their assets are invested in companies in which they hold more than 
10 percent of the voting securities, has not been adopted by the House 
of Representatives and incorporated in H. R. 4473 which is before you 
for your consideration. This amendment is embodied in section 312 
of the House bill beginning on page 100 of the committee print. It is 
discussed in section N of part V, Structural Changes in the Income 
Taxes, at page 34 of the report of the Committee on Ways and Means 
of the House of Representatives to accompany H. R. 4473. We 
urge this committee to approve the amendment with certain minor 
changes which I will refer to later. 

The function of venture capital corporations such as American 
Research & Deve lopme nt Corp. is, as the name suggests, to invest in 
new enterprises. This distinguishes such a company from the ordinary 
investment company which invests in seasoned securities. The 
investing activities of American Research & Development Corp. are 
primarily carried on in technological fields. In the 5 years of our 
existence we have helped to finance new businesses in applied physics, 
including nuclear energy, chemical techniques, power-combustion 
systems, including rocket engines, and specialized engineering e quip- 
ment. Most of our companies are new ventures in applied science 
and engineering, and they provide new products and processes which 
help in the expansion of American industry into new fields. The 
combined annual sales of our affiliated companies are currently at a 
level in excess of $40,000,000. The affiliates already give employment 
to more than 3,000 persons. 

The number of our affiliates is now between 25 and 30. All these 
new companies are new taxpayers that probably never would have 
existed if we had not helped finance them in the first instance. 

[t might interest you to know that Senator Ralph Flanders, United 
States Senator from Vermont, was prominent among those who were 
responsible for the creation of American Research & Development 
Corp. 

The CHAIRMAN. Senator Flanders is now a member of this com- 
mittee. He is not here today. So you might assume that you will 
have a staunch advocate for this provision in the House bill. 

Mr. Griswo.p. I wish he were here. 

Senator Minirkin. He wrote, Mr. Chairman, expressing his great 
regret that he would not be here, and told us of the coming of thes: 
gentlemen and of his great interest in their testimony. 
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The CuarrMan. I am glad you mentioned that, Senator. 

Mr. Griswo._p. When the need for developing new sources of ven- 
ture capital to finance worth-while ideas was discussed among business 
and financial people in Boston, shortly after the war, he epitomized 
the theory behind venture capital corporations in words better than 
anything I could say: 

During the last year of my incumbency as president of the Federal Reserve 
Bank of Boston, I became seriously concerned with the increasing degree to which 
the liquid wealth of the Nation is tending to concentrate in fiduciary hand 
This in itself is a natural process, but it does make it more and more difficult as 
times goes on to finance new undertakings. 

The post-war prosperity of America depends in a large measure on finding 
financial support for that comparatively small percentage of new ideas and 
developments which give promise of expanded production and employment, and 
an increased standard of living for the American people. We cannot float along 
indefinitely on the enterprise and vision of preceding generations. 

To be confident that we are in an expanding, instead of a static or frozen 
economy, we must have a reasonably high birthrate of new undertakings. 

There are in particular two large-scale repositories of wealth which have a 
stake in the Nation’s future and which should be concerned with a healthy basis 
for the prosperity of these postwar vears. These two groups are th 
companies and the investment trusts. 

A project on which we have been making excellent progress in t! 
months is for a development corporation financed in a large measure by these two 
groups of institutions, under the directorship and management of the most capable 
men available in the fields of business and technology. 


life insurance 


ie last few 


American Research and Development Corp. is patterned somewhat 
after the mutual investment companies with which this committee 
familiar. As this committee also knows, mutual investment companies 
enjoyed an enormous growth after 1936. In that year the Internal 
Revenue Code was amended to tax such companies and their share- 
holders on the “conduit”? theory. The ‘conduit’ theory of taxing 


IS 


mutual investment companies operates just as the word “conduit’’ 
suggests. The tax on the net income of the investment company is 
paid by its shareholders if all of the net income of the investment 
company is distributed to them. The taxable income thus passes 
through the investment company to the shareholder. The shareholder 
pays the entire income tax on any ordinary income he receives from 
the investment company, and also a capital gains tax on any capital 
gains which are passed on to him. 

Under the “conduit” theory of taxing investment companies pur- 
suant to the provisions of sections 361 and 362 of the Internal Revenue 
Code, the Government thus collects the same tax as it would collect 
if all of the shareholders had invested directly in the underlying 
securities. 

The reason for the amendment approved by the House is this: 

A management investment company, in order to qualify as a 
regulated investment company under section 361, cannot have more 
than 50 percent in value of its total assets invested in securities of 
companies in which it owns more than 10 percent of the outstanding 
voting securities. A venture capital company when it invests in a 
new enterprise almost inevitably acquires more than 10 percent of the 
voting securities of such enterprise, even though it frequently happens 
that. the bulk of the money so invested is represented by nonvoting 
securities. In other words, a usual pattern is to invest most of the 
money in senior securities, that is, notes or preferred stock, receiving for 
a small consideration varying proportions of the common stock, 
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usually more than 10 percent. As a practical matter, therefore, it 
is impossible for a venture capital company to qualify as a regulated 
investment company under section 361 as it now stands, but it would 
be possible if it were relieved from the present strict requirements as 
to 10 percent ownership. Thus this 10 percent limitation is a severe 
handicap on venture capital companies, and is perhaps the greatest 
obstacle in inducing investors to participate in pooling such funds as 
they have available for these purposes. 

If it is made possible for a venture capital company to qualify as 
a regulated investment company, then the investor is placed in the 
same position, both with respect to dividends and to capital gains, as 
if he invested his money directly in the securities of the new enter- 
prise. By pooling his funds with those of others he obtains continu- 
ous supervision of the enterprises, as well as diversification of risk 
and careful selection. Yet these advantages may well lose their 
appeal so long as the venture capital company is taxed as an ordinary 
corporation, with the result that the dividends which it receives and 
the gains which it realizes are first taxed to the corporation and then, 
if distributed, taxed to him as ordinary income. 

The amendment of section 361 as passed by the House is intended 
to remove the handicap above described by enabling a venture capital 
company to qualify as a regulated investment company. There are, 
however, two or three points in which we feel that the language of 
the amendment should be clarified, and at one point amplified to 
make sure that it will accomplish its purpose. These points are 
rather technical, and, to avoid any misunderstanding, I have set 
them out and explained them in a memorandum which I should be 
glad to read, but which in the interests of brevity I suggest might 
be embodied in the record without now reading it. Very briefly the 
points which it covers are three: 

(1) To make it clear, as it is undoubtedly intended, that the 
diversified 50 percent of assets may include all of the securities of an 
issuer held by the investment company, and not merely the voting 
securities, although the voting securities held by the investment 
company consists of more than 10 percent of the voting securities of the 
issuer, but subject of course to compliance with all the other conditions 

(2) To make it clear that disqualification of the investment in the 
securities of a particular issuer occurs only when ownership of 10 
percent or more of the voting securities has continued for more than 
10 years. 

(3) To clarify the concept that the investment company is prin- 
cipally engaged in the furnishing of capital to certain types of other 
companies by specifving that an investment company shall be deemed 
to be furnishing capital to another company if it has furnished such 
capital within 10 years and still holds securities so acquired. This 
change is very desirable in order to avoid difficulties of interpretation 
as to just what is meant by being engaged in furnishing capital. 

In closing, I would like to say again that if Congress approves this 
amendment, it will encourage the formation of more venture capital 
corporations like American Research and Development Corporation, 
and provide new and worth-while enterprises with access to the great 
pools of capital which are now in the hands of large fiduciary institu- 
tions like the insurance companies, the mutual investment companies, 
and the foundations. 
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As stated in the report of the Ways and Means Committee on the 
amendment— 

The venture capital company promises to serve as an instrument for directing an 
increasing portion of the current savings of the country into the small innovating 
ventures which are so important for long-run economic progress. 

Thank you. 

The Cuarrman. Do you wish to put into the record your technical 
amendments? 

Mr. Griswoup. Shall I read them? 

The CuatrMan. No. You may.put them into the record. You 
suggested that you have touched on the high points in them, unless 
you wish to read them. 

Mr. Griswoup. No. These are very technical and difficult to 
explain. I shall file this. With whom shall I file it? 

The Cuarrman. With the reporter. He will put them into the 
record following the statement. 

(The memorandum of proposed technical changes is as follows: 


MEMORANDUM OF PROPOSED TECHNICAL CHANGES IN H. R. 4473 
(Submitted by Merrill Griswold, American Research and Development Corp. 


There are one or two points where the amendment could and should be elarified 
to make certain that the basic intention will not be frustrated by ambiguities, a 
possibility which always exists in the administration of the technical provisions of 
supplement Q, unless the language is stated as clearly as it is possible to state it 
Specifically, I refer to the clause contained in lines 5, 6, and 7 on page 101 
committee print, which reads as follows: 


* 


¢ 
Oo! 


include with respect to anv issuer securities whieh « 
than 10 pereentum of the outstanding voting securities ofsuch issuer 
The effect of this language may be to inelude in the diversified 50 per 
investment company’s assets only that portion of the investm 
company which consists of voting securities. As pointed out 
in the conferences on the amendment, the greater part of the 
ventures consists of notes or other nonvoting securities, and onh 
the investment \s made in voting securities 
While no ruling appears to have been issued on the point, it appe: 
understood by tie Securities Exchange Commission, by the ir tment companies 
themselves, and also by the Treasury, that if an investment company holds more 
than 10 percent of the voting securities of an issuer, its entire invé 
securities of that issuer (including nonvoting, aS well as voting 
cluded from the diversified segment which, under section 361 
at least 50 percent of the assets. This interpretation is borne out 
registration and annual reports prescribed by the Securities | 
under the Investment Company Act of 1940. It is also implied 
under Treasury Regulation 111 (b), entitled ‘‘Limitations Requir 
tion of Investments” under section 361 (b) (3) of the Internal 
particularly examples 1 and 2. Under Treasury Regulation 
examples 1 and 2 as illustrative of the meaning of the regulation, 
securities of an issuer held by an investment company may be ust 
450 percent test if the investment company owns more than 10 
voting securities of that issuer. In other words, the regulation 
nothing approach to the 50-percent diversification requirement. 
Since the purpose of the amendment: is to include within the 5 
fied segment of the investment company’s assets the i 
particular company, which would now be exeluded un 
investment company holds more than 10 percent of tl 
language cf the amendinent in H. K. 4478, cited above, 
sufficient clarity to avoid any interpretation which would 
diversified segment only that portion of the investment whiel 
securities. We therefore suggest as a desirable substitute for 
above, the following: 





REVENUE ACT OF 1951 


* * jinelude any securities of an issuer although the investment com- 
pany holds more than 10 percent of the outstanding voting securities of such 
meer 

A second ambiguity occurs in the references to the securities which may be held 
10 or more years. In lines 8 and 9, and again in 20 and 21, on page 101 of the com- 
mittee print, the words ‘“‘any security” are used in the 10-year holding-period limi- 
tation. This has the effeet of denving the application of the provision to an invest- 
ment company if it holds nonvoting securities during the 10-year period, even 
though such an investment in nonvoting securities would otherwise be within the 
diversification requirements of section 361 (b). We suggest, therefore, that the 
words “‘any security”’ in lines 8 and 9, and again in lines 20 and 21, should be 
changed to read ‘‘more than 10 percent of the outstanding voting securities.” 

There is a further point as to the necessitv for including a provision in the 
amendment to make it clear that the concept of furnishing capital to qualified 
issuing companies would be satisfied if the investment company makes only one 
security acquisition during the 10-year period. We suggest that the text of the 
bill include the following provision to cover this point: 

“For the purposes of the Certification required hereunder an investment com- 
pany shall be deemed at any date to be furnishing capital to any company whose 
securities it holds if within ten vears prior to that date it has acquired from such 
other company or predecessor thereof any securities issued by such other com- 
pany or predecessor.” 

We suggest that it might be desirable for purposes of clarification if this clause 
were reinserted after the period following the word “engaged”’ in line 9 of page 
102 of the committee print. 

The CHarrMan. Are there questions? 

Senator Kerr. No questions. 

The CHAIRMAN. Senator Millikin? 

Senator Mriurkin. No. Thank you. 

The CHatrMan. Senator Butler? 

Senator Buriter. No questions. 

The CuarrMan. Thank you very much for your appearance. 

Mr. Griswouip. Thank you, sir. 

The Cuarrman. Mr. Kaiser. 

Will you identify yourself for the record? 


STATEMENT OF ARTHUR R. KAISER, SEARS, ROEBUCK & CO. 


Mr. Katser. My name is Arthur R. Kaiser. I am general manager 
of the tax department of Sears, Roebuck & Co. Sears, Roebuck «& 
Co. employs about 200,000 people. It has about 100,000 stock- 
holders. 

Part of my duties in that connection are to look after the tax 
problems, not alone of Sears, Roebuck & Co., but also of the profit 
sharing and pension fund of Sears, Roebuck & Co., and it is the latter 
to which I wish to address myself this morning. 

We feel that there is a considerable inequity in the taxation of 
withdrawals from profit-sharing funds. I might preface my remarks, 
Senator, by saying that before you are two memorandums. One is a 
summary of five pages; the other is a much fuller statement. | 
propose, with your permission, to read the summary and make some 
comments and some reference to the schedules in the other memo- 
randum, in the interests of time. The other statement is very much 
fuller 

The CuarrmMan. You may do so, and you may put your other 
statement in the record in its entirety if you wish to do so. 

Mr. Kartser. I wish to do so. 

The CHAIRMAN. Yes, sir. 
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Mr. Kaiser. The profit sharing and pension fund of Sears, Roebuck 
& Co., is in general principle very similar to that of hundreds of others 
in the country. Our fund has been approved by the Internal Revenue 
Department and is, therefore, an exempt fund under section 165 of 
the Internal Revenue Code. The exempt part, as you probably 
understand, means that the income on the fund is not taxable in the 
fund, but it is taxable at the time of withdrawal. 

The CHAIRMAN. Yes, sir. 

Mr. Kaiser. The Sears’ fund is directed toward providing a source 
of income for the support of its employees, upon their retirement at 
the age of 60 to 65. 

Each employee after being with the company 1 year is eligible to 
join the fund, and invests 5 percent of his or her salary up to a maxi- 
mum of $250 per employee a year. I might say that is for the purpose 
of preventing the higher-salaried people from getting the lion’s share 
of the benefits of the fund. In other words, a $5,000-a-year employee 
can get as much out of the fund as a $50,000-a-year employee, years 
of service being equal. 

The company contributes from 5 to 9 percent of its profits on a 
sliding scale, the greater the profits the greater the percentage of 
contribution to the fund. 

The amounts thus deposited by the employee and the employer 
go into an undivided trust. Up until a few years ago, all of the funds 
were used for the purchase of the capital stock of Sears, Roebuck & 
Co. In recent years, however, because of the tightness of the market 
in Sears’ stock, the trustees of the fund have been compelled to secure 
other sources of investment. 

The allocation of the company’s contributions are in the ratio of 
the employees’ investments in the fund, after weighting according 
to the years of service. The next sentence explains that. The em- 
ployees who have been with the company over 5 years and less than 
10 years have twice the weighting of those who have been with the 
company under 5 years. Thee mploye es who have been with the com- 
pany from 10 to 15 years have three times the weighting of the earliest 
group. Those who have been with the company more than 15 years 
and are over 50 years of age, have four times the weighting of the 
earliest group. You will note that this all points to providing retire- 
ment for those who have long years of service with the company. 

When an employee retires, he may, at the option of the trustees, 
receive his interest in the fund in cash. 

Senator Kerr. You mean, now, without his agreeing to it, the 
trustees of the fund may take him out of his interest in the fund by 
paving him off in cash? 

Mr. Katser. That cannot be done as long as he is an employee of 
the company. 

Senator Kerr. I mean, upon his retirement or upon his ceasing 
to be an emplovee 

Mr. Karser. U pon his retirement, that is right, sir. That is done 
because the trustees sometimes feel that ena ines, as we have evi- 
dence of in the past, have not known what to do with their funds, and 
consequently the six trustees have the right to decide how the retiring 
employee shall get his interest in the fund, whether it is in cash or 
annuities or in stock, or some combination. 





972 REVENUE ACT OF 1951 


Senator Kerr. I am curious to know if maybe that does not create 
a hardship or a hazard on an employee, who might feel that his interest 
would be better served by leaving his investment in the fund and tak- 
ing out the benefit in the form “of income rather than taking it all 
out by receiving his capital back and having no further interest in 
the fund. 

Mr. Kaiser. Senator, that is a practical matter, and if the trustees 
of the fund have confidence in the employee, his requests are almost 
always heeded as to how he wants to receive his investment in the fund. 

Senator Kerr. Maybe I misunderstood this 

Mr. Kaiser. Let me interrupt you first, if I may, Senator, and say 
that when he ceases to be an employee of the company, he must 
retire from the fund. That is one of the provisions in the fund. He 
cannot remain in the fund as a participating member after he ceases to 
be an employee of the company. But there is another provision that 
[ have not mentioned, because of brevity. He can, however, leave 
his funds with the company and draw them out year by year. That 
is another provision that I have not mentioned. 

Senator Kerr. Plus the increment? 

Mr. Kartser. That is right. 

Senator Kerr. You mean, at his option, he may? 

Mr. Katser. Practically, at his option, legally _ trustees—— 

Senator Kerr. In other words, the first provision here that “when 
an employee retires, he may at the option of the trustees receive his 
interest in the fund,” includes the situation that he may receive this 
money in cash if he applies for it and if they approve it? 

\ir. Karser. If they feel that he is competent to look after it 

Senator Kerr. And does that not mean that he must take it out in 
cash if they want him to? 

Mr. Kaiser. The trustees would lean very definitely toward some 
other form. 

Senator KER . s beg vour pardon. Go ahead. I did not get that 

Mr. Katser. r the fund may be converted into an annuity. That 
is, he will-draw it out over the vears of his life. Or he may receive his 
interest in the stock of the company. 

Senator Kerr. Would that be on the basis that he may use the 
money to purchase the stock? 

Mr. Kaiser. The major portion of the assets of the fund are in the 
capital stock of Sears, Roebuck & Co. They now own about 23 per- 
cent of the ¢ apit: al stock of Sears, Roebuck & Co. 

Senator Kerr. And when he gets his part of it out, does he get the 
benefit of the increase in value that has taken place from the time that 
his money went into the fund to buy stock? 

Mr. KaAIser. Indeed he does. 

Senator Kerr. All right. 

Mr. Katser. And then it may be taken out in any combination of 
these various ways. 

The Internal Revenue Code provides that on retirement a tax must 
be paid at the capital-gains rate on the difference between the em- 
ployee’s investment and the value that he receives. I might say that 
the capital-gains mm ature is very essential, because this money has been 
invested since 1916, and, of course, vou know the rates have been smal! 
in earlier years; lees 's of the employees have been small in earlier 
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vears. So there is a bunching of income at the time he retires from 
the fund, which would, of course, tax him very heavily. 

I might say that if you will re fer to the big se hedule at the back of 
the other memorandum, I would like to refer to one case. there. 
Joseph Heitlinger, as an example. Joseph Heitlinger has been with 
the fund ever since the fund was formed in 1916. He was a very 
small salaried man. He was nothing more than a clerical worker, 
and his salary at the time of retirement was only $2,639. He put 
into this fund $2,742. When he retired from the fund, he had a 
profit, in the second column in that schedule, of $80,000. Now, if 
he had been taxed at the regular rates, the tax would have taken 
more than 50 percent of his interest in the fund, and that is why it is 
very essential that the capital-gains provision for taxing retirement 
from these funds be in the law. 

I will go on now with my statement. 

If he takes his interest in cash, there is no problem involved because 
he has realized his profit in cash. And, of course, he is taxed accord- 
ingly. There is no problem at all. 

If he has his interest converted into an annuity, there is no tax at 
the time of conversion, even though the stock is sold to pay for the 
annuity. And he pays the tax on the annuity as he receives it an- 
nually. In this case there is no problem. 

The inequity arises when he withdraws his interest in stock. Then 
he must pay a tax on his interest determined by deducting his invest- 
ment from the market value of the stock. This creates a great in- 
equity if he withdraws when the market price is high, because he is 
paying a tax on a greatly appreciated value of the stock before it is 
sold. The stock then may go down to much lower levels. In our 
case the price of the stock was $58 a share in January, but in June it 
went down to $51.50. It may go much lower. Who knows? 

Senator Kerr. Is that just an estimate with reference to this state- 
ment, or is that a tip? 

Mr. Kaiser. I would not venture a guess, Senator. 

Now, at this particular point, [ would like you to refer, if you will, 
to schedule 1 at the back of the big statement. We have set up 
there for a few of the past years the status of the fund at the end of 
each year. 

For instance, dropping down to recent years, let us take the vear 
1948. December 31, 1948, the market value of the stock in the fund 
was $176 million. 

Do you see where I am reading from, Senator? 

Senator Kerr. I do. 

Mr. Kaiser. The cost of that stock in the fund was $118 million. 
Therefore, there was about $58 million appreciation in the fund. 

Now, go 2 years later, which was the end of last vear, December 31, 
1950. The market value of the stock was $284 million. The cost 
was $166 million, and the appreciation is $118 million. So you see 
that in the 2 vears, the appreciation in the stock has gone from $58 
million to $118 million. And that is the problem involy “it with regard 
to the taxing of stock on the market value. 

We contend that when the emplovee withdraws his interest in stock 
he should not pay a tax on the appreciation in the stock until such time 
as he sells it—-just as you would not pay a tax on stock which you 
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bought at $20 a share, and which advanced to $58, unless you sold the 
stock. The profit should first be realized before it is taxed. 

When there was great appreciation in the stock market in 1928 
Congress changed the law to provide that the only amounts on which 
tax should be paid at the time of withdrawal—unless the stock is 
sold—would be the company contributions plus the earnings, in the 
form of dividends and interest, by the fund. The appreciation in 
value was not taxed at the time of withdrawal, not until the appreci- 
ation was realized. 

The above provision was changed in 1932, because in the depths 
of the depression the market value of the stock which had been pur- 
chased with the employee’s own investment and the company con- 
tributions and the earnings, was oftentimes less than the amount of 
the company contributions plus the earnings of the fund. I under- 
stand it was at the suggestion of Senator Reed, of Pennsylvania, that 
it was changed to eliminate that inequity. 

The inequities could have easily been remedied by providing that 
he would pay a tax on the lesser of the two amounts, namely, on the 
difference between his investment and the company contributions 
plus the earnings of the fund, on the one hand, and the difference 
between his investment and the market value of the stock, on the 
other hand. That is, one or the other, whichever is the lesser. If 
that had been done in 1932, we would not be here today asking for the 
revision. 

Senator Kerr. That is, if the revision you want were already in the 
law, you would not be asking that it be put in. 

Mr. Katser. That is right. 

Senator Kerr. I think that is a logical conclusion. 

Mr. Katser. What we are now requesting is an equitable change in 
the law. 

If all the members who retired in January had withdrawn from th: 
fund last July when the stock was $40 a share, they would have paid 
about one-third less in tax than they did pay when they withdrew in 
January; that is, those who took stock. This makes their tax de- 
pendent upon the caprice of the stock market, when they have not 
sold the stock. This seems very unfair. 

Senator Mriurkin. Is it not also dependent upon the caprice of 
the trustees? The stockholder cannot control the action of the 
trustees. They could buy or sell the stock any time they wanted to, 
could they not? 

Mr. Kartser. Yes; they have that power, Senator Millikin. But 
the trustees will not set themselves up as an authority to know when 
to sell the stock and hold it for an employee. 

Senator Mitirxin. No. But they do, for the benefit of the trust. 

Mr. Kaiser. They buy stock. 

Senator Miturk1n. Yes; and they sell it. 

Mr. Katser. They do not sell it until the employee retires. And 
then if he wants the cash or some of it in cash, it is given to him that 
way, ordinarily. 

Senator MiLirkin. They never sell the stock? 

Mr. Katser. The trustees do not trade in the stock, except to buy 
the stock for the fund and hold it for the earnings from the securities, 
the dividends or interest. 

Senator Miiiixin. They never sell the stock? 
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Mr. Kaiser. They have never sold the stock se far as the corpus 
of the profit-sharing fund is concerned. 

Senator Miuuikin. That is what I am talking about. 

Mr. Katsrer. They do not trade in it. 

Senator Mruuikin. As far as the portfolio of the trust is concerned, 
they do not sell. the stock? 

Mr. Kaiser. They buy, but they do not sell. 

Senator Miuiixin. They buy, but they do not sell? 

Mr. Katser. That is right, sir. 

Senator MituiKk1x. Do they have the power to sell? 

Mr. Kaiser. They have the power. 

Senator Minturn. I think there is an equity in your argument 
that ought not to be overlooked, to wit, if this gentleman who retires 
owned a share of stock in his private capacity during the time that 
he was working for the company, he could have bought or sold any 
time he wanted to, and thus by not selling he could have averted the 
tax consequences of a large appreciation in the value of the stock. 
But as it is, he has no control over that. When he retires, he must 
take the stock at its appreciated value which is the basis of the tax. 

Mr. Kaiser. I might say this, Senator, that if the stock 

Senator Miuuikin. Or at its depreciated value, depending upon 
the state of the market. 

Mr. Kaiser. Of course, the trustees have the power, but as I said 
before, they ordinarily accept the retiring employee’s suggestion of 
how he wants it if they have confidence in his ability to look after his 
estate. 

Senator Miuurkin. But they do not have to? 

Mr. Kaiser. They do not have to. 

Senator Kerr. And as a practice, they do not? 

Mr. Kaiser. As a practice, they do not. That is there in order to 
protect those 

Senator Kerr. The only stock that they get rid of is what they 
give to the employees as they retire? 

Mr. Kaiser. That is right, sir. Now, they do have, however 
and this has been encouraged sometimes if the stock market has gone 
to a very high figure, and nobody knows whether it is at a very high 
figure now or not, or was in January—in some individual cases, the 
employee has gone to the trustees and said, ‘‘] would like for you to 
sell that stock of mine and keep it in liquid funds, or in Government 
bonds, until my retirement. 

Now, that is a privilege within the trust if they are 55 years of ag 

Senator Miutrkin. I was merely trying to suggest to you that an 
individual taxpayer who owns and holds his own securities has a 
daily choice of what he wants to do with them. 

Mr. Kaiser. That is right. 

Senator Mintiikin. And he must take the benefits and the hazards 
of not making the right choice. 

Mr. Katser. That is right, sir 

Senator Minttrkin. Whereas in your case, he does not have that 
control of the securities that come to him on his retirement. 

Mr. Kaiser. That is right. 

Senator MiLirk1n. He must accept someone else’s decision. 

Mr. Katsrer. That is right, sir. 

Senator Miitikin. And I suggest that that adds to the 
of your argument. 
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Mr. Katser. I appreciate that. 

Refer to the schedule No. 2 in the large memorandum. I have 
only listed there for your information 7 employees out of about 12,000 
who retired during the year 1950. These are typical, because they 
show big profits and small profits. I have already mentioned Heit- 
linger. He was a small-salaried man. None of these people had re- 
ceived a salary of as high as $5,000, not one of them. 

In the column shown there, profit on withdrawal, shows what his 
profit is, the way the law is now written. The next column shows the 
amount of money contributed. The next column shows the earnings 
in the fund which have been credited to his account during his mem- 
bership in the fund. 

The next column shows the appreciation in the stock at the time 
of his withdrawal, which he had to pay a tax on the way it stands, the 
way the law now stands. 

Senator Kerr. He had to pay a Federal tax at the time he with- 
drew it? 

Mr. Kaiser. That is right, sir. And then the next column shows 
the percentage of his profit that is in the form of appreciation. And 
you see, all of them are around 50 percent or more. The amount 
they paid the tax on was appreciation on the value of the stock, which 
has not yet been realized. 

Now, the last three columns I have set up just for your information. 
The third column from the end shows the present tax on the total 
profit. Beginning with Heitlinger, it was $20,000, and it ranges down, 
depending on the amount they had in the fund. The last column 
shows what tax they would have paid if those same people had with- 
drawn last July when the stock was $40 a share, which you see is 
roughly about one-third less, whereas on the other hand, the next to 
the last column shows the tax he would have paid if he had paid on the 
company contributions and on the fund earnings, which was the pro- 
vision in the 1928 act. And that is where the inequity lies. 

The way the thing now is, vou see, this fellow Heitlinger, is an 
example. He would have been about $4,000 better off if he had 
retired last July and not worked the last 6 months of the Vear. He 
would have been that much better off if he had withdrawn, because 
he would have saved so much more in the form of tax than he earned 
for working. And this condition, you see, destroys initiative. It 
gets the employees to figuring, ‘‘Now, the stock is up pretty high; 
should I retire now before my retirement date?” 

It hurts our economy. 

To tax the appreciation on the stock before it is sold is contrary to 
the other policies of the Government which encourage retirement 
security. The old-age and survivors insurance was recently increased, 
but there is no tax on these payments. In the cases referred to above, 
that is, our cases, there is a tax before the realization in cash. 

Recently Congress enacted a provision respecting restricted stock 
options which gives employees an opportunity to become investors in 
the emplover company without being penalized taxwise. The pro- 
Vision taxing appreciation of stock on retirement from the fund | 
contrary to this general governmental policy. 

When annuities are purchased, the stock of the employee is sold, 
of course, in order to purchase the annuities, but there is no tax at 
that time. But in the case of retirement and the acceptance of stock, 
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there is a tax on the appreciation in the stock, even before the stock is 
sold. This is not consistent. 

Taxing appreciation of stock upon retirement greatly reduces the 
amount of the employee’s estate on which he depends for his support 
during the remaining vears of his hfe. This is contrary to the spirit of 
Congress in enacting social-security legislation. 

When tax is paid on the appreciation of stock, that emplovee 
seldom could gel any advantage of a possible loss. if. and when 
he is compelled to sell some of the stock in order to live, because of 
the fact he can deduct only $1,000 loss a year os 5 vears. In facet 
in most cases a retired e mployee would have little or no taxable income 
be vond his exe mption Ug unst which he could de eae t the loss There- 
fore, under the present situation, he has paid a tax on appreciation, 
but cannot take advantage of the loss, if he should sell, That does 
not seem fair. 

Because of the reasons stated above, it seems ver\ inequitable to 
tax the appreciation on theestock until such time as it is sold. We, 
therefore, request a change in the law to the effect that if the fund is 
taken out in stock, that the emplovee would pay a tax on the differs nee 
between his investment and the sum of the company contribution 


ye 
is 


and the earnings in the fund credited to his account on the one hand, 
or the difference between his investment and the market value of the 
stock, whichever is the lesser. That is the provision that was in for 
4 vears, 1928 to 1952 

This, gentlemen, its a summery of my statement. This does not 
involve very much in the form of revenue to the Government. It 
simply is to eliminate the very obvious inequities in these few 


eases 
of these older people retirmg after their vears of productivity are 
ended. 

Senator Kerr (presiding). Very well, Mr. Kaiser. Your full s 
ment will be included in the record. 

(The prepared statement of Mr. Kaiser is as follows 


STATEMENT CONCERNING INEQUITIES IN THE TAXATION oF Wi 
From EMPLOYEE PRoFIT-SHARING FuNps Exrempr UNDER Sr 
INTERNAL REVENUE CobE 


(By Arthur B. Kaiser, general manager, tax department, Sears, Roel 


As general manager of the tax de partment of Sears. Roebuck 
entrusted with the supervision of the income-tax affairs of the 
haring fund. My duties in connection with the profit-sharing fu 
me a first-hand knowledge of the tax burden that is imposed on 
of the fund when distributions are made to them. The distri! 
members represent their lifetime savings and are frequently the o 
they and their dependents have to live on the rest of their lives 

These distributions are taxed under section 165 (b) of the Internal Rey 
Code. Section 165 (b) has remained unchanged since 1942 when it was amend 
to provide that under certain circumstances a complete distribution could 
taxed as a long-term capital gain. This amendment has furnished considerable 
relief to the members who are making complete withdrawals that ft 
appeared that an equitable method had been reached for taxing 
distributions, and that no further relief was necessary 

However, conditions have changed in the last 9 vears We h: 
tremendous inflation in values with the result that the tax on profi 
tributions has sharply increased to the detriment of the retirement 
he profit-sharing members. The purpose of this memorandum 
vour consideration the facts concerning the problem caused by 
values, and to submit a proposal which would remove the 
Before discussing this problem, however, we will review briefly 
which distributions by the Sears’ profit-sharing fund are taxed at 
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THE PRESENT METHOD OF TAXING PROFIT-SHARING DISTRIBUTIONS 


The increased tax on profit-sharing distributions due to the inflation in values 
has created a problem that affects all deferred profit-sharing trusts which dis 
tribute securities to their members. I can best illustrate the gravity of this 
problem by reference to the Sears’ profit-sharing plan. 

Under the Sears’ profit-sharing plan. contributions are made by both the 
employees and the company. Each member has a separate profit-sharins 
account. A major portion of the company’s contributions, the emplovee’s 
deposits, and the fund earnings are invested in shares of capital stock of Sears 
Roebuck & Co., which shares are credited to the member’s account. The 
portion of the fund income which is not used to purchase Sears’ stock is termed 

uninvested eash,”’ and is also credited to the members’ accounts. 

When an employee withdraws from the fund, a valuation is made of his account 
for income-tax purposes. The value of the withdrawal is determined to be th 
sum of the uninvested cash and the stock which is valued at the market price at 
the time of withdrawal. For example, let us assume that an emplovee who has 
reached the retirement age is making a complete withdrawal. There is credited 
to his account 100 shares of stock and uninvested cash in the amount of $2,500 
et us further assume that the employee’s own contributions to the fund wer 
2,000 and the market price of the stock at the time of withdrawal is $55 per share. 
he total value of this employee’s account is as follows: 


I 
‘I 


+ 


Uninvested cash_-_ ; : $2. 500 
100 shares of stock at $55 A ; 5, 500 


Total value : 8, 000 
Less employees’ contributions ; ; : . 800 


Taxable value __--_- Bos 2 , 3 6, 000 


As shown above, the taxable value of the withdrawal is the total value of th« 
account less the employee’s contribution. 

In our example, the 100 shares of stock the employee had to his credit were pur- 
chased piecemeal by the fund over a period of vears and credited to the employee 
account. The price the fund paid for these shares was substantiallv less than the 
current market price that was used in determining the taxable value of the en 
plovee’s account. If we assume that the cost of the stock to the fund was $30 per 
share and the withdrawal value is $55 per share, the appreciation in the value of 
the stock amounts to $2,500. 


Value of stock at time of withdrawal, 100 shares at $55__-_- $5, 500 
Cost of shares to fund, 100 shares at $30 ; 3, 000 


Appreciation on value of stock _ _- 2, 500 


The method of valuation employed results in the employee being taxed on the 
amount of company contribution, the fund earnings, and anv increase in the valu 
of stock which was purchased for his account—the appreciation. With these fa 
in mind, let us consider some of the inequities involved in this method of tay 
profit-sharing distributions. 


THE INEQUITIES INVOLVED IN TAXING THE APPRECIATION IN THE VALUE OF TH 
STOCK DISTRIBUTED 


Before we consider the inequities in the present method of taxing profit-shari: 
listributions, we wish to point out that the heavy tax on complete withdrawals 
primarily due to the “‘bunching”’ of the employee’s total accumulation in the fur 
in one taxable year with the result that the accumulation is subject to tax in thi 
higher surtax brackets. It may be claimed that this “bunching” of income cou 
be avoided if the trustees of the fund purchased an annuity for the emplovee 
which case he would be taxable in the vears in which he received the annuity pa 
ments. The objection to this is that the trustees are reluctant to purchase a fixe 
income obligation for the employees at atime when the prospects for inflation ar 
so alarming. They have before them the example of thousands of people who 
tired in the 1930’s on what were then liberal pensions, and who are now livi: 
straitened circumstances because the value of their pensions has been reduced 
the inflation. 

The trustees are also hesitant about purchasing annuities because the inter 
vield on annuities is rather low at this time. The trustees know that the divide: 


vield ¢ 
of the 
Bec 
the pu 
ever, 1 
their | 
metho 
I. Th 
their 1 
The 
stanti 
depriy 
with 1 
ment 
first s' 
We 
repres 
(1) 
(2) 
(3) 
in the 
(4) 
appre 
The 
of De 


these 


Com} 
Fund 


Incre: 


Empl 


Of 
S118, 
Dece! 
Roeb 
The ¢ 
share: 
mean: 
In fac 
to $2 
the n 
taxab 

On 
of th 
noted 
$7,13 
of the 
ciatio 

A 
2 yea 
total 
on Di 

The 
stock 
far oT 
the fe 
in the 
most 


withd 





REVENUE ACT OF 1951 979 


yield on Sears’ stock approximates the payments from an annuity, and the corpus 
of the investment is not lost if the employees keep the stock. 

Because of these facts, the trustees consider that under the present circumstances 
the purchase of an annuity for many employees is not a practical solution. How- 
ever, if the employees withdraw their profit-sharing interest in the form of stock, 
their benefits are substantially reduced by the tax. The inequities in the present 
method of taxing these stock withdrawals are discussed below. 


I. The tax reduces the retirement income which the employees may obtain from 
their profit-sharing accumulations , 

The tax on stock appreciation is inequitable in that it results in such a sub- 
stantial reduction in the employees’ profit-sharing accumulation. It thus 
deprives the employee of income on which to live after his years of active service 
with the company are ended. In order to show the extent to which the retire- 
ment income of Sears’ profit-sharing members is reduced by the tax, we will 
first show the amount of stock appreciation in the fund at the present time. 

We have seen that the benefits distributed by the Sears’ profit-sharing fund 
represent an accumulation which is attributable to—— 

(1) The employees’ own contributions. 

(2) The company’s contributions. 

(3) The earnings ‘dividends, interest, and lapses 1 the emplovees, credits 
in the fund. 

(4) The increase in the value of stock credited to the emplovees’ accounts— 
appreciation. 

These items are reflected in the total assets which the fund owns today. As 
of December 31, 1950, the fund had total assets of $350,534,000. The source of 
these assets is set forth below: 


f 
Ol 


Company contribution -- ---- ; : $124 253. 821 


Fund earnings . 52, 998, 420 


Increase in value of stock—Appreciation- 118, 106, 000 


Total taxable value__- Seas : 295, 359, 000 
Employees’ contributions__ =a ae rae 5. 175. 000 


Total value of fund ; a 350, 534, 000 


Of the total taxable value of $295,359,000, approximately 40 percent, or 
$118,106,000, is attributable to the appreciation in the value of stock. As of 
December 31, 1950, the fund owned 5,426,574 shares of the capital stock of Sears, 
Roebuck & Co. which was valued at $52.50 per share, or a total of $284,895,000 
The average cost price of this stock was $30.74 per share, or a total cost for all 
shares of $166,789,000. If the Sears’ stock increases in value by only $1, it 
means that the taxable value of the fund is increased by $5,426,574 of appreciatior 
In fact, the stock recently went to $58 a share, and the appreciation was increased 
to $29,846,000 (5,426,574 $5.50) since the close of the vear. As of this 
the market value is hovering around the value as of December 31, 1950, and 
taxable value has increased by $2,713,000 since that date. 

On schedule 1 attached, there is set forth the appreciation in stock at the 
of the fund’s accounting years from 1941 through 1950, ineclusiv: [It will be 
noted that as of January 31, 1942, the cost of the stock held by the fund was about 
$7,134,000 more than the market price. By December 31, 1950, the market price 
of the shares then held by the fund was $118,106,000 higher than the cost. Appre- 
ciation has increased in these vears by over $125,200,000. 

\ substantial part of the appreciation in value has occurred within the last 
2 years. On December 31, 1948, the appreciation was only $57,849,000. The 
total appreciation increased by $60,257,000 within the next 2 vears to $118,106,000 
on December 31, 1950. 

These over-all figures are somewhat misleading as the increase in value of 
stock held by the members who have been in the fund for a num! F years is 
far greater than the 40-percent average increase for all members. This is due to 
the fact that much of the stock purchased for the older mem: was obtained 

1 the early 1920’s and 1930’s when the price was depressed. rhe tax problem is 
most urgent with these older members as they are nearing retir nt and must 
withdraw, and are compelled to dissipate a large part of their share in the fund by 
pe o the tax thereon. 

Che impact of the tax due to the appreciation in value of » stock can best be 
een by referring to some actual cases of members who have just retired. We 
have analyzed the accounts of seven employees who retired in January 1951 and 
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made complete withdrawals from the fund. None of them had earned in excess 
of $5,000 per vear, and only two of them had earned as much as $4,000. Although 
two of the members had used part of their fund interest to purchase small retire- 
ment annuities, they were all still largely dependent on the dividends they re- 
ceived for their retirement income. With respect to these seven members, we 
have attached, as schedule 2, a table showing the total amount of profit on thei: 
withdrawals and a breakdown of this profit between company contribution, fund 
arnings, and appreciation in the value of stock. 
As shown on schedule 2, the stock appreciation varies from 46 percent to 56 
nt of the total profit. The inclusion of the stock appreciation substantially 
s the amount of tax the members are required to pay on their withdrawals 
impact of the tax on the withdrawals by these seven members is set forth 
lows: 


Additional 
tax due to 

stock appre- 
ciation 


Present tax | Tax on profit 
on total without stock 


profit appreciation 


$20. 115.7 $6, 263. 64 $13, 852. 1 
18, 370. S4 QO7. 42 12. 463 


12. 200. 44 3. 5U7. 60 S&S, 402 
2, 208. 64 
1, 166. OS 


S51. 26 


Oil. «4 


The tax in these examples was computed on the basis that the profit would be 
taxable as a long-term capital gain at 25 percent. Under the proposals of H. R 
1473, the capital gains rate is increased to 28}, percent, and thereby the inequity 
has been aggravated. In every one of these cases, about two-thirds of the tax 
the employee paid on his withdrawal is due to the stock appreciation. In the case 
of Mr. Heitlinger, the tax on the stock appreciation amounts to $13,852.11. On 
the smaller withdrawals, the tax is less, but the ratios are about the same, and 
the smaller the amount the employee withdraws, the more he needs to keep what 
he does withdraw for his support. 

This tax on the stock appreciation substantially reduces the employees’ profit- 
sharing accumulation and his retirement income. The emplovee’s profit-sharing 

‘umulation is the result of a lifetime of service with the company. When the 

vee retires to enjoy the fruits of his labor, he finds that the retirement 


» he expects to receive for the rest of his life is substantially reduced by the 


he members of the Sears’ profit-sharing fund are providing for their old age 
rough their own efforts. This is commendable and should be encouraged by the 
vernment. Instead, we find their efforts discouraged by the imposition of a 
which severely reduces their retirement income. In this sense, the tax o1 
tock appreciation is fundamentally inequitable. 


° . " , ’ 
on sto kf appre ciation 18 contrary to other poticies of the CGrovern ment 


hich encourage retirement security 


he tax on stock appreciation appears contrary to other policies of the Federal 

Government which are designed to promote retirement security. For example, 

rovernment has recently made a substantial increase in the social-security 

‘nt benefits. Although in most cases only a small part of the social- 

benefits are paid for by the tax on employees, the benefits are wholly 

pt from tax. On the other hand, the Government continues to impose ar 

induly heavy tax on the retirement benefits distributed by privately financed 
ont-sharing trusts. 

We do not wish to infer that a tax should be imposed on social-security benefits, 
nor do we believe that the benefits distributed bv profit-sharing trusts should 
escape from taxation. We do believe, however, that relief should be given to 
thousands of beneficiaries of profit-sharing trusts whose lifetime accumulations 

so heavily taxed by the Government when they reach the retirement age. 
cted stock options are given spec ial tax consideration: distributions fron 


nq trusts should also be given special cons deration 


ted stock option is granted under section 130 (a) of the Interna 
he difference between the market price and the option price 
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not considered to be taxable income to the employee at the time the option is 
exercised. There are restrictions pls aced on these options, but on the whole it is 
a very favorable tax treatment. The basis of this special co — ration is that 
Congress recognizes that it is desirable for employees to acqt a stock interest 
in the corporations that employ them. 

However, this favorable handling has not been extended to distributions by 
profit-sharing trusts, although the need is even greater. When a distribution 


by a profit-sharing trust is taxed on the unrealized appreciation in the value of 
the stock, the effect may be to substantially reduce the emploves ‘etirement 
income for the rest of his life. It appears there is more justificati for def 

the tax on the unrealized profit involved in profit-sharir ibutions t 
the ease of restricted stock options. 


lan 10 


erring 
} 


IV. Stock appreciation is not taxed when annuities are 
should not be taxed when stock ~s withdrawn 


The rules and regulations of the Sears fund provid 
moneys and securities to which any member is entitled 
option of the trustees, wholly or partially, through the 
premium annuity contract. The trustees have the a 
payment of the premium so much as may be required of 
ties to the credit of the member’s account. 

For example, if a member’s account is eredited with $10,000 
cash and 1,000 shares of stock worth $52 per share at the current ‘ price, 
the trustees may saint single-premium annuity costing $62,000 n order 
to pay the premium, the trustees would sell the 1,000 shares o 
plovee ’s account. The e mployee is not taxed on the ap preci: 
of the stock at the time that it is sold but he is taxed when 
payments. 

On the other hand, if the employee withdraws the 1,000 share 
taxed on the appreciation at the time he withdraws although 
the stock. This tax treatment of withdrawals is inconsisten 
appreciation is not taxed although the stock is sold. In 
appreciation is taxed although the stock may never be sold. Li 
criminates against the profit-sharing me *mber who receives his 
form of stock. This discrimination against the employee wh 
should be corrected by taxing him on his stock appreciatio 
sells the stock. 


V. The appreciation in the value of the stock is not real 
the stock 

The Federal income tax ordinarily applies to gains in the value of property 
that are finally realized by a sale or exchange. When an employee receives a 
distribution of stock from the profit-sharing fund, he does not realize the appre- 
ciation in the value of the stock. This appreciation is not realized | he sul 
sequently sells the stock and converts it into one or the equivalent. 

When many Sears’ employees leave the fund, they take their interest largely 
the form of stock, except for their aaniadk cash. In substance, when 
employee withdraws stock, he has realized no more if the wk is at $52 per 
share than if the stock is at $40 per share. The e amployee considers 
withdrawing retirement income from the fund in the form of divi 
a speculative profit on the appreciation in the stock. After the 
draws, the stock may go down in value and, when he finally 
gain may well be less than the appreciated value he was taxed 
withdrawal. The amount of appreciation on the stock at th 
drawal is a speculative profit as far as the employee is concerned, and he he 
realized it until he ultimately sells the stock. 

When an individual purchases stock at $40 per share and i ‘reases to $5: 
he is not taxed on his profit unless he sells the stock. The employee who wit! 
draws stock from a profit-sharing fund should be given the same consideration. 
He should not be taxed on his paper profit at the time he wit] but shou 
be taxed when he sells the stock and realizes the gain. 


VI. The emplo jee 18 taxe d on the gain on the distribution of 
deduct a loss on a subse quent sale 


The employee is taxed on the gain on the appreciation in th 
distributed to him. The basis of the stock which he receives is 
value at the time of distribution. If an employee withdrew from 
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the basis of his stock would be about $52.50 per share. If, at some time in the 
future, it is necessary for him to sell the stock, it is quite possible that he would 
sustain a loss. Although he had previously been taxed on the gain on the dis- 
tribution, he would not be allowed to deduct the loss except as an offset against 
sapital gains, or as a deduction from ordinary income up to a maximum of $1,000 
for 5 years. 

This limited deduction of the capital loss is more illusory than real to most 
Sears’ employees who have retired. For the most part, they would not have 
capital gains against which to utilize their capital losses. If they are married 
and over 65, their personal exemptions amount to $2,400. This personal exemp- 
tion along with the optional standard deduction is usually sufficient to absorb 
their dividend income. As a result, they would have no taxable income to offset 
against the $1,000 capital loss deduction that they may carry forward for 5 years 
against ordinary income. The practical effect is that although the employee is 
taxed on the stock appreciation at the time of withdrawal, if he subsequently sells 
the stock at a loss, he may never have the opportunity to utilize the loss as a 
deduction. 


VIT. The amount of tax the employee must pay is dependent on the fluctuations of 
the stock market 

Under the present method of taxing withdrawals, the amount of tax the em- 
ployee must pay is dependent in a large measure on the fluctuations of the stock 
market. 

We have previously referred to the withdrawal of Mr. Heitlinger who left the 
fund in January 1951. Mr. Heitlinger had a profit on his withdrawal of $80,463 
which consisted of 1,416 shares of Sears’ stock valued at 524% and $6,445 in unin- 
vested cash. The tax on his profit was the maximum 25, percent or $20,116. Now 
let us assume that Mr. Heitlinger had withdrawn 6 months earlier in July 1950, 
when Sears’ stock sold at $40 pershare. In thatevent, his profit would have been 
$63,085, and the tax on that profit would have amounted to $14,636. Thus, Mr. 
Heitlinger paid a tax of $5,480 ($20,116—$14,636) due to the fluctuations of the 
stock market over the last 6 months of his employment. He would have been 
better off financially if he had not worked the last 6 months. It is bad when a 
tax can discourage an employee from working. 

On the attached schedule 2, we have set forth the amount of tax the other six 
employees we have referred to would have paid if their final withdrawal was valued 


at $40 per share. In every case, their tax has been substantially increased due 
to the appreciation in the value of the stock between July 1950 and January 31, 
1951. 

Making the employees’ tax dependent on the fluctuations in the stock market 
is fundamentally inequitable, as the employee has not realized his profit on the 
appreciation until he sells the stock. 


SUMMARY OF INEQUITIES 


We have reviewed the present method of taxing profit sharing distributions. and 
the inequities that are involved. At this point, we will briefly summarize these 
inequities: 

I. The tax on the stock appreciation substantially reduces the emplovee’s 
profit sharing accumulation. It thus deprives the emplovee of income on which 
to live after his vears of active service with the company are ended. 

II. The burdensome tax on profit sharing distributions is contrary to other 
policies of the Federal Government which favor retirement security. For ex- 
ample, the Government has recently increased the nontaxable social security 
retirement benefits. 

III. Restricted stock options are given special tax consideration. In providing 
for these stock options, Congress recognized that there are matters of public 
policy which justify the deferment of tax on stock appreciation. There is also a 
publie interest in providing for the retirement security of thousands of members 
of deferred profit sharing trusts. It appears that there is more justification for 
deferring the tax on the unrealized profit in profit sharing distributions than in the 
case of restricted stock options. 

IV. The present law favors the employees who receive their profit sharing 
interest in the form of annuities, and discriminates against those who made their 
withdrawals in the form of stock. When an employee’s stock is usec to purchase 
an annuity, he is not taxed on the stock appreciation at that time. Why should 
the emplovee who withdraws the stock be taxed on the appreciation? 
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V. The tax on the stock appreciation is a tax on unrealized profits. The em- 
ployee has not realized his profit on the stock he withdraws until such time as he 
sells the stock. 

VI. The employee is taxed on the gain on the appreciation of the stock when it is 
distributed to him. If he subsequently sells the stock at a loss, as a practical 
matter he may never have the opportunity to utilize the loss. 

VII. The amount of tax the employee must pay is dependent on the fluctuations 
of the stock market. Two employees may withdraw the same umber of shares, 
but on different dates. If the market price of the stock increases after the first 
withdrawal, the second member may pay substantially more tax although } 


} 
1 ne nas 
withdrawn the same number of shares. The fact that the employee’s tax liability 


is dependent on the fluctuations of the stock market is fundamentally inequitable. 

We have pointed out some of the inequities that are caused by taxing the 
appreciation in stock value when a withdrawal is made. We now 
proposal for your consideration which would remove these inequities. 


set forth a 


A PROPOSAL TO REMEDY THE INEQUITIES IN THE PRESENT METHOD OF 
PROFIT SHARING DISTRIBUTIONS 


TAXING 


ry ft 


The proposal that we submit in order to remedy the inequiti the present 


method of taxing profit sharing distributions will require an amendment of section 
165 (b) of the Internal Revenue Code. Before discussing this proposal, let us 
review briefly the background of section 165. 

The predecessor of the present section 165 was enacted in the Revenue Act of 
1921 as section 219 (f). This section read as follows: 

“The amount actually distributed or made available to any distributee shall be 
taxable to him in the year in which so distributed or made available to the extent 
that it exceeds the amount paid in by him.” 

It is to be noted that this section is similar to the present section 165 (b) in that 
the employee is taxed on the profit distributed to him, including the appreciation 
in the value of any securities. 

By 1928, the Nation was experiencing the great stock market inflation of the 
late 1920’s. The amount distributed by profit-sharing funds included in many 
cases a substantial amount of stock appreciation. ‘To alleviate the tax on this 
unrealized appreciation, section 165 (b) was amended to provide that: 

“The amount contributed to such fund by the employer and all earnings of such 
fund shall be taxed to the distributee in the year in which distributed or made 
available to him. Such distributees shall for the purpose of the normal tax be al- 
lowed as credits against net income such part of the amount so distributed or made 
available as represents the items of dividends and earnings specified in section 
25 (a) and (b).”’ 

Under this section, the stock appreciation was not taxed. The employee was 
required to include in his tax base only the amount of company contributions and 
fund earnings, and he was allowed a credit for the part of the distribution at- 
tributable to dividends and tax-exempt interest against the normal tax. 

By 1932, the values on the stock market had declined so low that in many cases 
the total of the employee’s deposits, fund earnings, and company contributions was 
in excess of the value of the stock distributed to the employees. Some legislative 
relief was in order. However, instead of amending section 165 (b) so that the 
employee would be taxed on whichever amount was the lesser—the sum of com- 
pany contribution and fund earnings distributed to him, or the amount of profit 
that was distributed—Congress restored section 165 as it was before the 1928 
amendment. 

There were no significant amendments to section 165 as far as the taxation of 
distributees was concerned until the Revenue Act of 1942. At that time, there 
was no stock appreciation in the Sears’ fund. As we have previously mentioned, 
at the close of the fiscal vear 1941, the cost of the stock held by the Sears’ fund 
was $7,134,000 greater than the market value. However, even then employees 
were being taxed on substantial profits when they made their final withdrawals 
from the fund. 

In order to reduce the heavy tax on employees who were making their final 
withdrawals, Congress in 1942 amended section 165 (b) to provide that 

“Tf the total distributions payable with respect to any employee are paid to the 
distributee within one taxable year of the distributee on account of the employee's 
separation from the service, the amount of such distribution to the extent exceed- 
ing the amounts contributed by the employee shall be considered a gain from the 
sale or exchange of a capital asset held for more than 6 months.” 
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The relief afforded by the capital gain provision in the Revenue Act of 1942 was 
designed to reduce the heavy tax resulting from the ‘‘bunching”’ of the accumulated 
employer’s contributions and fund earnings in one taxable year. It was not 
primarily intended to afford relief due to an appreciation in stock values. 

Conditions have now changed. Inflation in the stock market is again a major 
factor to be reckoned with in determining the manner in which profit sharing 
distributions are to be taxed. In the proposal that is submitted on exhibit A 
attached, this fact is recognized. 

In our proposal, we have included the provision in the Revenue Act of 1928 
which taxes the employee only on the amount of company contributions and fund 
earnings. As this amount in itself is a sizable figure in most cases, we have retained 
the capital gain feature of the 1942 act. As there is always the possibility that 
the stock market may decline in the future, the proposal is submitted in the 
alternative so that the employee would be taxed on whichever is lesser—the profit 
that is distributed to him, or the sum of the company contribution and fund 
earnings. This amendment is offered for your consideration. 


SCHEDULE 1 


Appreciation in value of Sears’ stock held by the profit sharing fund at the close of 
the years 1941 through 1950 


Market value Cost Appreciation 
Jan. 31, 1942 $39, 423, 255 $46, 557, 342 ($7, 134, 087) 
Jan. 31, 1948 48, S76, 852 47, 482, 592 1, 394, 240 
Jan 1, 1944 68, 631, 608 410, 599. 434 19, 032, 169 
Jan. 31, 1945 87, 345, 175 56, 264, 780 31, O80, 395 
Dec. 31, 1945 5 ee 122, O16, 811 60, 164, 497 61, 852,314 
Dec. 31, 1946 : 137, 909, S01 76, 113, 100 61, 796, 701 
Dec. 31, 1947 : 150, 670, 916 95, 064, 755 55, 606, 161 
Dec. 31, 1948 176, 118, 175 118, 268, 261 57, 849, 914 
Dec, 31, 1949 217, 828, 225 138, 09S, 617 78, 829, GOS 
Dec. 31, 1950 284, 895, 135 166, 788, 712 118, 106, 423 


SCHEDULE 2 


A computation of the tar on the profit of 7 profit sharing members who withdrew in 
January 1951. The tax on their profit without the stock appreciation. The tax 
te : pro, pprec 
on their profit cf the market value of the stock was determined at $40 per share 








| | 
| Tax on 
ia Appre-| Ratio | Tax on| Profit 
ad »m- > | at $40 
Profit pany Fund | “ation of As Present} profit per 
\ on nian sie in ippre- | sumed | taxon | with- share 
with- |, te value | ciation | other total out 
drawal — a of to |income| profit | appre- | ae 
M ¢ l “af 8 Yor 
Stock pront ciation | mar- 
| ket) 
Pe rcé nf 
Joseph Heitlirger 35 ($80,463 | $7,783 $27,276 $45, 404 56.43 | $3,540 ($20,116 | $6, 264 | $14, 636 
Miss A. 8. Lang 35 | 74, 148 8,907 | 24,512 40, 729 54. 93 3, 215 18, 371 », GOT 13, 245 
Miss G strud a5 AH, 149 6, 549 18, 009 31, 4591 56. 26 2, 583 12, 290 3, 5O8 &, IS4 
John Kasut . 49. 742 7,337 | 15.646 | 26.759 53. 80 2,17 6, 665 2, 269 1 706 
R. J. Eichorn 22 8, 271 7,099 14, 461 48. 48 1, 27! 2, 957 1, 166 2, 007 
F. Santi % 6, 860 5,810 | 11, 068 46. 63 1, 035 2, 071 S51 1, 452 
R. F. Reid 2s 4, 280 6, 557 2, 258 53. 08 YS0) 1,973 672 1, 398 
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PROPOSED AMENDMENT OF SECTION 165 (B) OF THE INTERNAL REVENUE CODE 


New matter proposed to be inserted is printed in italics.) 

Sec. 165 (b). The amount actually distributed or made available to any 
distributee by any such trust shall be taxable to him in the year in which so 
distributed or made available, under section 22 (b) (2) as if it were an annuity 
the consideration for which is the amount contributed by the employee, except 
that if the total remaining distributions payable with respect to any employee 
are paid to the distributee within one taxable year of the distributee on account 
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of the employee’s separation from the service, there shall be taxed to the d 
as a gain from the sale or exchange of a capital asset held for more 
whichever of the following amounts is the lesser 

(1) The amount contributed by the employer to the trust and the earnings of such 
trust which are distributed or made available to him (excl) 
the value of securities which may be distributed), or 

(2) The amount of such distribution to the extent exceeding the 
by the employee. 


ist? i bute é, 
t} an 6 months, 


iding any appreciation in 


amounts contributed 


Senator Kerr. We thank you for your appearance. 
Mr. Kaiser. Thank you. 

Senator Kerr. Mr. Koss. 

Will you give your name to the reporter? 


STATEMENT OF GEORGE C. KOSS, PRESIDENT, KOSS CONSTRUC- 
TION CO., APPEARING ON BEHALF OF THE ASSOCIATED 
GENERAL CONTRACTORS OF AMERICA, INC. 


Mr. Koss. My name is George C. Koss, president of the Koss 
Construction Co., Des Moines, lowa, and I am appearing on behalf 
of the Associated General Contractors of America, Ine. 

1 would like to read this statement, please, sir. 

Senator Kerr. Very well. 

Mr. Koss. This statement is filed on behalf of members of the 
Associated General Contractors of America, for your consideration in 
connection with proposed tax legislation. 

The Associated General Contractors of America is the Nation-wide 
association representing more than 5,800 of the Nation’s leading 
general contractors, who execute all types of construction and annually 
perform approximately 80 percent of the volume of contract con- 
struction in the Nation. There are 113 affiliated local associations 
throughout the United States and Alaska. 

The operations of the general contrac “” are unlike tae operations 
of members of any other industry in the Nation. The general con- 
tractor has no inventory, depending entirely on skill and ingenuity 
and the various types of construction equipment to produce a profit. 
The general contractor’s equipment must be used in all kinds of 
weather and under varied conditionss. It is not protected from the 
elements and when in operation cannot be completely maintained. 
In this respect it differs very materially from industries where the 
machinery and equipment are well housed and completely maintained. 
To eliminate the undue hardship on the general contractor, the 
following changes in the existing and proposed tax laws are respect- 
fully requested: 

Item No. 1: To permit a contractor to treat as a net operating 
loss, subject to the carrv-back and carry-over provisions of section 
122 (b) of the Internal Revenue Code, an amount representing the 
excess of the replacement cost of equipment used in the trade or 
business over the original cost of the same type - © rs actually 
replaced in the year it becomes fully depreciated, or prior thereto. 

A provision of this kind is urgently needed to en: et le many general 
contractors now operating in the field of construction to continue in 
business. The existing as well as the proposed rates of tax and the 
abnormal appreciation in the cost of construction equipment have 
created a condition that only legislative relief can alleviate. The 
impact is particularly severe on general contractors operating in the 
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heavy and highway-construction fields, where large stocks of con- 
struction equipment are necessary to their operations. This is true 
regardless of whether the general contractor operates as a corporation 
or as an individual. The life of the equipment used in the operation is 
wer, and a certain portion of the equipment must be replaced every 

‘ar. Because of this, the high rates of tax, and the abnormal appreci- 
in in the cost of this equipment, the problem facing the general 
contractor is where to get the money necessary to re place the old 
equipment with new. It is self-evident that it must come either from 
borrowings or from past earnings or future charges. What this 
critical situation means in dollars may be seen in the following 
assumed example: 

A contractor, this year, is confronted with the necessity of purchas- 
ing a new tractor to replace the same type of tractor that is no longer 
able to perform the work required. He finds that this particular type 
of tractor, for instance, a large crawler equipped with a bulldozer, 
that was purchased in 1945 at a cost of $10,000, now costs $19,500. 
This means that this contractor, in order to remain in business and 
own the same type of equipment this vear that he owned in 1945, must 
expend an additional $9,500, or practically two times the original cost, 
for the same type of tractor. Actually, the contractor must replace 
more “ an one piece of equipment each year; so, instead of merely 
being faced with the purchase of one tractor, he is ac tually faced with 
the purchase of several other similar pieces of equipment that likewise 
have practically doubled in cost. It is not uncommon for the small 
contractor to be faced in a particular year with replacement of equip- 
ment originally costing as much as $50,000, which today will cost 
approximately $100,000. This means that a contractor must double 
his original capital investment. The smaller contractor, in the main, 
to secure the additional amount necessary for him to remain in 
business, must either borrow the money out of future earnings or out 
of retained profits. Due to the high rates of tax, as proposed, there 
is small possibility of future profits or retained earnings. 

For instance, a contractor operating as an individual, who is married, 
who finds it necessary to replace equipment requiring an additional 
expenditure of $50 000 over the original cost of the equipment, must 

earn in excess of $150,000 merely to leave him in the same position, 
with similar equipment, that he had when the original equipment 
was purchased. 

A contractor operating as a corporation, subject only to the com- 
bined normal tax and surtax = 52 percent as proposed in the new tax 
bill, must earn in excess of $100,000 to assure his operation with 
similar-type equipment now as at the time the original equipment 
was purchased. 

A contractor, operating as a corporation, with excess-profits tax 
credit so low that it is subject to the proposed ceiling rate of 70 
percent, must earn, before taxes, to merely cover the additional cost 
of new equipment in the amount of $50,000, in excess of $125,000. 

Examples of the apnreciation m cost of e few of the items of equip- 
ment commonly used by general contractors are as follows—we have 
listed under the column for 1945 and 1950 the costs: 

A D-S tractor with bulldozer, $10,105 in 1945: in 1950 it was 
$19,401. 
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A No. 12 motor patrol, for example, was $6,916 in 1945; in 1950 it 
had gone up to $13,461. 

A 20-ton motor crane, in 1945, was $15,090; in 1950 it was $27,671. 

A 2-yard shovel in 1945 cost $25,000; in 1950 it went up to $51,595. 

The hardship now confronting general contractors is comparable 
to situations that have confronted members of other industries in 
past years. Congress in the past recognized the then existing abnormal 
conditions and enacted legislation to alleviate the condition, in order 
to safeguard the right of members of the affected industries to con- 
tinue in business. 

Item No. 2: To permit a general contractor a carry-back and carry- 
forward of all unused depreciation allowances on equipment. 

This suggested provision in the tax laws is needed because of the 
uncertain conditions under which general contractors operate. There 
is no guaranty of a continuity of work in this industry. It does not 
necessarily follow that a general contractor that has a profitabl opera- 
tion this year will have work the following year. It is, therefore, im- 
portant that the right of carry-back and carry-forward of the unused 
depreciation allowances be written into ie tax law to permit the 
general contractor to recoup the original investment in his equipment, 
which, in a small degree, will merely offset the hazards involved in the 
general contractor’s operation. 

Senator Kerr. How much of a carry-back do you recommend? 

The CHAIRMAN (presiding). All the unused deprecia 

Mr. Koss. That is right. 

Senator Kerr. For how long? Unlimited? 

Mr. Koss. Then we would come under the general | 


Lon 


law, to have a 1-year carry-back and a 2-year carr 
example, if that were it now. 

Item No. 3: That section 3475 of the Internal Rev: \ 
reference to transportation of property tax be amended as follows: 


The tax imposed under this section shall not apply to the use of motor vehicles 
by contractors in the movement of earth, rock, or other excavate 
the boundaries of or incidental to a construction project 

The purpose of this amendment is to bring to an end the confusion 
that now exists throughout the highway and heavy divisions of the 
general-contracting industry. It likewise would permit uniformity 
with reference to administrative rulings and would eliminate conflicting 
court decisions. An example of how confused this situation is is re- 
flected in an administrative ruling with reference to the movement 
excavated material. Under this ruling the general contractor 
mitted to use a bulldozer to push the excavated material to ae 
location without be ing subje ct to the tr: insporti ition-of-pr — 
However, if a power shovel is used to pick up the ex avated 
and deposit it in an owner-trucker’s truck and the truck “th n 
the material in the same location where it was pushed by 
dozer, it is ruled to be transportation of property and sub 

That concludes my statement, Mr. Chairman 

The CHarrMan, Are there any questions? 

Senator Kerr. No questions. 

The CHatrMAN. Senator Millikin? 

Senator Minirkin. No questions. 

The CuHarrman. Thank you, sir, 

Mr. Koss. Thank you. 
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(The tables referred to are as follows:) 


Tasve I1.— Married couple with no de pendents ! 


Amount of tax — 
uxpayer 

allowed to 

keep (new 


Proposed bill) 


Present law 
_ lav (new bill) 


$25,000 $6, 724 $7, 565 $17, 435 
SA) (KY 19, 592 22, 041 27, 959 

52 776 59, 373 40, 627 
48 433, 161 66, S39 
548 900, 000 100, 000 


$100,000 v2 
$500,000 403, 5 


$1,000,000 R58 
| Figures on rates of tax taken from committee report accompanying H. R. 4473 


TABLE II.—Corporation subject only to combined normal tax and surtax! 


Taxpayer 
would be 
permitted 
to keep 


Amount of 


me subject to normal tax and surtax Pre-1950 
° present 


Proposed 


$25,000 $5, 750 $6, 250 $7, 500 $17, 500 
$50,000 14, OOO 18, OOO 20, 500 29, 500 
$100,000 38, 000 41, 500 46, 500 53, 500 
$200,000 76, 000 8S, 5OO YS, 500 101, 500 
$500,000 190, OOO 229, SOO 24, 500 245, 500 
$1,000,000 380, 000 40-4, 500 514, 500 485, 500 


s on rates of tax taken from committee report accompanying H. R. 4473. 


TaBLeE III. Corporation subject to ce iling rate } 


Amount of tax : ‘ 
laxpayer 
would be 
permitted 


to keep 


Present (62 | Proposed (70 


percent percent 


(- (- (-) $17, 500 
$9, 500 $15, 500 $17, 500 7, 500 
19, OOO 31, 000 35, OOO 15, OOF 
$8, OOO 62, 000 70, 000 30, 000 
76, OOO 124, 000 140, 000 60, 000 
190, 000 $10, 000 550, OOO 150, 000 
380, 000 620, 000 700, 000 300, 000 


rates of tax taken from committee report accompanying H. R, 4473. 
mly to normal tax, 


The CHarrMan. Mrs. Griswold. 
Will vou identify vourself to the reporter, please? 


STATEMENT OF MRS. ENID H. GRISWOLD, VICE PRESIDENT, 
NATIONAL ECONOMIC COUNCIL 


Mrs. Griswoip. I represent the National Economic Council in 
New York City. I would like to state that while we have made a 
study from an economic standpoint, the statement which I have pre- 
pared is a very simple one, because there are only two or three points 
that I would like to stress at this time. 

[ appear before this committee in opposition to the Revenue Act of 
1951, as presently constituted. I believe that the drastically increased 
taxes provided in this bill are unnecessary and are a threat to the 
economic structure of our country and to our form of government. 
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As these hearings have progressed—and I have watched them 
very carefully, from the reports that have appeared in the New 
York press, particularly—I have noted that several witnesses who 
have expressed their opposition to the 12% percent increase in per- 
sonal-income taxes and to the increase in corporation taxes have 
suggested other means of raising additional revenue, such as Federal 
sales tax. 

I contend that all of these measures are not only unnecessary but 
dangerous. Why have our domestic expenditures increased from 
$3,600,000,000 in 1946 to $9,800,000,000 for the proposed 1952 
budget? And are we to continue the tremendous outlay for foreign 
economic as well as military aid after having poured out over 
$20,000,000,000 in foreign aid since the end of the war? 

On June 28 the Secretary of the Treasury, Mr. Snyder, appeared 
before your committee to demand that this proposed tax rise be in- 
creased another 50 percent in order to raise $10,720,000,000 in new 
taxes. An official from the Bureau of the Budget stated that for 
next year, the 1953 budget, another 10 to 20 billions of dollars would 
be required. It was also contended by these gentlemen that high 
taxes would curb inflation. With this I disagree. What would be 
more inflationary than to place at the disposal of Government bureau- 
crats increased billions of dollars of the taxpayers’ money? 

The waste in government must be curtailed. The increase in thi 
number of Federal emplovees during the past vear is ap tblic scandal 
From June 30, 1950, to January 1, 1951, according to reliable statistics 
I find that 1,000 civilians per day were added to the public payroll 
Since January 1, 1951, this has increased to 1,500 per day. The report 
of the investigating committee of the House under the chairmanship 
of Mr. Williams, of Mississippi, discloses numerous specific instances 
of waste in manpower and administrative costs. I do not need to 
go into that, because that is a report that is available to vou and with 
which you ere probably thoroughly familiar 

The Federal debt in 1929 represented a lability of $571 a family; 
in 1939, $1,165 per familv; in 1950, $6,786 per family. How long 
do you gentlemen think that these policies of deficits and exorbitant 
taxation and waste can continue if we are to remain a solvent nation 
and if the people are to remain free? If vou vote for the proposed 
tax bill, as it now stands, for the continuation of the needless extrava- 
gance and inefficiency and socialistic schemes which are now | 
tolerated we shall soon become a bankrupt nation 

Can it be that those who drew up this revenue bill and those who 
were responsible for its presentation in the House of Representatives 
under the ruling which precluded any amendments, had in mind thi 


furtherance of economic manipulation which would bring socialism 
in the United States to the point it has now reached in Britain? 

1 wish to point out that during the 10 vears that the late Andrew 
Mellon served as Secretary of the Treasury he proved his contention 
that a moderate tax rate actually brings in a larger revenu 
exorbitantly high rate. 

As a woman, I am particularly concerned with the provisiot 
bill which would require corporations to withhold 20 per 
dividends and interest. The expense of the corporation and th 
to the Government of administering such a tax would be enormous. 
What would you expect the many persons of small means, dependent 
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in whole or in part, upon such income for their daily living, to do 
during the year and more that they would be deprived of this revenue? 
What of the forms they would be required to fill out for its return and 
the length of time the Government clerks would take to process 
these forms before any refund would be forthcoming? It is estimated 
that 47 percent of investors in this country are little people, receiving 
incomes of $5,000 a year or less. I should also like to have you give 
some thought to the charitable and educational institutions and trusts 
that depend largely upon dividends for their incomes. How are they 
supposed to operate during the time when their incomes would be 
greatly depleted? It seems to me that this provision of the tax bill 
is discriminatory, expensive to administer and thoroughly un-American 
in its approach. I can imagine Marx, Lenin, and Stalin would doubt- 
less give it their wholehearted approval. 

Senator Kerr. You do not think that the differences of opinion 
they had about other things would keep them from being unanimous 
in their approval of this bill? 

Mrs. Griswoxp. | think that this is something that is particularly 
discriminatory against those people who have—— 

Senator Kerr. I understood you to say that. But you have 
developed something here that interested me, in that you thought 
you had found a common ground which Marx, Lenin, and Stalin 
would have found unanimity “of thought. 

Mrs. Griswotp. Yes; I think they. would have. 

Senator Kerr. That is an interesting angle to it. 

Mrs. Griswo pb. I simply feel this, that it is the communistic point 
of view that you must level people off, and that people who are not 
actually working and earning money are not really supposed to have 
anything. That is one of the tenets of the Communist Party, to 
have people earn what they actually use, is it not? 

Senator Kerr. I thought another one was that they must disagree 
with other people and to find something about which these three 
were supposed to be in such complete agreement really interested me. 

Mrs. Griswotp. I think that they would have agreed on that 
pretty thoroughly. I may be mistaken, but that is a conclusion that 
1 personally have come to. 

We have already burdened our children and our grandchildren with 
an enormous debt, denied to them the opportunities and rewards from 
which we and previous generations have benefited. We have inflated 
our currency, thereby depriving the thrifty and the aged of the real 
value of their capital savings. I submit to you that we cannot stand 
further confiscatory taxes and preserve our traditional American 
system. Under the present tax structure there is already a serious 
burden upon the citizens of this country. Through the efficient 
administration of Government it would be possible to save the billions 
of dollars which are required for the present defense program, which 
we are all agreed is necessary to our survival. It would be very 
reassuring to the voters of this country if the Senate of the United 
States had the fortitude and foresight to refuse to countenance 
further encroachments upon the lives and property of our citizens. 

[ would like to add, Senators, that we do wholeheartedly believe in 
the defense program. We feel that had we not abandoned our military 
strength as we did so precipitously at the end of the war, we would not 
at this point be where we are. But we do feel that absolutely every 
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possible saving should be made in the running expenses of the Govern- 
ment so that we can save in that way as many billions as possible 
for the defense program. 

The CHatrMan. Are there any questions of Mrs. Griswold? 

Senator Kerr. No questions. 

The CuarrMan. Thank you for your appearance. 

The CuarrMan. Mr. Snyder. 

Will you identify yourself for the record? 


STATEMENT. OF CALVIN K. SNYDER, SECRETARY, REALTORS’ 
WASHINGTON COMMITTEE OF THE NATIONAL ASSOCIATION OF 
REAL ESTATE BOARDS, ACCOMPANIED BY LEONARD J. CAL- 
HOUN, ATTORNEY 


Mr. Snyper. Mr. Chairman and members of the committee, I am 
Calvin K. Snyder, secretary of the realtors’ Washington committee of 
the National Association of Real Estate Boards. Our offices are 
located at 1737 K Street NW., Washington, D. C., and 22 West 
Monroe Street, Chicago., Il. Our membership consists of 1,101 local 
real estate borads and 45,000 individuals and firms of realtors. Our 
membership is engaged in every phase of the real estate industry. 

We are grateful to you, Mr. Chairman, for this opportunity to 
appear before your committee. Associated with me in this presenta- 
tion is Mr. Leonard J. Calhoun of the firm of Harter and Calhoun, 
Washington, D. C. 

The CuatrmMan. Yes. Mr. Calhoun is well known to this committee 
having worked with us for a good many years on social security and 
other problems. 

Mr. Catnoun. Thank you, sir. 

Mr. Snyper. We have had the privilege of having him associated 
with us on a number of matters concerning tax legislation, and are 
delighted to have him here with us today. 

I should like to speak briefly to the statement, reading perhaps a 
portion of it and making a few comments, and then I shall ask Mr. 
Calhoun to elaborate on just one or two points, in the interest of 
saving vour time. 

The Cuarrman. Yes, sir; you may do that. 

Mr. Snyper. I should like to devote my comments first to section 
303 of H. R. 4473, pertaining to the sale or exchange by a taxpayer of 
his home where he reinvests the proceeds in another home and as 
applied to the trade of one home for another home. 

We concur most heartily, Mr. Chairman, with the provisions of 
section 303 of H. R. 4473, because we believe that this section will 
remove what has been a gross inequity in the law for many years. 

Under the present law, if my home is destroved by fire or flood or 
some other catastrophe, or if it is taken by the Government for public 
purposes, the gain, if any, resulting from the insurance indemnity or 
the condemnation award is not recognized, provided I use the proceeds 
thereof to acquire another home for my own occupancy. 

However, if I am forced to move from one city to another because 
of change of my employment, as is the case among thousands of 
defense workers today, | am caught in a trap. If mv old home has 
increased in value over the original purchase price, this increase will 
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be taxed to me as a gain, yet at the same time I am required to pay a 
comparable price for my newly acquired residence. I had a home and 
now all I have is another one which costs all the proceeds from the 
sale of my first home. Neither is worth any more or less than the 
other. But in changing my home, I have incurred a substantial tax 
liabilitv. The home owner does not believe that this is fair or equit- 
ab le. 

Let me give you a glaring example of what the present law does. 
Suppose that in 1946 ] bought a home in Detroit for $10,000 and 
my brother bought one in Cleveland for $10,000. As a result of the 
cheapening of the value of the dollar, the fair market value of my home 
in Detroit is now $15,000 and the fair market value of my brother’s 
home in Cleveland is similarly $15,000. I am transferred to Cleve- 
land from Detroit and my brother is transferred to Detroit from Cleve- 
land, and we decide simply to trade homes. 

The law now says that I realize a taxable gain of $5,000 when | 
take over my brother’s house, and he realizes a taxable gain of $5,000 
when he takes over my house. Because we are transferred in our jobs, 
we are each penalized to the extent of the tax on $5,000 worth of in- 
creased value which, I submit, is not a real gain. 

We believe that it is extremely important in this period of defense 
mobilization not to have provisions in the laws of the land that dis- 
courage or impair the mobility of working men and women. We 
believe that the existing provisions of the Internal Revenue Code 
in their treatment of gains and losses from sales or exchanges of homes 

do have this effect, because the ‘vy penalize the people who have to 
move from one place to another in response to the demands of the 
mobilization vei marae 

The staff of the Joint Committee on Internal Revenue Taxation 
recognized the gross inequity in the present law, and 2 years ago 
made recommendations that, if adopted, would have remedied the 
situation. At that time the Treasury was opposed to any change. 
We are happy to see that the ‘Treasury now also recognizes this 
inequity 

With vour permission, Mr. Chairman, I should like to insert in the 
record at this point a very brief excerpt of about four paragraphs from 
the hearings in the House Ways and Means Committee of the House 
of Representatives on the Revenue Revision Act of 1951, February 5, 
1951, being some colloquy between Mr. Mason, a member of the com- 
mittee, and Secretary Snyder, where the Secretary recognizes this 
inequity. 

The CHairMan. Very well, sir. You may put it in the record. 

(The excerpt referred to is as follows:) 

Excerpt From Heartncs BerorE Ways AND Means Commirrer, UNITED 

STaTeEs Hovusr or REPRESENTATIVES, ON REVENUE Revision Act or 195] 


H. R. 4473), Fepruary 5, 1951 


Mason. Your proposal on capital gains, increasing the rates on capital 
, Ils of interest to me, because vou say that is a loophole that we ought to 


‘an illustration, and it is an actual illustration. It is an actua 


e two sons, Both of them built $10,000 homes in 1940. Both of then 
the same vear. Each of them has been offered $20,000 for his home. One 


uburbs of Cleveland the other is in the suburbs of Chicago. 
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Now, then suppose that the one boy is transferred to Chicago and the other one, 
who works for General Motors, is transferred to Cleveland, and they make 
rangements to trade their homes on just an out-and-out even trade. 

The Treasury Department would collect, under our capital gains, and they 
would have to pay, each of them, $1,000 or more in order to make an even trade 
under the present law, would they not? 

Secretary SNypER. That is true under the present law. That is what would 
happen. That is one of the points that we have under study. We have r 
into that in increasing numbers of cases in recent vears 

Mr. Mason. Suppose that they did not even trade. Suppose that the one 
boy was transferred to Cleveland and he had to sell his house and sold for $20,000, 
but he had to buy a new house in Cleveland for $20,000. He would have 
would he not? 

Secretary Snypety That is correct. 

Mr. Mason. So there are inequities in the present rates. 

Secretary SNypeER. That is correct. We recognize that 

Mr. Mason. If we increase the rates, we are bound to increase the inequities 


juil 


ar- 


11T 
Mall 


lO pay, 


Mr. Snyper. We believe the inequity should be removed, and 
removed now, for every increase in the tax rate only serves to make 
the inequity greater. 

The committee report accompanying H. R. 4473 indicates that 
there might be a slight loss to the Treasury from this proposed section. 
We take issue with this conclusion because this proposal would result 
merely in a tax deferment rather than a tax exemption due to the 
broadening of the tax basis. 

Since real property is subject to capital gains tax, we should like to 
recommend further that losses on the sale or exchange of an owner- 
occupied residence, which for the required holding period was used by 
the taxpayer as his residence, be recognized and allowed as a deduction. 
We believe that if it is fair to impose a gain tax against real property 
in the event of gain, it is only fair that the owner be permitted to take 
a deduction in event of loss. 

We believe that our recommendations do no more than extend the 
existing policy of sections 112 (b) (1) and 112 (f) of the Internal 
Revenue Code to sales and exchanges of homes, and we believe that 
it is necessary to do this in order (1) to promote free mobility among 
our working forces, (2) to permit our working men and women to meet 
mobilization requirements without being severely penalized therefor, 
and (3) to treat all home owners fairly under the tax laws. 

I should Jike to make reference, Mr. Chairman, to the proposed 
increase in the alternative tax on long-term capital gain. 

We feel that this proposal to increase the alternative tax is some- 
thing that should be considered because of the principle and precedent 
involved in the proposal and bec ause of its practical effects of further 
discouraging the normal transfer of property and of further inflating 

real estate prices. 

I should like also to refer to the tax treatment of related corpora- 
tions, where we are not certain how effective the provision would be in 
preventing deliberately contrived corporate split-ups of a business, 
since any corporation could escape it through a planned distribution 
of 6 percent of the voting power. But it would seem to apply to any 
two or more corporations with a specified degree of common control 
through voting membership, even though their respective histories 
and business purposes and activities may demonstrate conclusively 
that they are in no sense tax shams, but are in fact separate entities 
with entirely separate businesses. 
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On these two points, Mr. Chairman, with the permission of the 
committee, I should like to ask Mr. Calhoun to elaborate for us just 
a moment or so briefly, and then we shall have concluded our testi- 
mony, if 1 may have the privilege of filing the remainder of my 
statement. 

The CHarrMan. Yes, sir; you may file your statement. 

(The prepared statement of Mr. Snyder is as follows:) 


STATEMENT OF CALVIN K. SNYDER, SECRETARY OF THE REALTORS’ WASHINGTON 
CoMMITTEE, ON BEHALF OF THE NATIONAL ASSOCIATION OF REAL Estate 
BoaRDS 


Mr Chairman and members of the committee, I am Calvin‘K. Snyder, secretary 
of the Realtors’ Washington Committee of the National Association of Real 
Estate Boards. Our offices are located at 1737 K Street NW., Washington, 
D. C., and 22 West Monroe Street, Chicago, Il. Our membership consists of 
1,101 local real estate boards and 45,100 individuals and firms of realtors. Our 
membershlp is engaged in every phase of the real estate industry. 

We are grateful to you, Mr. Chairman, for this opportunity to appear before 
vour committee. Associated with me in this presentation is Mr. Leonard J. 
Calhoun of the firm of Harter and Calhoun, Washington, D. C. 


APITAL GAINS TAX ON SALES AND EXCHANGES OF OWNER-OCCUPIED HOMES 


With your permission, Mr. Chairman, I should like to devote my comments 
first to section 303 of H. R. 4473, pertaining to the sale or exchange by a taxpayer 
of his home where he reinvests the proceeds in another home and as applied to 
the trade of one home for another home. 

We concur most heartily, Mr. Chairman, with the provisions of section 303 of 
H. R. 4473, because we believe that this section will remove what has been a gross 
inequity in the law for many years. 

Under the present law, if my home is destroyed by fire or flood or some other 
catastrophe, or if it is taken by the government for public purposes, the gain, if 
any, resulting from the insurance indemnity or the condemnation award is not 
recognized, provided I use the proceeds thereof to acquire another home. 

However, if 1 am forced to move from one city to another because of change of 
my employment, as is the case among thousands of defense workers today, I am 
caught in a trap. If my old home has increased in value over the original pur- 
chase price, this increase will be taxed to me as a gain, yet at the same time I am 
required to pay a comparable price for my newly acquired residence. I had a 
home and now all I have is another one which cost all the proceeds from the sale 
of my first home. Neither is worth any more or less than the other. But in 
changing my home, I have incurred a substantial tax liability. The home owner 
does not believe that this is fair or equitable. 

Let me give vou a glaring example of what the present law does. Suppose that 
in 1946 I bought a home in Detroit for $10,000 and my brother bought one in 
Cleveland for $10,000. As a result of the cheapening of the value of the dollar, 
the fair market value of my home in Detroit is now $15,000 and the fair market 
value of my brother’s home in Cleveland is similarly $15,000. I am transferred 
to Cleveland from Detroit and my brother is transferred to Detroit from Cleveland, 
and we decide simply to trade homes. 

‘The law now says that I realize a taxable gain of $5,000 when I take over my 
brother’s house, and he realizes a taxable gain of $5,000 when he takes over m\ 
house. Because we are transferred in our jobs, we are each penalized to the extent 
of the tax on $5,000 worth of increased value which, I submit, is not a real gain 

Let us take another example. I have been emploved by the X corporation in 
Midville, United States of America, for 20 years. Midville is essentially a one- 
industry town. The X corporation at its plant in Midville produces aluminun 
windows. It also has a plant in Centerville, United States of America, where it 
produces various other aluminum products. The National Production Authority) 
prohibits the Midville plant from making any more aluminum windows, and th« 
Centerville plant has received a large order from the Military Establishment for 
the production of vital parts for military aircraft. Because of the National 
Production Authority order it is necessary for the X corporation to close down 
at least temporarily—the Midville plant, but it needs all of its key Midvill 
employees to work on the military contracts at its Centerville plant. I am on 
of the employees transferred to Centerville. 
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Because of the closing down of the plant at Midville, I, along with many other 
emplovees in Midville, am forced to sell my home. But because Midville is 
essentially a one-industry town, and the industry is shutting down, I cannot sell 
my home even for what I paid for it, and I am forced to take a substantial loss 
Yet, when I purchase a comparable home in Centerville, I am compelled to pay 
a higher price. , 

Can I deduct the loss in computing my tax? Uncle Sam says, “No, I will tax 
vou if you have even a theoretical gain, but I will not let you deduct a real loss.”’ 
So at the present time, the Internal Revenue Code bestows upon Uncle Sam a 
heads-I-win-tails-you-lose home-owner hunting license. And we hope the con 
mittee will agree with us that the home-owner should receive the n 
consideration provided under the provisions of section 303. 

We believe that it is extremely important in this period of defense mobi! 
not to have provisions in the laws of the land that discourage or imp: 
of working men and women. We believe that the existing ] 
Internal Revenue Code—in their treatment of gains and losses 
exchanges of homes—do have this effect, because they penalize px 
to move from one place to another in response to the demands of t} 
program. 

The staff of the Joint Committee on Internal Revenue Taxatior 
gross inequity in the present law, and 2 years ago made recommend 
if adopted, would have remedied the situation. At that time the ' 
opposed to any change. We are happy to see that the Treasury 
nizes this inequity. When the Secretary was before the House 
stated, in answer to questions from members of the committee, that 
situation was inequitable and that the Treasury had it under study. 

We believe the inequity should be removed, and removed now, 
crease in the tax rate only serves to make the inequity greater. 

The committee report accompanying H. R. 4473 indicates that ther 
a slight loss to the Treasury from this proposed section. We take issue wi 
conclusion because this proposal would result merely in a tax deferment 
than a tax exemption, due to the broadening of the tax basis. 

Since real property is subject to capital gains tax, we should like to recommend 
further that losses on the sale or exchange of an owner-occupied resid hie] 
for the required holding period was used by the taxpayer as his reside 
nized and allowed as a deduction. We believe that if it is fair to 
tax against real property in the event of gain, it is only fair that 
permitted to take a deduction in event of loss. 

We believe that our recommendations do no more than exten 
policy of sections 112 (b) (1) and 112 (f) of the Internal Revenue Code to sales 
exchanges of homes, and we believe that it is necessary to do this in order (1 
promote free mobility among our working forces, (2) to permit our working met 
and women to meet mobilization requirements without being severely penalized 
therefor, and (3) to treat all home owners fairly under the tax laws. 


PROPOSED INCREASE IN ALTERNATIVE TAX ON LONG-TERM CAPI 


Our members, Mr. Chairman, also oppose the proposal to increase t 
tive tax on long-term capital gains. We are concerned both because 
ciple and precedent involved in the proposal, and because of its practical 
of further discouraging the normal transfer of property and of further i 
real estate prices. 

As implied by its name, a long-term capital gain normally means an economic 
gain which has been built up gradually over an extended period. Suc! hav 
regularly received special treatment for income tax purposes, as there 
sential differences between them and ordinary income such as wages, 
earnings from self-employment, dividends, interest, etc. There are, 
special considerations which must be borne in mind in levying the capit: 
tax. 

The pending bill would subject these long-term capital gains 1 
“defense tax” if the property is sold in the period the tax is in effect 
the appreciation in dollar value occurred principally or wholly ou 
porary period. 

Furthermore, the capital gains tax has been rapidly moving in the direction of 
becoming a transaction tax measured bv the degree the dollar has lost purchasins 
power between the date the property was purchased and the date it was sold. By 
way of illustration, it might be pointed out that a few years back capital gains 
taxes were rarely paid in the sale of a person’s residence. Only when the | 
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was originally purchased at a great bargain or when subsequent community 
development enhanced its value was it likely that it would be sold for more than 
its original cest. In such case the seller could buy a similar home and have a 
substantial sum left over. But with today’s debased dollar it is extremely rare 
for a person to sell his home without paying a very substantial capital gains tax, 
and if he buys a similar house he has no dollars left over from his sale. We do 
not feel that it is equitable to increase the rate of a tax which is already inflated 
in amount and changed in effect by the progressive decline in the buying power 
of our dollar. 

Our recent experiences have made clear that in the real estate field the capital 
gains tax is highly inflationary. Prospective sellers ascertain the amount of 
capital gains tax which must be paid and add this to the purchase price which 
otherwise might satisfy them. This either results in the purchaser paying a price 
fu rther inflated to include the capital gains tax, or in the prospective seller 

1olding onto a property which aol be better utilized by others. 

The tax on long-term capital gains is fundamentally a nonprogressive tax. 
The effective tax presently is and for a long time has been 25 percent of the 
capital gain. In the case of ype with low or moderate incomes, there is an 
alternative of counting one-half of the gain as ordinary income, when doing so 
would give them a small - tax than if the -v paid their regular tax plus their capital 
gains tax. The value to these taxpayers of the option of including half their 
capital gain as ordinary income has varied considerably during the last few years 
as tax rates have increased, decreased, and increased again. 

Whether or not you again reduce the value of the option for paying less than 
the standard 25 percent rate, the question of increasing the standard rate itself is 
a separate matter which you have been faced with on several prior occasions. 
The Congress has always decided to retain this rate, and we see no basis for 
present tly reversing these decisions. 

During the high rates of the war vears it was decided to leave this alternative 
tax at the 25 percent rate, and during the postwar tax breathing spell it was 
jecided to continue at this rate. 

Even under the extreme pressure for the need of revenues during full-fledged 
World War II, vour decision, which we still think sound, was to leave the standard 
capital gains tax at 25 percent. By way of illustration, while normal and surtaxes 
were at a rate of 50 percent in the $14,000 to $16,000 bracket, you deemed it 
wise to reduce inflationary trends by holding to the standard 25 percent rate. It 
is significant that, at least for a married person, the proposed rate under the pend- 
ing bill for the $14,000 to $16,000 bracket is only approximately 37 percent; 
and it is not until such income reaches a level of between $26,000 and $28,000 
that the rate becomes in excess of 50 percent. 

We know of nothing before your committee which would afford any reason to 
reverse your repeated decisions with respect to the appropriate rate of this al- 
ternative tax 


I shall only briefly mention the corporate capital gains tax. The explanation 
in W: Vays and Means C ommittee report for the proposed corpor: ate capital gains 
tax it crease is simply that it “is increased by the 12% percent defense tax to match 


the change made in the rate applied to individuals.’’ I should take this justifica- 
tion to mean that this proposal fails if the proposed capitals gains tax on individuals 
is rejected. The proposed increase is unsound for the same reasons that the 
proposed increase in capital gains tax on individuals is unsound. 
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rPREATMENT OF RELATED CORPORATIONS 











Section 123 of the bill is designed to remove what the Ways and Means Com- 
mittee report describes as ‘‘an unwarranted tax advantage of businesses carried out 
by means of a series of corporations rather than a single corporation,” and thus to 
remove “‘an incentive for the artificial splitting up of corporations.” 

The report points out that under existing law each corporation has a $25,000 
corporate surtax exemption and a $25,000 minimum excess profits tax credit, and 
that these features of the law which afford favorable tax treatment to small 
corporations are available ‘‘to each member of a group or chain of related corpora- 
tions even though the degree of their association is sufficiently great so they are 
Virtually a single business enterprise.’ 

In such situations the seetion would limit corporations constituting the group 
to an aggregate of $25,000 in surtax exemptions and $25,000 in minimum excess 
profits tax credit if their commonly held voting power control is 95 percent or 
more, as computed under this section. For example, if there were four members of 
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such a group, the four as a group would have only one-fourth the exemption and 
minimum credit they would otherwise have. 

It is not certain how effective the provision would be in preventing deliberat: 
contrived corporate split-ups of a business, since any corporation could escape 
through a planned distribution of 6 percent of voting es. But it wou 
seem to apply to any two or more corporations with the specified degree of common 

control through voting stock ownership even though thei ‘ir respect ive histories, 
os iness purposes. and activities may demonstrate conclusively that they are 
sense tax shams but are in fact separate entities with entirely separate busir 

If an individual or a group acquires the stock of a well-established fire insurance 
age ney, it would be difficult to justify drastically changing the tax treatment of 
this corporation merely because this same individual or group also owns the stock 
of a real estate brokerage corporation or of some other kind of corporation. 
Yet, as I read the section, these two corporations would lose half their surtax 
exemption and minimum excess profits credits. If the individual or group also 
—— -d the stock of : a corporation which owned an office building, the result would 
be that the three corporations would thereby lose two-thirds of their combined 
surtax exemptions and two-thirds of their combined excess profits credits. 

You have consistently deplored the favoritism which resu hen o1 


lit 
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receives a more favorable tax treatment than another entity ir 
same position. Yet that is exactly the effect of the proposed cl 
corporation which might legitimately have common-stock hold 
small corporation might find its tax burden twice that of a compet 
identical in character. I cannot think it wise so to ing the id 
such small corporations. 
If I have correctly interpreted and applied this sect 
than plug tax loopholes. It would, to a substantia 
entities and increase the taxes of corporations merely 
were the stockholders of other corporations \ 
effect, deny the very foundation of our laws taxi 
and again taxing stockholders on their divide: 
normal tax treatment to a corporation, not because if 
its stockholders are stockholders of some other e 
even though its bona fide separate entity is demo 
We cannot believe that administrative conve 
corporate split-ups would warrant adoption of a 
ituations such as I have described. Instead, we 
is retained it should be drastically modified Com 
recognized as rebuttable evidenee that the corporat 
shams, but should not be conclusive of this fact 
tion should be limited in scope to situations of sus 
and thus eliminate the uncertainty which might 
of corporations formed before the existence of 
advantages of corporate split-ups. 


The CHarrMan. Mr. Calhoun, we shall be glad 

Mr. Catnoun. Mr. Chairman, I should like to m: 
of verv brief comments on the matter of the long- 
tax. This has always, of course, been the subject Ol 
ment by vour committee, and anyone who claims to 
answers we automatically suspect. 

Nevertheless, I think that it is of primary importance 
or three matters be borne in mind in levying a capital ga 
top, which has regularly been put on what might 
the normal rate, is not put on there primarily out 
tion for the individual concern. It is put on there 
siderable degree in recognition of the fact that 
bring in less revenue than a wise tax, and that t 
quences of capital gains taxes on the normal 
Which have to be verv carefully borne in mind 

The pending bill would subject the long L¢ 
emporary defense tax if the property is sold 
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temporary tax is in effect, even though the appreciation in dollar 
values occurred principally or solely outside of the temporary period. 

I think if we were deliberately contriving to enact a tax which 
would discourage the free sale of real estate because we for some 
reason had a national policy against free transfers, and if we wanted 
to make certain that there was an artificial enhancement in the 
price asked for transfers that did occur, we would probably accomplish 
both of these advantages by an increased capital gains tax. 

Senator Kerr. Would you say both of these advantages or both of 
these objectives? 

Mr. Catuowun. Objectives. I stand corrected. 

I think that that vardstick is true even though our present objective, 
I think, is to facilitate transfers of property, because we want all 
properties used to the best advantage, and we do not want an unneces- 
sary restriction. For example, a three-member family might be 
living in a five-bedroom house at a time when it is to everybody’s 
advantage for the family to ~ ‘hase a smaller house, but the family 
might be directly prevented, taxwise, from making such a change. 

That same thing is true of business facilities which might be better 
transferred to some other company. 

We cannot fail to recognize that in view of the universal inflation- 
and vou have heard various witnesses indicating the degree, not only 
in the case of real property but in the case of all types of property— 
there is such a close eye on the tax ¢ onsequences of transfers today that 
an increase in the capital gain tax cannot help but discourage that. 

Furthermore, the capital gains tax has been steadily moving in 
the direction of a transactions tax measured by the depreciated value 
of the dollar. In normal times, with a reasonably stable currency, for 
example, to return to the example of homes, an individual who sold 
his residence rarely had to pay a capital gains tax. It was only where 
he bought it at a tremendous bargain or where the ¢ ommunity develop- 
ment resulted in a great enhancement in value that a capital gains tax 
would be due. And in those occasions when he sold his house he would 
always be in a position to buy a similar one and have a substantial 
amount of money left over. 

It was truly an economic gain. But in recent vears, this has not 
been an occasional but an almost universal accompaniment of the 
transfer of property. It has been measured more by the depreciation 
of the dollar than by any real economic gain. 

| think both of those are very substantial reasons for not increasing 
the capital gains tax at this time. 

Now to make only one or two comments about the related cor- 
porations provisions, we find that in the Ways and Means Committee 
report, it is stated that section 123 of the bill is designed to remove 
what that committee described as unwarranted tax advantages of 
businesses carried out by a series of corporations rather than a single 
corporation, and thus to remove an incentive for the artificial splitting 
up of corporations. 

[ think that when you examine into the scope of the legislation, 
though, it is rather apparent that it goes far beyond the situation 
described, and applies, as I read it, to situations where I do not think 
there would be any justification in referring to them as loopholes. 

For example, as I read the section, you can have corporations in 
entirely unrelated businesses. An individual, for example, or a group 
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of individuals can own, say, a fire-insurance company—a small fire- 
insurance company. This same group, or this same individual, 
decides he will go into the rather risky business of constructing homes, 
or perhaps acquiring an office building, or some other unrelated 
activity. 

As | read the tax bill, this individual, however unrelated those 
activities are in risk and every other normal yardstick, by the mer 
acquisition of the prescribed degree of control, would cut out half, 
where there were two, or two-thirds where there were three, of the 
excess profits credit to these small corporations. 

I cannot believe that these situations were referred to as loopholes 
but I believe that the bill does apply to them, so as to deprive them of 
excess profits taxes. 

We have done an extremely dangerous thing whenever we substitute 
an inflexible rule for evidence. I think it is quite true that common 
ownership, coupled with some other considerations, may demonstrate 
that a particular situation is a tax sham, but I think by the same token 
that common ownership is at best a rebuttable presumption, a rule of 
evidence, if you please, which could be sealiniaes by other evidence 
that the particular series of corporations are unrelated in so many 
practical ways that they could not be considered tax shams 

For those reasons, we ask your very careful consideration, both as 
to the matter of scope of the proposal and as to the matter of this 
being an inflexible rule of law, whereas we feel that it should be 
more flexible rule of evidence of intent to evade. 

Those are my comments. 

The CHarRMAN. Are there any questions? 

(No response.) 

The Cuairman. Thank you very much, Mr. Calhoun. 

Mr. Snyper. Mr. Chairman, with your permission, | have here 
four editorials in support of section 303 of the House bill, and I also 
have three telegrams from New Orleans, New York, 
support of this testimony. 

With your permission, we should like to offer them for th 

The CHarRMAN. Yes, sir; you may give them to the 

(The documents refe rred. to are as follows: 
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[Editorial from Life magazine, 
A Break FoR THE HOUSEHOLD! 


Nearly 19 million Americans move every vear. 
have had to sell their homes and buy new houses 1 they made 
profit they had to pay a capital gains tax even when ften happened, th 
new house cost as much or more money. Now t! suse Ways and Means 
Committee has recommended that people who sel 
lieved from capital gains taxes if they reinvest in ¢ 
This is an act of simple justice for people on the n 


lany pe ople 


\ 


t a pront will be re- 
e within 12 months 


im 
re fori 


[Editorial from Cedar Rapids Gazette 
Tuis Tax UNFAIR 


A good example of why some citizens become embittered over taxes they 
pay can be found in the capital gains tax applying to the 
home over the original purchase price. 

Of course ihis is meant to catch the speculator. The idea is to put a bridle « 
some of his speculations. But it isn’t fair to the little fellow_wl 
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home for some good reason and go into the market to buy another. That’s why an 
the National Association of Real Estate Boards wants to exempt a home owner sho 
from paying this tax. 

Here's how it works: A resident of town A is transferred to town B. He gets — 
$12,000 for his home in town A which originally cost him $6,000. He has to pay oe 
a capital gains tax on the $6,000 increase in value. But when he gets to Town B — 
he finds that he must pay $12.000 there to buy a home that was built a few years ee 
ago for $6,000. Net result: The resident is out the amount of the capital gains get 
tax [s it any wonder there’s grumbling over a tax of this nature which makes no lose 
provision for exempting the hard-working individual who isn’t trying to speculate 
his way to fortune by taking advantage of an unusual situation? Fortunately, 
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from Washington Post, June 25 


Section 303 of the House tax bill provides that “if property * * * used by 
he taxpayer as his principal residence is sold by him and, within a period begin- 
ig 1 vear prior to the date of such sale and ending 1 year after such date, ‘ 
property * * * is purchased and used by the taxpayer as his principal resi- hel 
lence, gain (if any) from such sale shall be recognized only to the extent that the he 
taxpaver’s selling price of the old residence exceeds the taxpaver’s cost of pur- 
chasing the new residence.”’ This involved language means that a man who sells 
residential property costing him $5,000 for $10,000 will not have to pay taxes on 
the profits from the sale if he buys another $10,000 residence within the set time rea 
its. However, if the new house should cost only $8,000, he would pay taxes on exe 

The S2.000 excess Van. On 
This is a form of tax relief that we heartily endorse. For it would remove im- the 
liments to sales by owners who for reasons of convenience or necessity would the 

to sell their homes and buy new ones. At present they are restrained by the ON 

at part of the proceeds from the sale of old residences is taxed away and bet 

ugh is left to purchase new houses of comparable value. Consequently rec 

houses are offered for sale and more people are living in quarters that do 
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exemption from taxation of the profits from the sale of residences would be it for 
blie interest For it would encourage owners whose homes are remote hol 
their places of business to move to more suitable locations and facilitate did 
f men for work outside their home towns. The resultant, increase 

f the working population would minimize the effect of industrial tor 

vy our mobilization program. We hope that the Senate, inte 

apply a pruning knife to the House bill, will not use it to ti 
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LETTER From a Tax LAwyer. §S : SELLIN¢ 
Houvst 


ries of letters on current tax problems written for Fortune 
of Indianapolis 
‘e have been thousands of others caught in vour same predica- 
consolation to vou. The person today who has to sell his 
ially finds himself in a tax squeeze from which there is 
vour case it is a particular shame since vou have 
, mortgage, and now as a result of the move 
new house in order to pay your income 
houses. And the house that vou wind up 
than the one vou now have. 
were written when most people were feeling indignant 
the loss ineurred on selling their houses, Evervone 


ugh to make a profit, the tax would be the least 
inflation had changed the dollar mark on a 
al profit Was not really profit at all Congres 
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must explore your situation under the laws as they now exist, and not as thev 
should be. ; 

I understand that you bought your house 8 vears ago for $8,500 and now vou 
ean sell it for $17,500, making a net profit before expenses of $9,000. That is a 
nice profit for doing nothing but living in the house for 8 vears al d trimn ing the 
spirea on Decoration Day. The fly in the ointment is that you will have to buy 
another house when vou get to Omaha and will have to pay at least $17,500 to 
get a house probably not quite so good as your present one. You are bound 
lose some on this change of location, for the real-estate men have 
somebody, but apart from that you will still owe the Governme: 
tax on the so-called profit, which is the difference between 
net selling price. 

Your inquiry as to whether you could trade houses with sor 
is becoming such a stock question that I am able to answer it with 
book. As vou suggest, vou would not receive any money if 
find someone in Omaha who would trade vou even for 
but it is not necessary for you to receive money to inc 
to Uncle Sam. Even though vou are on the cash basis for rep 
may realize gain on any exchange regardless of whether cash is 
must find some provision in the statute that mak« 
are not going to pay a tax on it. 

Section 112 (b) (1) of the Internal Revenue Code 
held for productive use or investment is exchanged 
be no recognition of gain or loss. That special 
securities or to property held primarily for sale. 
and you could trade an office building for a farm or any 
without incurring any tax liabilitv, if both the real 
real estate received were held for productive use or investment 
exchange rental property that vou owned in Indianapolis for 
Omaha without paving any tax whatsoever on any theoretic: 
the exchange. But the home owner is the forgotten taxpaver it 
there is no provision in our present income-tax laws that allows 
your residence for another residence without paving a tax 
between the cost of vour present house and the market value 
receive. 

I know what your next proposition will be and that will not 
are thinking already of renting your home in Indianapolis so t! 
for investment and then exchanging that for a house in Omaha 
hold for investment. But where would you live in the meantin 
did find a place to live for a vear while you were renting the ho 
for 6 months and then renting the house you acquired on th 
tor 6 months, would you have been holding either house for iny 
vou have been merely trving to comply with the literal wording 
the statute? Back when taxpayers were trying to convert thei 
use so thev could claim a loss on the sale, the courts were quite r 
more than a temporary business use and I imagine a court 
same way if you tried to utilize a temporary business ust 
fide investment. 

You eould avoid this substantial capital-gai 
rent in Omaha and then rent vour home in Indiana 
that you would break even on the deal even t} 
apolis home for as much as vou would have to 
from the Indianapolis property would be income on whic! 
atax and vou would get no deduction for the rental 
Assuming vou get $1,200 a vear rent from the Indi: 
pay a tax of about 5400 a vear in vour present bracket 
rental in Omaha you would have to chip in $400 each vear 

It would not help any if you could find someone 
Indianapolis who would agree to trade living qu 
if vou could arrange such a deal vou would sti 
rental value of the property vou were occupy 


e leasing vour property in Indianapolis, ar 


right to live in the property in Omaha.  Y« 


a tax on the rental value of the property 
‘paving a tax of around $400 a vear for 
house, Incidentally, a taxpaver in Englan 


f 


value of the house he owns and occupies 
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® Under these circumstances I think you might as well sell your house in Indian- 
apolis and buy another one in Omaha and pay your capital-gains tax in as philo- 
sophical a manner as you can muster. -You should, of course, build up your 
original cost of $8,500 by adding any capital expenditures you have made in the 
meantime. If, for example, you assumed some of the taxes due by the previous 
owner, you are entitled to include that in the purchase price. If you have paid 
any tax assessments for improvements, such as sidewalks, sewers, street improve- 
ments, ete., you are entitled to add those to your original cost. You may not add 
the ordinary real-estate taxes for which you have been claiming deductions as you 
paid them. 

Then you may add the cost of any capital improvements you have made, but 
not the cost of repairs. Capital improvements are those that increase the value 
or prolong the life of your property. Repairs just put the property back where it 
once was. Sometimes the dividing line gets mighty thin but, of your outlays that 
come to mind, you could include the cost of finishing the attic and putting in the 
extra bath, as well as installing a shower in your old bath. You could also include 
storm windows, and the shrubbery you planted (but not your doctor bill for your 
lumbago after you did all that digging). 

You could not inelude in vour total cost any painting or papering, or pointing 
the brickwork, nor the cost of repairing the part of the roof you ruined trying to 
put up the television aerial. If you had put on an entire new roof you could add 
that cost, but the new gutters you put on the old roof is not a capital item. I told 
you the line is thin. 

I almost forgot that you converted to oil and then had to convert back to coal 
during the war. The cost of both conversions can be added, and also the cost of 
waterproofing your basement. Make a list of any other major items you remem- 
ber and we’ll make a guess at them. 

From the selling price you would deduct all expenses of sale, such as commis- 
sions, bringing the abstract up to date, etc., to get your net selling price and the 
total cost. You have the option of paving either the flat 25 percent om that gain, 
or of including half of the gain in your income, whichever results in the lesser tax. 
A married man, such as vou are, with an income of less than $44,000, would elect 
to include half of the capital gain in his ordinary income-tax computations. 

Now comes the crowning blow, which I have decided you might as well receive 
now, rather than wait and get it a few vears from now. You said your company 
has generously agreed to pay your moving expenses to Omaha, which vou felt was 
quite a break since the cost would probably exceed $900. But you will have to 
include as your income whatever the company pays for moving your family to the 
new location. Moving your family is primarily your responsibility and the pay- 
ment of your obligations by vour emplover is income to you. 

You wouldn’t mind including those moving expenses in your income if they were 
deductible, but they are not. Section 24 of the code disallows any deduction for 
personal living expenses and, despite anguished appeals by taxpayers, the courts 
have consistently held that such expenses of moving a familv to a new location 
were primarily personal, even though the move was necessary to keep a job. Such 
a result is certainly not realistic, but anv relief will have to come from Congress, 
unless some courts start legislating for the taxpayer the way they have been for 
the Government these past vears. 

As matters now stand you will be taxable on those family moving expenses your 
company pays, so if it really wants to make you whole it should give you enough 
to pav the tax on those moving expenses, plus enough to pay the tax on what it 
gave vou to pay the tax. Are you still there? Anyway, if you do muster the cour- 
age to suggest this to Mr. Dingle, plesse let me know the hour and place so I can 
be in the vicinitv. 

In the meantime, happy reveries, and now vou know why I preferred not to 
answer vour questions at the dinner party the other night and suggested I would 
write vou a letter instead. You also know why I trv to steer the conversatio! 
away from taxes whenever we do go out, and why, when I fail in those efforts, we 
are so seldom invited back. 

Sincerely yours, 


MERLE H. MILLER. 
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New York, N. Y., July 13, 1961. 
Herspert U. NELSON, 
Executive Vice President, National Association of Real Estate Boards, 
Washington, D. C.: 

Essential points objection capital-gains-tax increase. 

(1) The higher the raise in tax the more it discourages the transaction, cite 
1921-22 results. 

(2) Can increase only so far until it freezes the results. 

(3) Higher rate will postpone any gain. 

(4) Many gains are only paper versus real profits in relation to value of dollar 
at beginning of the transaction. 

(5) So-called present gains thus may actually be losses when completed taxwise. 


LeE THOMPSON SMITH, 


Pre side rl. 


NEW ORLEANS, La. 
HersBert U. NELSON, 
National Association of Real Estate Boards, Washington, D. C.: 

Strongly urge that proposed 124 percent increase tax on capital gains be gi 
no consideration by Congress. We believe that this increase, if adopted, 
result in a decrease in total taxes collected, as it has been our experience 
period of vears that many properties are not sold because of tay 
capital tax itself has resulted in numerous properties being 
* * * Numerous commercial and industrial properties 
would probably result in leases instead of sales which woul 
taxes which might be collected on the present basis which we 
ing point. Any increase would diminish sales 


Cui 
HersBert U. NELson, 
National Association of Real Estate Boards, Washington, D. C. 

In the interest of developing increased production facilities or using capital 
assets to the best advantage, whether for civil or military needs, it is often neces- 
sary that properties be sold to those who can use them to the best advantage. 
When the tax on such a sale is high, it discourages the owner from selling. In 
fact, in many cases owners refuse to sell property that, in the best interests of the 
country, should change hands. This applies not only to industrial and com- 
mercial properties but also to housing. It also applies to properties held under 
group ownership as well as to that individually owned. The higher the capital- 
gains tax, the less profit is left for the owner and the less incentive to sell, expecially 
if the funds must be reinvested. The capital-gains tax even at present levels 
tends to immobilize capital assets of all kinds. 


FrRaANK C, WELLs, 
Pre side nt, Chicago Rea Estate B a 


The CuHarrMan. Thank you. 

Mr. Snyper. We appreciate very much vour permitting us to testify 
at this late hour. 

The CHarrMAN. We were glad to have vou. 

I insert in the record at this time numerous statements submitted 
in lieu of personal appearances. These statements will be properly 
reviewed in connection with an executive consideration of H. R. 4473. 
RESOLUTION OF INDEPENDENT THEATER OWNERS OF ARKA 

ARK. 


Whereas on May 17, 1951, the House Ways and Means Comn 
remove the Federal admissions tax from high school athletie cont 
gatherings where the proceeds benefit nonprofit educational 
religious institutions; 

Whereas such action of the committee effects a 20 percent 
subsidy to the gross receipts of the named groups; 
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Whereas such action constitutes an unjust discrimination against the patrons 
of motion picture theaters and the operators of such theaters; 

Whereas the loss in tax revenue to the United States will be far in excess of 
the estimate of $21 million made by the House Ways and Means Committee; 

Whereas the motion picture industry is today suffering a serious decline in 
admission due principally to economic conditions (the high cost of living and 
taxes) ; 

Whereas many motion picture theaters in smaller towns will be compelled to 
cease business if the proposed favoritism in the administration of Federal admis- 
sion taxes is allowed to become law; 

Whereas it is our belief that in times of national emergency every citizen, 
every business, and every group should bear equally the added tax burden, and 
that no concessions should be made to privileged persons, businesses, or groups; 

Whereas this association, collectively and individually, has established an 
outstanding record of service to the Government, and intends to continue such 
record on a local State and National level by disseminating information to the 
public, aiding in the sale of bonds, sponsoring civil defense programs, and extend- 
ing itself in every particular in progressive cooperation: Therefore, be it 

Resolved, That this association unqualifiedly condemns and denounces the 
unfair and discriminatory provisions of tax free admissions contained in section 
102 of the Revenue Act of 1951; be it further 

Resolved, That this association request the Finance Committee of the United 
States Senate to eliminate such tax free admission privileges; be it further 

Resolved,, That a copy of this resolution be spread upon the minutes of the 
association, and a copy sent to each member of the Senate Finance Committee 
and the chairman of the House Ways and Means Committee. 


Dated July 13, 1951. 


I, Sam B. Kirby, state on oath that I am president of Independent Theater 
Owners of Arkansas; that I have possession and custody of the records of said 
association; that the above and foregoing is a true and correct copy of a resolu- 
tion of the association made and adopted at Little Rock, Ark., on July 13, 1951, 
as appears on the said records of said association. 

Sam B. Kirpy. 

Subscribed and sworn to before me this 13th day of July, 1951. 


PAL) JuLiE Biount, Notary Public. 


My commission expires March 14, 1955. 


Pan-Am SouTHERN Corp., 
New Orleans 6, La., July 10, 1951 
The Honorable Hate T. Boaas, 
The House of Re prese ntatives, Washington 25, dD. o> 

Dear Mr. Boaas: A tax of 2 cents per gallon on Diesel fuel used on the hig! 
ways, which has been approved by the House Ways and Means Committee, is 
objectionable for the reasons stated below: 

1. The cost of administering this tax would probably exceed the total revenu 
Less than 3 percent of all Diesel fuel produced is used on the highways at the 
present time. The tremendous task of bookkeeping and policing that would b: 
involved in determining which Diesel fuel was purchased for highway use ar 
which was not, clearly points to the impracticability of imposing this tax on t! 
American people. 

2. The responsibility for collecting the tax could not feasibly be discharged b) 
the refiner. Certainly there would be no way of knowing the end use of the fur 
when it was shipped. The refiner would face a hopeless task if charged with t! 
responsibility of determining the quantity and collecting the tax on Diesel fur 
that would ultimately be used in Diesel equipment on public highwavs. 

3. The proposed tax on Diesel fuel is highly discriminatory. It singles out 
particular product to carry a tax burden without regard to the undesirable ai 
uneconomical consequences of such action. 


\s you know Pan-Am Southern Corp. is engaged in extensive distribution ot 
petroleum products in the State of Louisiana, and I respectfully solicit your caref 


consideration of the of 


yjectionable features of this proposed tax measure, and hoy 


that vou will find, or have already found, that you can unquestionably lend yo 


active support to defeat thi 


s impractical, uneconomical, and discriminatory 
proposa 


Yours very trul 
Roy J. Diwoky. 
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YARDARM, CHILMARK, Mass 


Hon. Henry Casor Lopaer, Jr., 
Washington, D. 


Dear Sir: As one of your constituents and loval 
your attention the enclosed statement prepared by 
America, Inc., of which [I am a member, pointing ou 
tax bill, as applied to book authors. I understand 
the House, and is now under consideration by the Senate 

As a professional author, deriving practically my, i 
roy alties, it is a matter of deep concern to me that such roval 
with salaries for purposes of tax withholding, rather 
income-producing real property. 

I am confident that after glancing over 
that this plea is valid. 

Very truly yours, 


STATEMENT BY MystrerY WRiTERS oF America, INc., New Yort 
ProrposED WITHHOLDING Tax ON BooK Roya tri! 


Section 201 of H. R. 4473 as passed by the House adds a new 
Internal Revenue Code. Section 1221 of this chapter provides for 
of a 20 percent tax on ° rovaltie 3?” paid after December 31, 1951 
of “royalties”? in seetion 1220 (b) includes royalties paid 
author. Under these sections, as is true under the entire 
withholding of dividends, interest, and rovalties, tax will be with] 
of the entire amount of the royalties without any allowance for 
tions. This is clear from the provisions of the sections themse : 
the statement on page 17 of the re port of the Committee on Ways and 
This statement, pointing out the inequities of the above provisions as a 
to authors’ royalties, is made at the behest of the Board of Directors of Mvyster 
Writers of America, Inc., an organization of nearly 300 author 
writers as well as the top names in their specialized field. The on 
founded in New York in 1945 and now comprises branches 
southern California, and northern California. The inequities t 
however, apply equally to the thousands of American writers i! 
ours—the authors of the 11,022 book titles published in the Un 
Mystery Writers of America, Inc., believes that the withholdit 
roy alties shouk 1 be only alter the allowance of personal exemptio 
of tax as applied to book royalties should be on the same basis a 
of tax on salaries, rather than in accordance with the withholding 
applied to interest, dividends, and royalties from income-pro¢ 
such as oil wells. The present proposed provisions will impose 
on many writers. 
DEFINITION OF BOOK ROYALTII 


It may be pertinent at this point to explain briefly how book 
by a publisher to an author. They represent a percentage of 
In the case of so-called trade editions—the hard-cover books 
usually 10 percent of retail price on the firsS few thousand copi 
upward to 12's and 15 percent when sales pass 5,000 and 7,500 copii 
of “reprint editions’’—paper-bound books usually sold at 
publisher pays the original trade publisher a royalty of 
first 150,000 copies, and 1'4 cents per copy thereafter 
pays the author one-half of the reprint royalties. 
rendered by publisher to author at 6-month intervals, 
3 to 5 months thereafter. Thus an author frequently has 
collect his earnings. 

On the other hand, most publishers pay to the aut] 
In the case of a new writer this may be $500, half on 
half on publication. For an established writer the am 
even more—with the same interval between delivery of 
tion, The “advance” therefore, is an advance only fron 
view; in that it rao arp payment out of anticipate 
author’s point of view, it is payment for work already do! 
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OBJECTIONS TO THE PRESENT PROVISIONS OF H. R, 4473 


The board of directors of Mystery Writers of America, Inc., wish to make 
it clear that they are in no way opposed to the principle of a withholding tax on 
royalties as such. We do object to a proposed tax on royalties in which no 
allowance is made for personal exemptions and which would, in many cases, cause 
the tax on the author to be overwithheld. 

Although we realize that any overwithheld tax will be ultimately refunded, we 
feel strongtly that the proposed delay which will deny the royalty earner the use 
of money which is rightfully his will work great hardship on many new writers 
and on slow-writing or slow-selling authors whose income is already close to the 
subsistence level. Many young writers have no income éxcept the royalties on 
their written work, and their income is low enough so that a 20-percent tax on 
their total income, even though it is in part returnable, will work a real hardship 
upon them. We are certain that the framers of this bill have no desire to cause 
undue suffering to low-income writers by imposing on them a tax at a higher 
effective rate than that imposed on persons receiving commensurate salaries for 
personal service. 

We feel that book royalties should be classed with salaries for purposes of tax 
withholding, rather than with dividends, interest, or royalties from real properties. 
Whereas dividends, interest, and royalties from real property represent a return 
on invested capital, book royalties represent exclusively earned income, a return 
from work performed and skills exercised. The investor of capital may be assumed 
to possess Other income; the writer of books too frequently has none but the prod- 
uct of his own skills. 

We feel that the tax should therefore be levied on writers on the same basis 
basis as it is levied on persons paid asalary for personal services, and that it should 
operate in the same manner as does the withholding tax on salaries. We do not 
think the administrative problems of withholding tax on royalties after the allow- 
ance of personal exemptions would be any greater than they are in the case of tax 
withheld on salaries. Most writers have only one publisher. In the few cases in 
which an author may be drawing royalties from more than one publisher simul- 
taneously, the administrative problems are no more serious than in the case of an 
employee drawing salary from more than one employer, or of an actor who during 
the same year earns pay from such varied sources as the stage, radio, television, 
motion pictures, and a night club. His tax is withheld by each of his various 
employers, each of whom sends him statements reporting the amount of tax 
withheld. The same method could be used with the author. 


SUGGESTED REMEDY 


We therefore, respectfully propose that section 201 of H. R. 4473 should bi 
amended so as to provide that income tax should be withheld on royalties paid by 
a publisher to an author only after the allowance of personal exemptions. 


OFFICE OF THE Mayor, 
Phoenix, Ariz., February 17, 1951 
Senator Cart HaypEN, 
Senate Office Building, Washington, D. C. 


Dear Senator Haypen: It has come to my attention that in the President's 
tax message early this month he suggested that Congress ‘‘plug loopholes’ and 
referred to the removal of the present and constitutional exemption of municipal 
bonds as one possibility. Later the Secretary of the Treasury appeared before 
the House Ways and Means Committee to outline the administration’s progran 
and advocated the removal of the exemption privilege upon some reasonable 
basis in the taxation of future issues of local and State securities. 

This matter has been before Congress a number of times. I believe that 
would be most unwise to institute this because it would not place the burde: 
upon the wealthy bond holder but upon the borrowing city or State government 
Studies made indicated that if the Federal tax were applied to cities they could 
expect an increase of about 1 percent in interest rates. As you know we do not 
receive very much by way of lieu taxes from any Government agencies operati 
within our areas and we render some service to them. It would seem no mor 
than proper that we continue to have this slight exemption in the issue of o 
municipal bonds, many of which are most important to this city in its problen 
brought about by the rapid growth in population of the Southwest. 
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I felt that it would be well to bring this matter to your attention so that you 
would know the feeling of Phoenix in the event you have the matter before your 
body. 

Cordially yours, 
NicHo.tas Upauu, Mayor. 


DoMINION MINERALS, INC., 
Piney Rive r, Va., June 23, 1951. 
Senator Wiiuis RoBeEertson, 
Washington, D. C. 


Dear SENATOR RopeErtson: I trust you will pardon a letter from one of your 
constituents, however, this is written with the hope that you can assist in two 
ways. 

1. We have been mining the rock product aplite (not a trade name, but the 
geological name of a rock) here for the past 13 years. This material is shipped 
to manufacturers of glass located in Maryland, Pennsylvania, New Jersey, West 
Virginia, Arkansas, Louisiana, Kansas, Ohio, Indiana, etc. ‘There are two com- 
yanies operating in this area and the tonnage produced and shipped is substantial. 
Ve hope you can include this material as one of the natural resources in Virginia 
that will appear in the new revenue bill and subject to depletion charges. Feldspar 
is included in the list but aplite is not and we would like for aplite to be included. 
Aplite is used in the same manner and for the same purpose in the manufacture 
of glass. 

2. Controls. My ideas are: Controls do not control. One control or perhaps 
several controls are piled one up on the other and to control controls is like trying 
to make water run up hill on the basis of defying gravity. Gravity is a natural law 
that cannot be changed nor can it be controlled any more than trying to cause 
darkness by attempting to eliminate the sun. Here in our blessed country we 
should follow the natural and inexorable law of supply and demand. Our American 
way of life is based on this. Every time a control is started it is another step 
toward all-out regimentation and then socialism and then a dictatorship. The 
latter thrives on want, poverty, disease, hunger, ete. Just precisely what England 
is passing through and what Russia has been experiencing for a number of years 
Stop controls or accept regimentation and communism. Any form of socialism is 


a fundamental error. Its purpose may be one thing but its accomplishments 
mean scarcity, error, negation, etc. In other words it is based on scarcity, fear, 
want, hunger, disease, etc. 
I ask for your support and extend to you warm personal regards. 
Sincerely yours, 


V. V. KELSEY. 


STATEMENT OF FRED O. WiLson, ATTORNEY GENERAL OF THE STATE OF ARIZONA 
SUPPORTING OBJECTION OF STATE TO PROPOSED TAXATION OF INCOME FROM 
STATE AND LOCAL SECURITIES 


The over-all opinions which we hold regarding the proposed taxation of State 
and municipal securities are in accord with those which have been and are now 
being asserted by the Conference on State Defense. We subscribe to the lucid 
and exhaustive presentation of the views of the minority of the Special Committee 
on Taxation of Governmental Securities and Salaries created by Senate Resolu- 
tion 303, Seventy-fifth Congress, submitted by the Honorable Warren R. Austin, 
September 18, 1940. The case for tax-exempt governmental bonds as detailed in 
the minority report seems to us unanswerable from whatever angle viewed. The 
evils to result from the proposal, bearing most strongly against State and local 
government and State and local taxpayers, cannot but far overshadow any alleged 
benefits in the form of increased Federal revenues. We will in the course of 
statement point out the peculiar importance of the proposal te Arizona. 

It must first be said that the proposal to tax the income from State and m 
bonds is in direct violation of the fundamental constitutional precept re 
by the United States Supreme Court in 1895 in Pollock v. Farmers Loar 
Co. (157 U.S. 429, 15 8S. Ct. 673, 39 L. Ed. 759), and adhered to without departure 
to this day, to-wit: The Federal Government completely lacks the constitutional 
power to tax the income from State and municipal bonds. 

Unanimous State and municipal objection has demonstrated again and again 
that the proposal is economically unsound, that it is based upon a theory of tax 
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avoidance which is contrary to established facts, that the tax return to the Federal 
Government would be comparatively insignificant, while being most costly to the 
States and their political subdivisions, and that it would threaten the fiscal integrity 
of local government. 

That the enactment of a statute taxing income from State and municipal securi- 

ties would inevitably result in an increase in current State and municipal interest 
rates ranging from three-quarters of 1 percent to 1 percent is recognized by every- 
one. This cost must necessarily be passed on to the State and local taxpayer 
argely in the form of increased taxes on real estate and other property. The 
burden would be borne by homeowners, farmers, and rent payers. In a new and 
growing State such as Arizona the burden of such increased taxation would prove 
particularly detrimental. 

Indeed, no sound fiscal argument for imposing the proposed tax exists, nor does 
it find support in economic and social considerations. The fallacy in each of the 
arguments presented in this regard by proponents of the proposal has been con- 
clusively demonstrated’ by the figures pointed out in the Austin minority report 
and by the Conference on State Defense. 

How does the proposal affect Arizona in particular? Emphasis cannot be 
placed too strongly on the fact that tax-exempt State and municipal securities 
re an absolute must for Arizona. For this State is now undergoing an unpar- 
i a and expansion in every phase of its economic and social life. 
Whereas other areas of the Nation have long been built up and the emphasis 
there is ‘cent on consolidation and betterment, Arizona is now experiencing 
in major proportions State-wide growing pains heralding an era of limitless ex- 
pansion and opportunity. The benefits to accrue to the Nation as a whole as a 
result of Arizona’s potentially brilliant future defy estimation. 

The continuation of the transformation of this State ms pends upon its ability 
of its political subdivisions and municipalities to meet the ever-increasing demands 
of its rapidly expanding population for essential pub lic services, as for example, 

he construction and expansion of schools, sources of power, and of water, gas, 
and electric systems. The success of these endeavors and projects turns upon 
their financing threugh the borrowing of the necessary funds at rates that the 
State and its mut ieipalities can pay. Even now, because of its unique situation, 
\rizona is obliged to pay a higher rate of interest for the funds it borrows, and the 
nereased burden neces sarily resulting from the imposition of the proposed tax 
the interest of State and municipal securities would be unbearable. Take 
tax-exempt feature from the securities issued by this State and its 
i and vou take away their marketability. Take away the market- 
ecu ~~ s and vou take away our ability to move forward. While 
f the proposed tax would seriously crip} le other States and munici- 

could we all strike a death blow to Arizona’s future. 
can blind his eyes to the fact that Arizona is now playing and will 
ie to play a greater and greater part in the defense of our country during 
he present pe riod of national crisis. Day by day there is a growing influx of 
population within the borders of Arizona, military and civilian alike. There is a 
proportionate increase within the State in the number and size of projects of 
eat importance to both the State and the Nation. Do not divest us of the 
by which we may continue to do the job which we must and want to do, 

our right and our duty. 
» foregoing expresses in but a brief and summary manner the main reasons 
firm stand taken by the State of Arizona in opposition to the present 
proposal of the Treasury Department. 


STATEMENT OF J. M. Home, Executive SecrRETARY, INDEPENDENT THEATER 
OwNERS OF WASHINGTON, NORTHERN IDAHO AND ALASKA, SEATTLE, WaASH., 
Re Feperat ApMISSION TAXES 


The theater owners of the State of W ashington, northern Idaho and Alaska 
protest the action of the Hon ise Ways and Means Committee eliminating the 
Feder al admission tax on school athletic contests, opel ra companies, community 

pported symphony orchestras and nonprofit civic organizations, and especially 
nonprofit or community center movie theaters. 

All of these entertainments are done for the purpose of securing funds and now 


with the increasing of personal taxes, withholding taxes and others, the tax should 


apply to everyone paving admission to any place. 


The theaters also protest the ruling of Charles J. Valaer, Deputy Commissioner 


United States Treasury Department, Washington 25, D. C., in a letter 1 
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Mr. Sam B. Kirby, president of the independent Theater Owners of Arkansas, 
1717 Wright Avenue, Little Rock, Ark. Valaer’s letter to Mr. Kirby deals with 
driven-in theaters. 

In the second paragraph the letter treats a drive-in theater who advertised 
“all you can pile in a vehicle—car, bus, truck, wagon, ete.—for 25cents.”’ Also in 
the last few paragraphs the Deputy Commissioner gives his reasons for the Bureau's 
position with an example of a $1 admission being charged for a car regardless of thi 
number of patrons admitted in the car. 

Under the Federal Revenue admission tax, if this practice in drive-in theat« 
is allowed by the Revenue Department and becomes universal over the 


theaters 

I United 
States, it will not only be discrimination but will have a decidedly bad affect on 
exhibitors who have many thousands of dollars invested in regular theaters wher« 
they are supposed to tax every person who attends the show. 

Drive-in theaters should not be allowed to admit any number of people in a 
vehicle with only the payment of one admission and one tax collected. As ai 
example and to show the vast amount of money the Government is losing on this 
kind of aruling. I have been informed that the average is about four persons per 
ear. In a 400-car drive-in at $1 per car that would be $400, of which $0.20 of each 
dollar would be the Federal admission tax. Under that arrangement the Govern- 
ment would be losing the tax on 1,200 patrons. In the course of 1 vear the Gov- 
ernment would be losing several millions of dollars besides being highly unfair to 
the exhibitors who go out of their way to collect the admission tax on each patro! 
according to the law, We quote the last three paragraphs of Mr. Valaer’s letter, 
which explains the ruling. 

“While admission charges are admittedly levied on an individual basis in th 
normal mode of the business operation, there is nothing in the imposing statut 
which forecloses the right of an establishment to levy a group admission charge. 
The tax under section 1700 (a) of the code is imposed ‘on the amount paid for 
admission to any place.’ Each person admitted free or at a reduced rate, how- 
ever, at a time when and under circumstances under which an admission charg: 
is made to other persons is liable for tax in an amount equivalent to the tax on thi 
amount paid by such other persons for the same or s | F 


Inuar accommodations 


“Since each car at a drive-in theater is provided with substantially the same o1 
similar accommodations whether there be one or several passengers, thi 


admission charge would appear to be more equitable than a per } 


per cat 
person charge 
The seating accommodations are proy ided by the owner of the automobile The 
drive-in theater furnishes no more in the way of accommodations to automobiles 
with five passengers than it does to an automobile and its driver. Since all cars 
receive the ‘same or similar accommodations’ 
respect to each car admitted. 

“With respect to drive-in theaters, therefore, the Bureau’s position is that where 
a set amount, such as $1, is charged for every car admitted, regardless of the num- 
ber of persons therein, the set price made for the admission of 
lished price of admission to the theatre. Under such circu the admission 
of a group of persons in a car constitutes one admission regardless of the number of 
persons in the group, and the tax is based on the establish: ric admission for 
the car.”’ 

Congress should do something about this condition of affair f the Federal 
Revenue Act needs an amendment, then the amendment shoul 


. the admissions tax is 


* car is the estab- 


Every 
person whether he attends a regular brick and mortar theater or a drive-in should 
be compelled to pay the tax. What can be done about this, and may we have your 
support? 


ee 


Masonic GRAND LopcE CHARITIES O} 
C'ranstor 
CHAIRMAN, SENATE FINANCE COMMITTEE, 
Senate O fice Building Washinalon D. ¢ 


HoNoRABLE Sir: The board of managers of the Masonic Grand Lodge 
of Rhode Island has noted that the 1951 emergency tax bill as now draft 
House Ways and Means Committee of the Congress i & provisi 
would require withholding at the source of 20 percent of the gross amount 
interest and dividend payments. We respectfully call your attention to the fact 
that the enactment of any such provision in the Federal tax law, without providing 
for exemption in the case of tax-exempt charitable institutions and funds would 


unquestionably result in substantial hardships in many cases to their benefici- 


aries, which include the sick, the incurables, the crippled, the aged, and the father- 
less children or orphans, 
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It is realized that under the proposed provision the amounts so withheld would 
be credited against any income taxes due, and anv excess amount withheld would 
be refunded by the Government after the close of the year. However, the effect 
upon the charitable institution or fund which as such is exempt from income tax, 
and which depends upon income from invested funds to cover part or all of its 
charitable activities or disbursements, is to deprive it of one-fifth of such income 
for a substantial period of time, possibly a year or more, and put it to the trouble 
and expense of filing yearly claims with the Federal Government for refund of 
withheld amounts. 

In the case of a charitable institution or fund which requires all of its income to 
carry the charitable obligations it has assumed or to take care of present bene- 
ficiaries—and most do—to deprive it of one-fifth of its income on invested funds for 
a substantial period of time can have tragic consequences. It would mean that 
some of its charitable activities would have to be eliminated or curtailed, and some 
of its beneficiaries would have to be deprived of needed care or assistance. 

The Masonic Grand Lodge Charities of Rhode Island, like many other charitable 
institutions, has substantia] invested funds, received as bequests and gifts under 
the terms of which the principal must be retained and the income used for desig- 
nated charitable purposes. These funds are invested in United States Govern- 
ment bonds, some other bonds, and high-grade preferred and common stocks, and 
out of the interest and dividend income therefrom many sick, incurables, crippled, 
and needy persons who would otherwise of necessity be on public welfare rolls or 
in State-supported institutions are given care, support, and assistance. 

On behalf of the many thousands of persons in Rhode Island who have made this 
and other of its charitable institutions possible, and in behalf of all the beneficiaries 
of the same, we solicit vour utmost efforts to prevent the enactment into the Fed- 
eral tax law of any provision for the withholding at the source of any portion of 
interest and dividend payments unless provision contains proper exemptions 
from any such withholding in respect to any such payments due tax-exempt 
charitable institutions and funds. We do not believe that vou or the other Mem- 
bers of the Congress would desire to assume responsibility for the effect upon 
beneficiaries of charitable institutions if withholding became law without such 
exemptions. 

We also believe that there are many other types of cases where the withholding of 
portions of interest and dividend payments will cause substantial hardship, 
among which are older people who do not have sufficient income to be subject to 
tax and vet depend upon regular small income from interest and or aividends to 
cover their current living expenses. How are thev expected to exist while waiting 
for refunds of amounts withheld? The result would in some cases be increased 
case loads for public-welfare agencies. 

Because of these and other reasons, it would appear that the Congress should 
give careful consideration to all the unfavorable consequences before approving 
any such withholding provision. 

Respectfully yours, 
Masonic GraNpb Loner CHARITIES OF RHODE ISLAND, 
Aupert P. Ruerat, President. 


STATEMENT oF J. L. Bay.uess, Jr., PRESIDENT, JEFFERSON ISLAND Sat Co., 
LOUISVILLE, Ky. 


The total salt production in the United States for the peak war year of 1944, 
according to the United States Department of Interior, Bureau of Mines, was 
15,717,171 short tons. The average yearly production of salt from 1944 to and 
including 1949 was 15,714,831 short tons, or within 2,340 short tons of the country’s 
requirements during the last war. 

Recent Government and industry estimates! point out that 10,000 tong of 
chlorine per day will be required by war industries by the end of 1951. In view 
of this the Government has issued certificates of necessity for 3,121 tons of chlorine 
per day additional capacity and 319 more tons per day are under study. This 
additional chlorine capacity will require over 6,000 additional tons of salt per day, 
or an increased yearly capacity of over 2,000,000 tons of salt. 

Synthetie-rubber plants, military installations, and expanding industry wil! 
also require more salt, which will substantially increase the 2,000,000-ton chlorine 
requirements. 


As reported in Chemieal Industries, week of April 7, 1951. 
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In recent years there has been a negligible amount of capacity added to existing 
salt plants, because the returns on this low-price commodity have not justified 
the large investment required to produce additional salt. In order to alleviate the 
forthcoming shortage, it is essential that the salt producers be given stimulus for 
expansion and modernization of existing facilities and incentive to invest in ad- 
ditional productive capacity. 

The most feasible way of providing this incentive is for the Federal Government 
to allow a percentage depletion on salt, comparable to the depletion allowed on 
similar minerals such as coal, oil, sulphur, phosphate, ete. 

Based on statistics released by the Bureau of Mines in its 1949 Minerals Year- 
book the total value of naked salt produced in 1949 amounted to $54,048,226. 
Assuming a 50-percent cost of extraction, treatment, etc., for the industry, and a 
15-percent percentage-depletion allowance, disregarding possible interim excess- 
profits taxes, the cost to the Federal Government of this depletion allowance would 
be only about 1% million dollars per year. This is an insignificant figure when 
compared with the benefits to be derived from expanding the salt industry com- 
mensurate with the increased needs for salt during the present emergency. 

It is therefore recommended that Congress provide for a 15-percent percentage- 
depletion allowance on salt by including the word “‘salt”’ in seetion 114 (b) (4) of 
the Internal Revenue Code of 1950, between the words “rock asphalt” and 
‘phosphate rock’’, 


JUNE 26, 1951. 
Hon. Homer FErRGusonN, 
United States Senate, Washington, D,. C. 

Dear SENATOR FERGUSON: Reading our recent newspaper, I noticed that the 
new tax bill had passed the House and was now in the Senate. This prompted 
me to wire you yesterday, and your reply was received this morning suggesting 
that I address my opinion of the matter to the Senate Finance Committee, who 
will be holding hearings on the bill during the next few weeks. I appreciate the 
opportunity of explaining to you what a great harm is being done to small busi- 
ness by continually increasing the tax burden on industries that are not in a 
position to absorb same as are larger industries in the same line. 

With respect to the above and to our own position in the paper industry, there 
are what are known as self-contained or marginal mills, producing their own 
pulp, having their own paper mills and, lastly, their own converting mills pro- 
ducing the final product. Then there are the nonintegrated mills, buying al! or 
part of their pulp from outside sources, of which we are one of many in the United 
States. The larger self-contained mills, if they are operated separately, can 
show a profit in the pulp division at the high prices of same today; their paper 
mill can show a profit with reasonable pulp costs for their own use; and, likewise, 
the converting plant can also operate profitably. We, as a small concern that 
only converts pulp into paper, have accordingly only one source of profit from 
which we must absorb these increased taxes together with the increased costs of 
manufacture. 

We are sorry that we are in that predicament, but it requires capital and with 
the small amount of earnings a plant has left today to pay on bonded indebted- 
ness, there is not much chance of obtaining recognition on loans for expansion, 
It is quite a long story. We are one of the concerns that have not shown any 
earnings so far this year, and the continual increasing of taxes is bound to be very 
serious. Another recent imposition passed on to us involves our obligation to 
pay the freight on our raw materials coming in, and we must also pay on our 
finished product going out. 

I think the various reports required by the Government should be made use of 
and be the means of investigating these increases as to whether they are a burden 
to certain industries more than others, as I am sure the Government is dependent 
greatly on all industries for their income. I do not wish to criticise what the 
lawmakers are doing, but I am sure that you appreciate that there is quite a dif- 
ference in the advantages that some industries have over others, and that this 
should be taken into consideration so as not to allow the burden that falls on the 
concerns able to absorb it, to also fall in the same proportion on the smaller con- 
cerns who cannot stand the additional costs and remain in business. The danger 
ies in the fact that, even though the smaller concerns are allowed increased 
prices to absorb all the increased costs, such increases will price us out of busi- 
ness as there can be no securing of higher prices than our competitors. 

I sincerely trust you will give this matter careful consideration before the bill 
appears for Senate approval. I note in the June 19 Legislative Daily on 
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Government Affairs that Senate Majority Leader McFarland said the Senate 
Democrats will meet to decide whether to take a summer recess before acting on 
a tax bill. I trust careful attention will be given the matter before making any 
decision. 

It certainly would be a wonderful gesture on the part of our representatives if 
they would in some way cut expenses that would allow cur Government to be 
operated under a certain budget rather than the continual increasing of taxes to 
take care of increased Government expenditure. I hope that you are in favor of 
such a program and will support it. 

Thank you for your prompt reply to my telegram. I shall be awaiting further 
developments with interest. 

Yours truly 
THeo. W. Dunn, 
President. Dunn Pape r Co. 


NATIONAL ASSOCIATION OF Fan MANUFACTURERS, INC., 
Detroit 26, Mich., August 1, 1951. 


MEMORANDUM 


9 


Re: Proposed clarifying amendment to section 484 (p. 188), H. R. 4473, Revenue 
Act of 1951. 
WALTER F. GEORGE, 
Chairman Committee on Finance, 
United States Senate, Washington, D. C. 
Section 484, H. R. 4473, page 138, amends section 3406 (a) (3) of the Internal 
Revenue Code by the addition of certain items including electric belt-driven fans 
of the household type. The reason for such addition is covered on page 46, 
House Report No. 586, to accompany H. R. 4473, as follows: 
‘The items added to the base of this tax by vour committee are directly or in- 
directly competitive with many items now in the base of the tax. An example of 
direct competition exists in the case of the direct motor-driven fans subject to tax 
under present law and belt-driven fans which are presently free of tax.” 
The intent of the House is clear from the foregoing that a tax shall apply equally 
mn electric belt-driven fans and on electric direct motor-driven fans of the house- 
old type. 
The problem does not involve the intent of the House or the tax. Rather it 
the final wording of section 3406 (a) (3) as amended by section 484, 
73 and the interpretation placed thereon by the Treasury Department 
t is best illustrated as follows: 
belt-driven fans of the household type”? (amendment, sec. 484, 
The wording clearly defines the type of fan subject to tax 

ric direct motor-driven fans’’ (present law, sec. 3406 (a 3)). 

road and no limitations are placed on the type of fan to be taxed 

Lacking specifie limitations the Treasury Department in the administartion of 
the present section 3406 (a) (3) has ruled that the tax applies on electric direct 
motor-driven fans for all purposes, for example, in homes, in institutions, in power 
plants, on farms, for all industrial plant applications and for shipboard use.  (Se¢ 
sec. 316.110, Regulations 46 of the Treasury Department. 

\ tax on an industrial fan is unfair and discriminating on the grounds that 

mgress has not placed a tax on similar industrial machinery units. Either the 
tax should apply on all such industrial machinery or no tax should apply on any 
such item 

\ccordingly there is a conflict in the intent of the House, as expressed in House 
Report No. 586 to accompany H. R. 4473, and in administration of the present 
law by the Treasury Department regarding electric direct motor-driven fans. 

To resolve the conflict and to follow the intent of the House a proposed amend- 
ment which accurately describes the types of fans subject to tax is offered below 
These types are recognized as basic types in the industry and are illustrated i1 
Bulletin No. 108 enclosed herewith. The proposed amendment to the present 
bill, which retains all present amendments to section 3406 (a) (3) as found now in 
H. R. 4473 is as follows: 
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PROPOSED AMBNDMENT H. R. 4473 


On page 138, line 25, strike out all words after the word ‘“‘amended”’ and insert 
the following: ‘‘to read as follows: 

* (3) Evecrric, Gas, AND Ort ApPLIANCES.—Electriec direct motor-driven fans 
of the ceiling, wall bracket, desk, pedestal, and air circulator types and those 
types of propeller fans for household use only, commonly called kitchen, window, 
and attic fans, both direct motor-driven and belt drive; electric, gas or oil wate 
heaters; electric flat irons; electric air heaters (not including furnaces); electric 
immersion heaters; electric blankets, sheets and spreads; electric, gas or oil 
appliances of the type used for cooking, warming, or keeping warm food or bever- 
ages for consumption on the premises; electric mixers, whippers, and juicers; and 
the following applicances of the household type: electric or gas clothes driers; 
electric door chimes; electric dehumidifiers; electric dishwashers; electric floor 
polishers and waxers; electric food choppers and grinders; electric hedge trimmers 
electric ice cream freezers; electric mangles; electric motion or still picture pro- 
jectors; electric pants pressers; electric shavers; and power lawn mowers; LO per 
centum.’ ”’ 

To provide for an orderly administration of the act as related to fans, it i 
respectfully requested that-the proposed amendment offered above be adopted. 
Such adoption will clarify the types of fans subject to tax and will eliminate the 
unfair and discriminatory application of the tax on an industrial product as now 
applied. 

L. O. Monror, Secretary. 
Exuibir A 


(By National Association of Fan Manufacturers, Detroit, Mich. 
NAFM STANDARDS FOR CLASSIFYING AIR Movina EQuIPMEN' 


Classification of products, clearly defined, is desirable to an industry and to 
the public. It is helpful in understanding the terms and names used in an industry, 
and illustrates the distinctions between similar or closely related products, 
To assist the public in the use of terminology and the general functions of various 
types of fans, NAFM has compiled this information. 
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NATIONAL COUNCIL OF FARMER COOPERATIVES, 
Washington 6, D. C., June 25, 1951. 


OBJECTIONS TO SENATOR WILLIAMS’ Co-op Tax Briiu! 


S. 892, entitled ‘‘A bill to amend the Internal Revenue Code so as to provide 
special income-tax treatment for cooperative corporations,’’ was introduced in the 
Senate by Senator John J. Williams, of Delaware, on February 19, 1951. In 
introducing the bill, Senator Williams stated that its ‘purpose is to repeal certain 
inequities in the income-tax laws as related to cooperative organizations.” <Ac- 
cording to Senator Williams, 8. 892 is the same proposal which he presented to the 
United States Senate on August 25, 1950, and which was later withdrawn. In 
introducing the measure again this year, the Senator stated that it was his intention 
to reintroduce the bill as an amendment to the first revenue-producing measure 
which comes to the Senate from the House. 

In view of the prospect for early consideration of tax legislation in the Senate 
it seems appropriate at this time to take a look at Senator Williams’ bill to deter- 
mine just what changes it would bring about in the taxation of farmer cooperatives 
and what are the basic objections of farmers and farmer cooperatives to the 
measure. 

Before taking up the specific provisions of the Williams bill we would like to 
point out that the over-all effect of passage of this proposal would be to weaken 
the family farm in America by denying to it the opportunity of efficient-sized pur- 
chasing and marketing operations which are available to large farm units. Thus 
the enactment of this legislation would ‘‘tip the scales’? away from the family farm 
which has been, and is, the backbone of our agricultural economy. 

I. The bill in section (b) ‘Imposition of Income Tax and Computation of In- 
come”? would amend chapter 1 of the Internal Revenue Code by inserting after 
section 421 a new Supplement V subjecting cooperatives to discriminatory and 
punitive rules and regulations in the computation of their Federal corporation 
income taxes to which no other types of business are subject. 

\. Cooperatives would be penalized for operating on a cooperative or nonprofit 
basis. 

Farmer cooperatives that are now nonexempt (taxable) under existing law are 
subject to the provisions of the Internal Revenue Code which apply to corpora- 
tions generally. Under Senator Williams’ bill, there would be no exempt coopera- 
atives, and he would make farmer cooperatives and other “cooperative corpora- 
tions’”’ amenable to the special provisions contained in the new supplement V as a 
special class of corporations in addition to the provisions of the Internal Revenue 
Code applicable generally to taxable corporations. 

B. Under the new supplement a cooperative could not exclude patronage 
refunds paid or payable to its patrons in computing the cooperative’s net 
income for Federal tax purposes, unless during the taxable year 

1. The cooperative dealt exclusively with members (a cooperative apparently 
would not be able to market products or procure farm supplies for any farmers 
unless they were members of the cooperative) ; and 

2. The patronage dividends were paid in money exclusively not later than 60 
days after the close of the taxable year, and there were no conditions either 
precedent or subsequent as to the application or use of such money by the 
members. 

These are the main requirements proposed in the bill for the excludability of 
patronage refunds from gross income by farmer cooperatives. There are some 
additional requirements that appear objectionable and inequitable but they will 
not be dealt with here. 

The above requirements in reality are not tax legislation, but they strike at the 
very basis of operation of cooperative associations. A former cooperative is a 
group of farmers who have joined together to market their products or procure 
necessary farm supplies under an agreement that, after paying all operating 
expenses, the proceeds of operation belong to and shall be returned to the patrons 
in proportion to their volume of business. Frequently farmers agree by contract 
with the cooperative that the amount, or a part thereof, returnable to them over 
and above expenses shall be allowed to remain with the cooperative as capi 
be returned in money at some later date. These amounts returnable 
farmer over and above the costs of operating the group enterprise are whi 
come to be known as patronage refunds or patronage dividends. 


Prepared by L. James Harmanson, Jr., administrative counsel, National Co 
tives, Washington, D. C. 
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Senator Williams’ bill would have Congress tell the farmer that he has no right 
to set up a nonprofit service organization for the purpose of returning to him, the 
farmer, a maximum of the returns from his products and obtaining his supplies 
at the lowest possible net cost. The revolutionary proposal in this bill would 
label these funds ‘fof the farmer’”’ as the “funds of the cooperative corporation’’ 
if the group enterprise in the course of the year handled any products for persons 
who were not actual members. How could the enterprise grow and increase its 
service to the rural community unless other farmers than those in the current 
membership group were encouraged to participate and acquire a membership 
interest? 

Senator Williams would have Congress tell the cooperative-minded farmer that 
he could not sign an agreement with the cooperative whereby a part or all of the 
farmer's share in the net margins over and above, expenses would be invested in 
the capital of the cooperative for a specified period and to be redeemed in cash 
later, without the cooperative having to pay corporation tax on these funds of the 
farmer, as well as the farmer having to pay tax on them. 

Cooperatives thus are the only type of business against whom it has been pro- 
posed that their capital be taxed as income. 

These provisions illustrate the flagrantly penal and discriminatory character 
of the purposes of the bill. This bill would attempt to have the Federal Govern- 
ment invade the field of contract law and upset by legislative edict well-settled 
principles that have been established and confirmed by the courts over a period 
of over three decades. 

As a matter of equity, logic, and law, there can be no justification for any 
distinction in computing its net income between patronage dividends paid in 
money in 60 days by a cooperative and patronage dividends paid at some other 
time or in some other form. If,there is a preexisting obligation upon the cooper- 
ative to return the patronage dividend to the patron, then it belongs to the patron 
regardless of his voluntary agreement with the cooperative as to the time and man- 
ner of its distribution to him. For Congress to undertake to dictate to the farmers 
of America, as Senator Williams advocates, how they will market their products 
and procure their farm supplies in this area of their operations would represent 
paternalism at its worst. These proposals in Senator Williams’ bill are comparable 
to the Government requiring corporations to liquidate accounts payable within 
60 days after the close of the tax year or pay Federal corporate income tax on such 
unliquidated accounts. Imagine the consternation that would pervade the busi- 
ness world if, under the guise of tax legislation, Congress attempted to compel the 
settlement of all debts in cash only—outlawing the settlement of debts by the 
transfer of property, issuance of notes, securities, ete.—where the creditor and 
debtor agree voluntarily to such other manner of settlement 

The other provisions in the bill are all tied to the paramount issue of whether 
the Federal Government can and will attempt to say by legislation that a portion 
of the proceeds of sale from the farmer’s crop is not the farmer’s income but the 
income of the cooperative through which the crop was marketed. Senator Wil- 
liams in his bill in effeet asks Congress to do this. The farmers of this country 
are solidly opposed to any such invasion of their individual property rights at the 
instance of those who are primarily interested in making a profit out of handling 
the farmers’ business and not primarily interested in assisting the farmer to raise 
the income level of himself and his family. 

II]. Senator Williams’ bill would repeal the exemption accorded under section 
101 (12) and (13) of the Internal Revenue Code to those farmer cooperatives 
which meet the requirements set out therein as necessary to qualify for the exemp- 
tion. 

Cooperative-minded farmers are opposed to the repeal of this exemption. 

Contrary to popular belief and frequent representation, the only exemption to 
cooperatives from payment of Federal corporation income taxes is contained in 
sections 101 (12) and (13) of the Internal Revenue Code. This exemption is 
available only to farmer cooperatives; slightly more than half of the farmers’ 
cooperatives in the country meet the statutory requirements necessary to qualify 
for the exemption; and the estimate of the value of this exemption in terms of ad- 
ditional tax revenue that the Government would obtain if the exemption should be 
repealed varies from a minimum of about $10 million to a maximum of about $25 
million per year. 

xcept as provided in section 101 (12) and (13) of the Internal Revenue Code, 
farmer cooperatives and other cooperatives pay Federal taxes on the same basis 
anid in the same manner as all other businesses which operate in the same manner as 
c operatives. 
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fhe exemption accorded to farmer cooperatives in section 101 (12) and (13) 
is clearly an exemption to the qualifying farmer cooperative from the Federal cor- 
poration income tax, but note it is an exemption from that tax only. Just as Con- 
gress has deemed it wise in the public interest to grant and continue this exemption 
from corporation income taxes, so does the Congress undeniably have the power 
and right to take away the exe mption if in the publie interest the Congress should 
deem it wise todo so. This point should be understood and we are glad to make it 
clear, 

We believe, however, that what the country as a whole, and agriculture, gains in 
stability of human and economie values through the exemption is worth far more 
than what the Government would gain in tax revenue through its repeal 

In order to appreciate why Congress originally granted and has continued 
through the vears the Federal income-tax exemption for farmer cooperatives, it is 
important that one understand e xactly what is involved in the exemption and what 
a farmer cooperative must do in order to qualify for the exemption 

Section 101 (12) of the Internal Revenue Code exempts ‘‘farmers, fruit grow: 

like associations organized and operated on a cooperative basis (a) for t! 
pose of marketing the products of members or other producers 
for the purpose of purchasing supplies and equipment for the use of 
other persons.” 

In addition to the above limitations as to their activity, cooperat 
to be eligible for exemption must also meet the conditions outlines 

A. All proceeds from the sales of products, less necessary 
penses, must be returned to patrons in proportion to ¢ ither the quanti 
value of the products furnished by them, and supplies and equipment 
be furnished to patrons at actual cost, plus necessary expenses. Al 
must be treated alike in the distribution of peneneat, regardless of whe 
they are members or nonmenbers of the cooperative 

B. The value of products marketed for nonmenbers may not exceed the 

value of products marketed for members, and the value of supplies and equip- 
ment purchased for nonmembers may not exceed the valu supplies and 
equipment purchased for members, with the additional provi hat only 15 
percent of the total value of purchases may be made for nonmembers who ¢ 
not agricultural producers. 

C. The requirement that all net proceeds be distribut tt atrons 
modified by the statute (sec. 101 (12) ) to the extent that t] is allowed t 
accumulation and retention of reserves “4 by State law, and other 
reasonable reserves for necessary purposes. The Bureau of Internal Revenue 
prescribes by regulations what are reasonable reserves for necessary purposes. 
Such reserves, if not immediately allocated must be susceptible of allocation 
on a patronage basis to insure equality of treatment of members and non- 
members in the event of dissolution of the cooperative. ‘Tl reserves when 
not presently allocated in such a manner as to make them taxable to the 
patron are generally referred to as ‘‘unallocated reserves.’ lhe term may 
be used to include those which are actually allocated on the books but as to 
which notice of allocation has not been given the patron. These unallocated 
reserves are differentiated from nonecash patronage refunds by the Bureau of 
Internal Revenue. The unallocated reserves are not taxable to the patrons 
the nonecash patronage refunds are taxable to the patrons t is a fact, how 
ever, that as a matter of administrative practice the Bureau of Interna 
Revenue is gradually reducing and in many cases appears to be attempting to 
eliminate the amounts of the reasonable reserves for necessary purposes which 
exempt cooperatives may set aside without being taxed to the patrons In 
accordance with their allocable interests therein 

D. Substantially all capital stock, other than nonvoting, nonparticipating 
preferred stock, must be owned by farmers who market their product 
purchase supplies through the cooperative. 

Kk. The dividend rate on capital stock must be limited to eit! 
or the legal maximum in the State of incorporation. In 
however, dividends of those cooperatives which are organiz 
are generally 3 to 6 percent per annum, 

If the exemption statute should be repealed, as Senator Wi 
cooperatives now qualify ing for the exemption would become st 
income tax (1) on funds used to pay dividends on capital stock 
retained in unallocated reserves required by State law and reasonab 
necessary purposes as described above: and (3) on their nonoperat 
any. 
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The report on the Taxation of Farmers’ Cooperative Associations, issued by 
the Division of Tax Research, United States Treasury Department, in October 
1947, stated that the amounts which would thus, in the event of the repeal of 
the exemption, be subjected to tax would be relatively small. On November 4, 
1947, the then Under Secretary of Treasury Lee M. Wiggins in a statement before 
the House Ways and Means Committee estimated that on the basis of the most 
recent available data exempt cooperatives, in the absence of the exemption, would 
have paid between $10 million and $20 million in taxes on earnings devoted to 
dividends on stock and reserves. Since 1947, with higher price levels, larger 
volumes of business, and higher tax rates we do not know of any impartial sources 
which have estimated that repeal of the exemption would bring into the Treasury 
more than $25 million additional revenue. 

As far as farmers are concerned, however, the amount of money involved in 
Senator Williams’ proposal is probably not as important as the blow which would 
be dealt to the successful operations of farmer cooperatives by enactment of the 
bill. 

Through years of bitter struggle and in the face of determined opposition farmers 
won the right to organize and operate their agricultural cooperatives. Amid all 
the confusing and misleading propaganda in recent years about so-called tax 
equality and above the din of political allegations of those who would put farmer 
cooperatives out of business, there stand out sound reasons why Congress originally 
granted exemption to bona fide farmer-owned and farmer-controlled cooperative 
associations and why Congress has consistently refused in the face of one of the 
most violent attacks ever made upon any major segment of the national economy 
to revoke or narrow that exemption. 

The elected representatives of the people, from all sections of the country, 
recognize that farmer cooperatives are basic rural business institutions, peculiarly 
adapted to farmers’ needs. Congress knows that farmer cooperatives serve to 
discourage the imposition of undue margins and spreads by proprietary handlers, 
who, until the advent of the cooperatives, were accustomed to paying farmers 
any price they pleased and making for themselves all the possible profits that the 
traffic would bear. The history of the development of farmer cooperatives in 
this country dating back to the early part of the nineteenth century is that the 
presence of a farmer cooperative in a community enables both member and 
nonmember producers to obtain a fairer share out of the so-called consumer’s 
dollar. Any Member of Congress who lives in a section where a successful farmer 
cooperative is operating almost certainly knows of the improvement in quality 
of merchandise, standardization of products, and stabilization of farmer income 
that have come about partly if not largely through the beneficial practices in- 
augurated by the cooperatives. 

Any exempt farmer cooperative is under obligation to return all net proceeds 
to patrons without discrimination between members and nonmembers. The 
primary purpose of the cooperative is to increase the income which the farmer 
members derive from their farming. The traditional policy of the United States 
Government since the turn of the century—under both Republican and Demo- 
cratic administrations—has been to encourage the organization and operation of 
farmer cooperatives as a means of increasing the income of the farm family and 
strengthening the family-sized farm in stabilizing agriculture and hence our tota 
economy. 

If the Government should reverse this policy—which has withstood the test: 
of time and severe opposition—and repeal the exemption as Senator Williams 
advocates, the Government would thereby reduce the incentive which farmer 
have to finance cooperatively their own production and marketing operations and 
to try thereby to stabilize agriculture through their own self-help rather tha: 
Government help. Repeal of the exemption would remove the requiremen| 
that the savings effected through working together must be returned to th: 
producer-patron and would tend to transform the character of cooperatives fron 
instruments of service for the producer to corporations of profit for the investor 
Thus to repeal the exemption would impair the incentive to retain the cooperativ: 
structure wherein the ownership and profits accrue to the producers who patroniz 
the enterprise. With this result, farmer cooperatives would tend to take on th 
dominant structure and characteristics of proprietary corporations wherein t! 
profits would accrue to third-party investors, management, and dealers rather 
than to the producers themselves. 

We have not attempted to give any exhaustive statement of the objections t 
Senator Williams’ co-op tax bill. We have attempted only to summarize som: 
of the basic reasons given by Members of Congress and others who have studie 
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objectively the cooperative tax question, why the provisions contained in Senator 
Williams’ bill and other like proposals would not advance the sound interests of 
agriculture or the country as a whole. 


STATEMENT PRESENTED BY GEORGE RANDOLPH, OF RANDOLPH & RANDOLPH, 
Menmputis, TENN. 
CHAPTER 6 OF THE REVENUE BILL OF 1951 RECENTLY PASSED BY THE HOUSE 
UNCONSTITUTIONAL AND VOID 


Is 


This chapter is the one which provides for collection of income tax at source 
on dividends, interest, and royalties. 

It violates the fourth amendment to the Constitution of the United States 
as a careful analysis of the facts will clearly demonstrate. 

The fourth amendment to the constitution of the United States provides as 
follows: 

‘““AMENDMENT 4. UNREASONABLE SEARCHES AND SEIZURES. The right of the 
people to be secure in their persons, houses, papers and effects, against unreason- 
able searches and seizures, shall not be violated, and no warrants shall issue 
but upon probable cause, supported by oath or affirmation, and particularly 
describing the place to be searched, and the persons or things to be seized.’’ 

In dealing with this amendment the Supreme Court of the United States has 
ruled: 

“The rights guaranteed under this amendment and amendment 5 are indis- 
pensable to the full enjoyment of personal security, personal liberty, and private 
property, and are to be regarded as the very essence of constitutional liberty 
(Gouled v. United States, 255 U. 8. 298, 65 L. ed. 647, 41 Sup. Ct. 261).” 

Again it has ruled: 

“The guaranties of this amendment are to be liberally construed to prevent 
impairment of the protection extended (Grau v. United States, 287 U. S. 124, 
77 L. ed. 212, 53 Sup. Ct. 38). 

And again it has ruled: 

‘The abuse of the drastic proceeding by search warrant led to the adoption of 
this amendment which, together with legislation regulating the process, should 
be liberally construed in favor of the individual (Sgro v. United States, 287 
U. S. 206, 77 L. ed. 260, 53 Sup. Ct. 138).” 

In view of the foregoing authorities, let us see what the provision contemplates 
doing. We will confine the subject to dividends, as it is broader than interest 
and royalties, but what will be said with reference to dividends will be applicable 
to the other two subjects. 

It is proposed to require all corporations to withhold 20 percent of all dividends 
declared and remit quarterly to the Federal Government and there is no distinetion 
drawn between those persons who are not subject to income tax and those persons 
who are subject to such a tax. 

What right has the Federal Government to require a corporation to withhold 
20 percent of the dividends belonging to a person who is not subject to an income 
tax? Manifestly it has none, and the seizure of the dividends of such a person 
is unreasonable. 

It is true the individual whose dividend has been wrongfully taken has the right 
to apply for a refund, but this does not cure the vice resulting from the violation 
of the constitutional amendment. That amendment prohibits the original 
unreasonable seizure and the fact that the refund may be applied for is no pallia- 
tion. Besides, the law requires the withholding on all future dividends and, as 
long as the law remains unrepealed, the corporation as each dividend is declared 
would be required to withhold and the stockholder after each withholding would 
be required to make his application for refund. This shows how unreasonable 
the act of withholding would be. 

Besides this burden of withholding where the individual is not subject to a 
falls upon the poorest class of our citizens and the ones least able to bear it 
the fourth amendment should be liberally construed in their favor. ' 
are many such persons is manifest and they may be divided into 
classes: 

(1) Those whose gross income is less than $600. 
(2) Those who are entitled to $600 exemption and who 
less than $600 a vear. 

(3) Those who are more than 65 years of age and are « 
additional $600 exemption with net income of less than $1,200. 
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(4) Those who are blind and over 65 and are entitled to an additional 
exemption of $600 and whose net income would be less than $1,800. 

Statistics will show that included in the four classes are 10,000,000 or more 
persons who by express legislation are relieved from income tax. But by chapter 6 
now under investigation the Federal Government through the instrumentality of 
corporations, under the guise of collecting an income tax, will seize 20 percent of 
all dividends as declared, though the class of individuals now under consideration 
are subject to no income tax whatever. 

In common language we may describe the situation in this way. The Federal 
Government says to the four classes of persons above described you are not subject 
to any income tax whatever, but, because you hold some shares of stock, we are 
going to require the corporation to deduct from each dividend 20 percent and 
send it to the Treasury and you will have to apply for a refund in order to get it 
back, and this process will continue as long as the law remains unrepealed and 
you own the stock. 

If the foregoing is not an unreasonable seizure, I fail to understand the English 
language. 

We will carry the analvsis a bit further, using as our object lesson one of those 
persons forming part of that great body of our humble citizens whose gross income 
is less than $600 per annum and who endeavor to increase their meager income by 
investing what little capital they have in stocks. He owns $5,000 in capital 
which he invests in capital stock of a corporation paying an annual dividend of 
6 percent pavable quarterly. His first quarterly dividend is $75 but when he 
receives his dividend check, he finds it is for only $60. He makes complaint to 
the corporation and is informed the United States required the corporation to 
seize $15 as income tax. He protests, claiming he is not subject to income tax 
as his gross income is less than $690. The corporation replies it is sorry but the 
law compels it to make the deductions. He then wants to know what he can do 
and the officers of the corporation advise him that his only remedy is to employ a 
lawver or a certified accountant who for a fee of say $10 will make application 
to have his money refunded and that if he fails to pursue this course, his money 
is lost and that this procedure will be followed each quarter as long as the law 
remains in effect and he continues a stockholder. 

He is outraged at this situation and denounces the corporation for making the 
deduction and he also denounces the United States Government for requiring 
the corporation to deduct. His mind is thus prepared for the reception of com- 
munistic ideas or he decides to sell his stock and use his funds in making purchases, 
thus increasing the danger of inflation. 

It will be noticed that in the case supposed the individual has been deprived 
of his right to make an estimate of his income tax, which estimate if made would 
show his income would be too small to justify the levving of an income tax. 

Section 1201 of the revenue bill of 1951 (the section now complained of) pro- 
vides as follows: 


Sec. 1201. INCOME TAX COLLECTED AT SOURCE. 


a) REQUIREMENT OF WITHHOLDING. Every person making payment after 
December 31, 1951, of a dividend or interest shall deduct and withhold upon such 
dividend or interest a tax equal to 20 per centum of the amount thereof.”’ 

It will be observed this section requires the 20-percent deduction and no pro- 
vision whatever is made to determine whether the individual is or is not subject 
to an income tax \t present the method of procedure is to require the individual 
sometime prior to March 15 of each vear to make an estimate of his income for the 
uing vear and if his estimate shows no tax, then no tax is levied until the 
end of the vear when he makes his final return which shows whether or not he had 
anv taxable net income. 


I 
What has been stated applies not only to those persons whose gross income is 
less than $600 but it also applies to those individuals in classes 2, 3, and 4 above 
who on their final annual report show they have no taxable income. 
The Internal Revenue Code to which the revenue bill of 1951 is an amendment 
in section Il provides as follows: 


“Sec. Ll. NORMAL TAX ON INDIVIDUALS. 

a) TAXABLE YEARS BEGINNING AFTER SEPTEMBER 3), 1950. In case of taxable 
vears beginning after September 30, 1950, there shall be levied, collected, and pai 
for each taxable vear upon the net income of every individual a normal tax of 
per centum of the amount of the net income in excess of the credits against net 
income provided in section 25. For alternative tax which may be elected if 
adjusted gross income is less than $5,000, see supplement T.” 
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Notice the above provision levies a tax on the ‘‘net income,’’ not on the ‘‘gross 
income.” By ‘‘net income’ the law means the gross income less the deductions 
allowed by law and on this balance, which is called the net income, the tax is 
levied. The whole basis of the tax is the net income and unless that net income 
exceeds the sum of $600, no tax can be collected. 

For a great many years the amount of the income tax could not be determined 
until the end of the taxable vear when the taxpayer, using the form furnished by 
the United States, showed his gross income and deductions to which he was en- 
titled and the balance was the net taxable income, on which the tax was figured. 

Later the law was changed and it was provided that prior to the 15th of March 
each vear individuals should make estimates of the tax for the ensuing vear and 
if such estimates showed no tax liability, no tax was collectible. One of the pur- 
poses of these estimates was to enable those persons who were not subject to the 
tax to show the Government they were not and thus prevent the Government 
from seizing any part of their property or income. These estimates showed 
tentatively whether there was any net taxable income and by this means the per- 
son was relieved of paying tax if there was no taxable income But this right of 
the individual to show beforehand he will not be subject to income tax for the 
ensuing vear is taken away by the provision in the revenue bill of 1951 copied 
above in which every corporation without any limitation or qualification whatever 
is required to collect and remit to the Treasury 20 percent of the amount of all 
dividends and interest. 

In short, the fact that vou are not subject to any income tax makes no differ- 
ence so far as the Federal Government is concerned. You may be so poor as 
to compel vou to become an occupant of the public poorhouse and yet if you 
own a few shares of stock, the corporation must seize 20 percent of any dividends 
declared and you are left with the remedy of applying for a refund, and this 
procedure must be repeated after the declaration of each dividend. And if you 
do not make application for the refund, the Treasury will keep the money to 
which it had no right because vou were not subject to the tax. We have come to 
a pretty pass when the Federal Government in order to carry on is forced to take 
from our poorest citizens 20 percent of the dividends which they may derive from 
the meager capital they have invested. This taking is done under the guise of 
collecting a tax and the individual is given no opportunity of showing in advance 
that no tax is due. Such a procedure is unreasonable and in direct violation of 
the fourth amendment to the Constitution. 


Tue Museum or Mopern Art, 
New York 19, N. Y., July 2, 1951. 
Hon. Water F. GEorGE, 
The United States Senate, Washington, B.C. 


DEAR SENATOR GEORGE: On behalf of the trustees of the Museum of Modern 
Art, a nonprofit educational institution, I am writing in support of section 402 
of H. R. 4473 which is before the Senate Finance Committee. This section pro- 
vides for the exemption from excise taxes on admissions of all religious, educational, 
and charitable institutions. 

In the light of the grave need for additional Federal revenue which can only be 
met through increasingly higher taxes for all, the trustees of the museum recognize 
the serious responsibility of recommending any reductions in existing revenue 
However, these very increases in individual income taxes are having a most serious 
effect on the public support of our religious and our private educational and 
charitable institutions—the institutions which have provided the great strengt! 
of our free society. Their future must be jealously guarded particularly today 
when religious and cultural freedom is threatened the world over 

The case of the Museum of Modern Art is typical. It is a nonprofit edi 
organization which serves the public by representing and interpreting 
arts of today in the many ways they affect the lives of the people of 
Its activities are Nation-wide in scope and it plays an important 
preting American cultural life to foreign nations and peoples. 

The museum pays its own way without support from publi 
has only asmall endowment it must depend in great Measure on the i 
from admissions to publie exhibitions which constitutes roughly a gq 
total earned income. For additional income, it depends on mem| 
contributions, and other fees. 


l 
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Despite stringent economy measures, the trustees of the muse 
with the alternatives of a serious deficit or drastic curtailment 
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Exemption from the admissions tax would go a long way toward solving the 
problem for the museum as it would for countless other institutions throughout 
the country facing the same financial crisis. 
I earnestly solicit your favorable consideration of section 402 of this bill. 
Sincerely, 
NELSON A. ROCKEFELLER, President. 


FLORIDA THOROUGHBRED BREEDERS’ ASSOCIATION, 
Hialeah, Fla. 


Whereas it has come to the attention of the Florida Thoroughbred Breeders’ 
Association that the Treasury Department is asking Congress to amend the present 
income-tax laws so as to limit the amount of loss that can be deducted from any 
side business to the amount of $4,000 per year and then only for a period of 
five consecutive vears; and 

Whereas under the present law a person engaged in business which is not his 
main business and source of income, is allowed a loss deduction on his income tax 
from said side business of $50,000 per vear for five consecutive years and should 
this drastic amendment pass Congress that it would be detrimental to the best 
interest of the State of Florida and of the United States and, in addition to check- 
ing the development of the resources of this State, would stifle industries which 
contribute huge sums of money into the treasury of the State of Florida as well 
as the counties thereof and would tremendously harm and injure thoroughbred 
horse racing, the thoroughbred breeding industry of Florida, by making it imprac- 
tical and impossible for a businessman to engage in either of these enterprises 
and in the long run would force him to sell and dispose of his racing stable, as 
well as his breeding farm and would likewise force business men to sell and dispose of 
ranches, farms, and any other types of side businesses which they were attempting 
to develop and expand: Therefore, be it 

Resolved by the Florida Thoroughbred Breeders’ Association, in session assembled: 

1. That we are inalterably opposed to the enactment into law of the above- 
described amendment to the income-tax laws of the United States. 

2. That a copy of this resolution be sent to both of the United States Senators 
and to each Member of the Florida House of Representatives delegation in Wash- 
ington urging and requesting them to oppose enactment of this amendment. 

3. That a copy of this resolution be forwarded to both our State senate and 
State house of representatives at Tallahassee, urging them to pass appropriate 
resolutions in opposition to said proposed amendment. 

I hereby certify that the above resolution was duly passed by the Florida 
Thoroughbred Breeders’ Association this 9th day of May A. D. 1951. 

Everett A, Gray, Secretary. 


NortH Carouina Farr Tax ASSOCIATION, 
Statesville, N. C., June 80, 1951. 

Re 20 percent withholding tax on dividends. 
Hon. WALTER F. GEorce, 

Chairman, Senate Finance Committee, 
Hon. Harry F. Byrp, 

Chairman, Joint Committee on Reduction Nonessential Federal Expenditures 

and Member Senate Finance Committee, Washington, D. C. 

My Dear Sirs: Due to personal conversations and correspondence with you 
gentlemen, and the wide publicity given your views, I am reasonably familiar 
with the sound and statesmanlike positions you have always taken with reference 
to the spending and taxing policies of our Federal Government. I know that you 
are in accord with our contention that strict economy, and the elimination of 
waste and extravagance in government, offer the best means of giving taxpayers 
relief from excessive tax burdens during perilous times like these when essentia 
defense programs and actual fighting in the field call for huge appropriations to 
support our Armed Forces. We appreciate the fact that you are opposed to deficit 
financing which would add to the Federal debt, which we feel already poses a rea 
threat to our national solvency. 

[t is heartening to note that you, along with other economy-minded Members of 
the Senate, have already served notice that you will oppose adding another $7 
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billions to the Federal tax load, as provided in the new tax bill passed by the 
House—notwithstanding this amount is 3 billion under the President’s request. 
We are delighted by your assertions that you plan to fight for reduction of at 
least $2 billions in the amount to be levied by this new revenue measure, and will 
endeavor to offset this reduction by cutting nondefense appropriations by an even 
larger amount. 

But I have not, as yet, seen any published statement relative to the attitude of 
either of you two gentlemen toward the dangerous departure in’ tax-collecting 
procedure contained in this new tax bill, which would require corporations to 
withhold 20 percent of dividends voted stockholders, and turn this amount over 
to the Government quarterly. I hope that you feel as I and millions of others do 
about this proposal and will do all you can to eliminate it from the Senate’s 
version of the bill. 

To my way of thinking, this dividend-withholding provision of the House 
bill is not only a dangerous departure in tax-collecting methods, but it is also 
unnecessary and unfair, and actually borders on an outrageous reflection on the 
patriotism, honesty, and integrity of millions of American citizens who have 
evinced their faith in our capitalistic and free-enterprise system—the system 
which has made our country the peer of all nations—by furnishing the funds for 
our great financial and industrial development through stock ownership. 

As I understand it, the primary purpose of the promoters of this provision of 
the new tax bill, is to attempt to collect existing taxes now evaded by stock- 
holders who do not report their dividends as income. To me this is a very 
flimsy excuse for adoption of a system which would work a hardship on millions 
of honest stockholders who may be entitled to legal exemptions which remove 
tax liability for the one-fifth of their dividend income which corporations would 
be forced to withhold from them, and which the Government would use until 
refund claims could be processed. Many stockholders would not go to the trouble 
of filing claims for refunds to which they would be entitled, and the Government 
would then be guilty of using money to which it was not entitled. 

If the socialistically inclined Members of Congress who are always seeking to 
gain the political favor of the masses by promoting tax measures designed to 
“soak the rich,” they are certainly ‘“‘barking up the wrong tree’”’ in this instance. 
There are millions of American citizens in all walks of life and in all financial 
brackets who are dependent on dividend income to finance moderate living ex- 
pense. Stock ownership is by no means limited to people of wealth. To be 
deprived of even a fifth of this expected income would not only work a personal 
hardship, but would create, also, a feeling of resentment against the corporations 
from which the dividends are accustomed to come, along with resentment against 
those in Washington responsible for the system depriving them of funds. I fear 
that in many cases their ire would be vented on the corporations, instead of the 
real offender, the Government. <A deplorable condition would thus be created 
to the detriment of corporations absolutely innocent of any wrongdoing, calling 
for much explanation which is absolutely unwarranted. 

Evil effects would be endless, just as the waste of time and manpower on the 
part of corporations, stockholders, and the Internal Revenue Bureau would be 
enormous. Surely the Congress can think of a better way to collect the few 
hundreds of millions of dollars they hope to get, at great inconvenience and ex- 
pense, by adoption of this withholding tax. By elimination of one of the mam- 
moth Government projects calling for the spending of billions of tax dollars, this 
amount could be saved in a lump sum. And that is just what a large number 
of citizens will be thinking about when they get notices from corporations that the 
Government is preventing the sending of the usual dividends in full. 

For more than 20 years I have publicly advocated the mutualization of business, 
industry, and commerce through stock ownership in bona fide corporations 
rather than through the organization of mutual societies and cooperative or- 
ganizations, which, by the way, legally evade their just portion of the tax load. 
I was one, if not the first, speaker in America to compile information and tabulate 
figures showing to what extent the stock of large financial institutions is dis- 
tributed among the public. In recent years I have noted with gratification the 
growth in number of stockholders participating in the financing and benefits of 
the industrial development of my own good State. I fear the adoption of a 
dividend withholding tax would prove a serious blow to this development, just as 
the exemption of refunds by cooperatives provided in the House bill would prove 
a boost to the cooperatives. 

Congress should realize that if private corporations do not expand to meet 
the requirements of our defense program, the Government will be called upon 
to make available funds for this expansion. This would mean further inroads 
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into our private enterprise system, and additional steps toward the complete 
socialization of our whole economy. Instead of adopting tax measures which 
serve as a deterrent to private corporate development, the Government should 
do everything to encourage more people to promote and invest in private business. 
Let’s not deviate from the American way, which has proven so successful. 
With personal esteem and admiration, and with due respect, [ am, 
Sincerely and faithfully yours, 
J. Paut Leonarp, Secretary. 


SraTe TEACHERS COLLEGE, 
Kutztown, Pa., July 6, 1951. 
The Honorable Watrer F. Grorce, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

My Dear Senator Greorce: This letter represents a request for tax exemption 
for all 101 (6) corporations all of whose net income is donated for the benefit of 
public education. 

This institution is the beneficiary of $4,000 over a 4-vear period from a 101 (6) 
corporation. This amount provides scholarships for five students who are pre- 
paring for elementary teaching. 

All 101 (6) corporations should be required to be audited annually at their own 
expense by a reputable firm of accountants. 

Such 101 (6) corporations should be required to contribute to public education 
at least as much as their Federal income tax amount would be if they were not 
in an exempt category. This requirement is necessary to control unfair compe- 
tition. 

All 101 (6) corporations must be controlled so that benefits accruing to directors 
officers, employees and stockholders shal! represent only salaries with the amount 
no greater than the service rendered. 

Sincerely vours, 
Q. A. W. RowrBacu, 
President. 


Hupson Trust Co., 
Union City, N. J., June 6, 1950. 
The Honorable Roperr L. Dovuauton, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Dovucuron: I read with a great deal of interest the House Ways 
and Means Committee voted tentatively to levy corporate taxes on the earnings 
of mutual savings banks and savings and loan associations after dividends, but 
before reserves. It was also interesting to read the reasons given to your com- 
mittee why the mutual savings banks and savings and loan associations should 
not be taxed. These very same reasons apply to commercial banks, which, as 
vou know, have paid Federal income taxes for a great many years. Under 
existing laws, mutual savings institutions certainly enjoy an undue advantage of 
the commercial banking institutions. Within the past several months, a number 
of mutual savings institutions located in New York and New Jersey have increased 
the interest rates on time deposits from 1 percent to 2 percent per annum. Very 
few of the commercial banking institutions located in the metropolitan district of 
New York and New Jersey have increased their interest rates to meet the unfair 
competition of tax exempt mutual savings institutions, because, among other 
reasons, the commercial banking institutions must provide for Federal incom: 
tax. 

While I do not wish to bore you with statisties, I should like to recite the follow- 
ing facts, which appear on page 96 of the annual report of the chairman of th: 
Federal Deposit Insurance Corporation for the year ending December 31, 1948, 
and filed with the President Pro Tempore of the Senate and the Speaker of the 
House of Representatives under date of July 27, 1949. As of December 31, 1948, 
the total deposits of 13,419 insured commercial banks amounted to $140,682, 
521,000, which included $35,527,666,000 time deposits and the total deposits of 
193 insured mutual savings banks amounted to $12,771,527,000, practically all 
of which are time deposits. Although the total number of savings depositors i 
each class of banks is not available, it should be noted however that the tim 
deposits in the insured commercial banks are almost three times the amount o1 
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deposit in mutual savings banks. It is evident the so-called penalties to be 
suffered by the depositors of mutual savings banks, if the institutions are made 
subject to Federal income taxes, have long existed for the same type of depositor 
of insured commercial banks. I do believe savings depositors in the commercial 
banks are entitled to the same consideration as those of the mutual savings banks 
and savings and loan associations. 

I have been informed that the savings banks located in New York State are 
not required to carry any legal cash reserve. Institutions located in the State 
of New Jersey are required to carry cash balances of not less than 3 per centum of 
their aggregate deposits other than capital deposits. You are undoubtedly 
familiar with the regulations of the Federal Reserve System governing the reserves 
to be maintained by commercial institutions on both demand and time deposits. 
These reserves are substantial. As of December 31, 1948, there were 193 mutual 
savings banks members of the Federal Deposit Insurance Corporation; 131 are 
located in New York State and 24 in the State of New Jersey. These institutions 
constitute 80 percent of the total membership of mutual savings banks in the 
Federal Deposit Insurance Corporation. According to the annual report of the 
chairman of the Federal Deposit Insurance Corporation, all of the savings banks 
located in the States of New York and New Jersey are members of the Federal 
Deposit Insurance Corporation. 

I hope that Congress will enact only such tax legislation on banks as will con- 
stitute an equal burden on mutual savings banks and savings and loan associations 
and commercial banks rather than legislation which would constitute an unfair 
advantage to be enjoyed by any particular group. 

Very truly yours, 
O. W. Braton, 
Executive Vice Pre side nt. 


ALBERHILL COAL AND CLay Co., 
Los Ange les, Calif. July 3, 
In re percentage depletion allowance for clays. 


Senator WALTER F. GEORGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DeEaR SENATOR GEORGE: On June 8, 1951, I wrote a letter to the Honorable 
Robert L. Doughton, chairman of the House Ways and Means Committee on 
the subject of technical clarification of the allowances for percentage depletion 
for brick and tile clay and refractory and fire clav as provided in the new tax 
bill under consideration at that time. Mr. Doughton acknowledged receipt of 
my letter but it evidently arrived too late for the matter to be investigated and 
a change made in the tax bill. 

As passed by the House of Representatives, the new tax bill allows percentage 
depletion of 5 percent for “brick and tile clay’? and 15 percent for ‘“‘refractory 
and fire clay’. I assume the two different percentage figures have been used on 
the theory that ‘brick and tile clays’ are more plentiful than “refractory and 
fire clays.’”’ The suggestion behind the wording used is that the end use of a clay 
shall determine the percentage grouping into which it shall fall. 

The use of these terms does not make a definable grouping of clay products 
that can be segregated one from the other or is related to the supply of clay 
available for the manufacture of the products in either group. Mav I briefls 
illustrate these two points. First, the word “‘brick’’ includes firebrick as well 
as common brick. Firebrick are also refractories. Second, the word “tile” 
includes glazed bathroom tile as well as drain tile. Glazed bathroom 
made from clays in relatively short supply and drain tile from clays 
plentiful. Further, many of the same clays are used in brick, tile, refractories 
and fire clay. For these reasons the end use yardstick of segregating clays for 
percentage depletion purposes will only create confusion in administering the law 
and will divide clays in a manner not related to scarcity or plentiful supply. 
is coneeivable that under the present wording of the proposed law the | 
refractory clays made into many clay products would not be allowed a1 
centage depletion since on the face of it these clay products are not inclu 
the definition of any of the clay products named. 

I assume from the particular wording of the proposed bill 
is being made to separate low grade clays that are mainly used for 
of the class of low temperature fired clay products such as 
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drain tile from the more refractory clays that are necessary for the manufacture 
of higher temperature fired clay products such as fire brick, face brick, flue lining, 
sewer pipe, conduit, pottery, glazed bathroom tile, ete. ' 

Common brick and drain tile clays are sometimes mixed with the more refrac- 
tory type of clays to manufacture some higher temperature fired clay products. 
Common brick and drain tile clay is generally a surface alluvial or adobe clay 
and is very common and plentiful in most parts of the United States. Large 
tonnages of this type of clay are used. The more refractory type of clays neces- 
sary for the manufacture of the higher temperature fired clay products are more 
rare and are only found in a limited number of localities. This type of clay is 
used in much less tonnage than the common brick and drain tile type of clay. 

The easiest to define difference between these two types of clays is in their 
relative fusing temperature, that is the temperature at which the clays would 
fuse or melt. Common brick and drain tile clays fuse or melt when heated to 
a temperature of not higher than the pyrometric cone equivalent of cone 5. The 
more refractory type of clays have a fusing or melting temperature of higher than 
the pyrometric cone equivalent of cone 5. The pyrometric cone equivalent 
(P. C. E.) is the standard American Society of Testing Materials designation for 
temperature used in the ceramic industry. This is as outlined by the American 
Society of Testing Materials, located at 1916 Race Street,. Philadelphia 3, Pa., in 
their procedure C24—46. 

In its present wording the proposed tax bill will cause a great deal of confusion 
as to the eligibility of clays for different percentage depletion rates. It would 
seem clearer to allow the 15 percent depletion rate for all clays having a fusion 
or melting point above the pyrometric cone equivalent of cone 5 and the 5 percent 
depletion rate for all clays having a fusion or melting point of the pyrometric 
cone equivalent of cone 5 or less. For the Internal Revenue Department and 
our industry this would make a definite dividing line between clays for the differ- 
ent depletion rates and would thereby make a law that would be easier and cheaper 
to administer. 

I suggest in the proposed tax bill that the wording “Clays with a fusion point 
of the pyrometric cone equivalent of cone 5 or less’ be used in place of ‘‘brick 
and tile clay’’ in the 5 percent depletion allowance group and “‘clays with a fusion 
point above the pyrometric cone equivalent of cone 5”’ be used in place of ‘‘refrac- 
tory and fire clays’ in the 15 percent depletion allowance group. 

If reference to a technical test is not desired ‘‘clays with a fusing temperature 
of 2,200° Fahrenheit or less’ for the 5 percent depletion group and ‘‘clays with 
a fusing temperature of over 2,200° Fahrenheit’’ for the 15 percent depletion 
group may be used. 

Both of these sets of definitions are substantially the same although the pyro- 
metric cone equivalent is more accurate as it takes into consideration time as 
well as temperature. Time becomes a factor as additional heating time will 
bring about fusion at a lower temperature. 

Use of either of the above definitions will not affect depletion allowances now 
provided for ball, sagger, and china clay. These three clays have a fusion point 
above the pyrometric cone equivalent of cone 5 and would fall in the 15 percent 
depletion group as under the present law. 

Very truly yours, 
Cuas. J. Brppie, President. 


Copies mailed to Senators William F. Knowland and Richard M. Nixon and 
Mr. Colin Stam. 


STATEMENT OF J. R. KILuian, JR., PRESIDENT, MASSACHUSETTS INSTITUTE OF 
‘TECHNOLOGY 


MEMORANDUM RE CHARITABLE CONTRIBUTIONS BY INDIVIDUALS AND THE FEDERAI 
INCOME TAX 


1. Present statutory provisions.—(a) Under section 23 (0) of the Internal Revy- 
enue Code, in computing his income tax, an individual may not deduct more than 
15 percent of his adjusted gross income on account of contributions to religious, 
educational, and charitable institutions. (6) Section 120 of the code provides, 
exceptionally, that if, for the current and each of the 10 preceding tax years, the 
aggregate of the taxpayer’s income taxes and contributions exceeds 90 percent of 
his net income, there is no limitation on his deduction for contributions. 

2. Effect of these provisions.—(a) Obviously, the exceptional provisions of sec- 
tion 120 apply only to a handful of taxpayers, because they require that very strin- 
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gent conditions be satisfied in each of 11 consecutive vears. The Board of Tax 
Appeals (now the Tax Court) has held that the section may not be invoked by 
averaging the figures for 11 consecutive years. 

(b) For high-bracket taxpayers who cannot satisfy section 120, the 15 percent 
provision tends to place an effective limit on their contributions from income. 
When a taxpayer in the 75 percent tax bracket gives $5,000 within the 15 percent 
limitation, the total he pays to the donee and the Federal Government is $5,000. 
When he gives $5,000 above the 15 percent limitation, his payments total $8,750. 

3. Proposals.—(a) The 15 percent limitation should be substantially raised or 
eliminated. 

(b) If anv percentage limitation is to be retained in section 23 (0), the provisions 
of section 120 should be liberalized—as, for example, by reducing the period to five 
consecutive years and permitting averaging, provided the 90 percent rule is satis- 
fied not only as to the average but in each of at least 3 of the 5 vears averaged. 

4. Justification for these proposals.—(a) Our educational, religious, and charit- 
able institutions are, to a major extent, the very institutions on which we must 
rely to preserve, develop, and transmit the cultural, spiritual, and humanitarian 
values which are indispensable to western civilization in general and to American 
democracy in particular. Their continued existence and growth are essential in 
the gravely troubled climate of our times. 

(b) Many, if not most of these institutions are facing financial crises. To the 
extent that educational and charitable institutions falter and fail, the services they 
perform will devolve upon some level of government, with a resultant increase in 
taxes. To the extent that religious institutions falter and fail, the country will be 
the poorer, even though government, because of constitutional limitations, cannot 
take over their functions. 

(c) The 15 percent provision, coupled with the necessarily high individual in- 
come rates, is a material factor in limiting contributions at the very time when 
rising prices and costs of all kinds are squeezing institutional budgets 

5. Probable fiscal effects of these proposals.—(a) The taxpayers affected will be 
primarily those with net taxable incomes of $50,000 or more. In brackets above 
that figure, most of the taxpayers affected will be those who are currently con- 
tributing the deductible 15 percent. In no bracket comprising a substantial 
number of taxpayers does the average amount contributed closely approach 15 
percent. Thus it appears probable that only a rather small minority of high- 
bracket taxpayers will be affected. However, no precise estimate of the number of 
taxpayers who would take advantage of these proposals can be made from currently 
available information. 

(6) Estimates made by competent tax students, based on 1946 and 1947 figures, 
are that direct loss in Federal revenue, from adoption of these or similar proposals, 
would be $100,000,000 annually or perhaps more. The Treasury might be able 
to make more accurate estimates on the basis of more recent tax returns. 

(c) If adoption of these proposals resulted in a substantial increase in contribu- 
tions to the institutions, then necessarily the direct revenue loss to the Federal 
Government in dollars, would also be substantial. However: (1) Percentagewise, 
the gain to the institutions would be much greater than the loss to the Federal 
Government. (2) In dollars, the amount received by the institutions would 
always materially exceed the dollars lost in tax revenue. Thus, the percentage 
of national income devoted to the public welfare would increase. (3) By indirec- 
tion, the Treasury would recoup a substantial portion of the revenue directly lost. 
This is true because, while the institutions would pay no income tax on the 
contributions received, they would spend much of the money for salaries and other 
items which would produce income and other tax payments. 


Evyria, Onto, Jul 
Hon. WALTER F. GreorGeE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Mr. Georce: I am writing in connection with the revenue act which your 
committee will be considering during the next few weeks. 

1 refer particularly to one phase of the present act covering excess-profits taxes 
on corporations. In the present act, various alternate provisions were made to 
give effect to hardship cases and various ways of computing the excess-profits tax 
base to correct such hardship cases. Our auditors have told us that despite all 
these alternate provisions, that there is none which gives relief to our particular 
situation, and for this reason we would like to outline the conditions for which the 
excess-profits tax penalizes our company quite harshly. 
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Our company was organized and started operations late in 1945 after the close 
of World WarIl. In getting operations started it was not until the middle of 1946 
that our volume was large enough to absorb all costs, and show a profit. During 
the balance of 1946 we were able to earn sufficiently to overcome the initial loss 
and show a very small profit for the year. Then the vears 1947 and 1948 were 
vears that we would call normal, but again in 1949 due to a general slow down in 
business in our line of production, we again showed a very small profit. Perhaps 
the actual figures will show this condition, and we tabulate these below: 


‘ 


Profit before Percentage 
Taxes of profit 


$355, O80, 73 $8, 848. 14 
630, 953. 57 (i), 637.75 
655, 013, 69 56, 182. 07 


450, 7038, 48 4, 029, 36 


We think that this graphically shows the situation, and how our excess-profits- 
tax base is essentially figured on 2 of 4 vears in the base period, instead of 3 of the 
t years permitted. Is it possible that some alternate provision might be written 
into the new Revenue Act to give relief in this situation? A provision to use 2 of 


the best 3 vears under such a condition would be one wav, instead of 3 of the 


t-vear period. You will also realize that the provision passed by the House in 
their version using a 75 instead of S85-percent figure to calculate the base 
only accentuates the unfairness of this outlined situation. The consideration of 
your committee would be appreciated in this instance. 
Yours very truly, . 
Onto Screw Propucts, INC., 


N. A. Hewitt, President. 


{Telegram } 


WasHINGTON, D. C., Jul 
Hon. WALTER GEORGE, 
Chairman, Senate Finance Committe 
Nenate Ruilding, Washington, D ( 

The position taken by the National Association of Manufacturers, American 
Farm Bureau, and others, advocating Federal sales tax is opposed by the National 
Federation of Independent Business. The opposition expressed is not the voice 
f ar officer or group of officers, but is obtained through a Nation-wide poll Of 

federation members made up of independent business and professional met 
results of this poll were as follows: ‘‘For a Federal retail sales tax, 20 percent 
against, 7S percent; an oan percent, no vote.’”’ To reduce the increasing tax load 
the American people and independent business, we urge (1) that you vot 
on the Federal sales tax, (2) the elimination of all subsidies in any segment 
ur economy, and (3) a complete and all-inclusive investigation and overhauling 
‘the entire foreign-aid program. Independent business today is already carryit 
xcessive tax load which they are less able to bear than are other factors ir 

economy Pleas file this MmMessa i 


os 
Thanks. 


ge in the record of the committee hearings 


Gporce J. BURGER, 
P es de rit 7 arge, Washington O fh S.. Nal onal Fed ration or 
Independe ni Rus PERE 


Cuicaco, July 6, 1951. 
Watrer F. Greorce, 


man of Committee on Finance, 
United States Senate, Washington, D. C. 


ly AR SENATOR: I would like vou to give consideration to section 51 of Hi. 
73 as reported by the House Ways and Means Committee, June 18, 1 
H. No. 28, June 27, 1951, page 101. 


14 
t+ 


that 
1 eS 


mandatory estimated returns be abolished. effective Januar. 
thereof, rrovision made for the Commissioner of Intern 
to the individual taxvaver who is now required to fi 


one-fourth of the 1951 tax liability This bill should 
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due April 15, 1952 instead of the present requirement of payment on March 
1952, based upon the estimated returns for 1952, due on March 15, 1952. T 
bill should have provision on the back, like the present bills rendered for payment 
June 15, September 15, and January 15 following, whereby the taxpayer can 


amend so as to reduce or increase the current tax payment. Subsequent bills 
rendered on June 15, September 15, and January 15 should have like provisions 
for amendment. 


The purpose of this is to abolish the estimated tax return without reducing or 


15, 
1is 


interfering with the collections by the Revenue Department. ie advantages 
of this change are as follows: 

Abolishing mandatory estimated returns will 
the worry of preparing and filing this return 
reduce pe rsonnel in the colle ctors’ offices C¢ siderul 
that are now filed, it is a tremendous job for collec 
country to take care of. Most people, as many as 90 percent, 
collector in very high esteem and respect, and will pay suc} 
be no objection to such a bill because the taxpayer 


LOT 


ailh. tn 
privilege of amending this bill if he wants to pay more or less as eacl ll is received. 
The collector must issue bills, beginning with June 15 ler this plan, he merely 
adds one more bill, April 15. 

At the present time, the theory of quarterly payments : between Sep- 
tember 15 and January 15 filing. The taxpayer is also press by paying the 
balance of the preceeding year’s tax, plus the first installment of the estimated 
tax for the current year. This pressure has, on oceasions, ulted in the tax- 
payer paying less on his first installment then he should vy making the first 
payment April 15, the taxpayer gets a breathing spell and is more likely to pay as 
much as one-fourth of last year’s tax and not to reduce it, to conform with the 
pressure now existing when he must pay the balance of last year’s tax, and the 
Ist installment of this vear’s tax Not only will this save labor and personne! in 
the collectors’ offices but it will save paper, which is scarce, and will save printing, 
and the facilities can be utilized for other more urgent purposes. It will save 
storing the vast quantities of estimated returns now received bv collectors 

Accordingly, I have outlined many advantages in abolishing mandatory esti- 
mated returns, easing the pressure on the taxpayer, and maintaining the flow of 
revenue to the Government in an orderly and smooth manner. I trust that this 
recommendation will meet with your favorable consideratior 

Yours respectfully, 


it 
l« 
itt 


Jutius BARNARD. 


DENVER, CoLo 
Senator Evaens D. MILLIKIN, 
Senate Office Building, Washington, D. C.: 

Urge your defeat of section 488 of H. R. 4473, the increase in Federal gasoline 
tax. An increase at this time works an unnecessary hardship on the airlines as 
the new proposed tax would amount to more than the industries’ net profits in 
1949 and approximately 50 percent of the net profits of 50 and ‘51. The increase 
would constitute 28 percent of Continental’s net operating income creating an 
effect similar to a vast increase in corporate income tax. I personally urge you 
consider the seriousness of this increase. 

CONTINENTAL Atr Lines, INec. 
Ropert F. Srx, President. 


RESOLUTION No. 1—FEDERAL GASOLINE TAX 


W hereas a bill has been proposed for introduction at the preset 
Congress of the United States to increase the Federal tay 

Whereas the Federal tax on each gallon of gasoline sol 
and the operation on motor vehicles upon the public highway 
now 1's cents, and 

Whereas the Federal tax on gasoline if increased as 
about to be presented to Congress will levy a tax of 3 
gallon of gasoline sold for consumption in and the operation 
upon t} e public highways of the Nation, and 


86141—51—pt. 2——_45 
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Whereas the proposed Federal tax on gasoline along with the present State 
tax on gasoline will combine to make a tax of 9 cents per gallon for each and 
every gallon of gasoline sold in the State of Maine for use in the operation of an 
automobile upon the public highways of the State. Therefore, be it 

Resolved, That Highland Lake Grange No. 87 of Westbrook, Maine, go on 
record as opposing any additional tax levy on gasoline; and be it further 

Resolved, That a copy of this resolution be presented to Cumberland County 
Pomona No. 15, Patrons of Husbandry, at the next meeting of that body, for 
consideration and record. 

Wiiiram L. Mattia, 
FRANK M. BaTEMAN, 
Artruur C. Gorpbon, 
Legislative Committee. 
Approved by Cumberland County Pomona No. 15, Legislative Committee. 


[SEAL] GENEVA P. HAsHELL, 


Secretary. 
EUGENE E. Norton. 
Guapys E. West. 


PoRTLAND, Marne, April 4, 1951. 

Whereas present Federal automotive excise taxes levied on gasoline, automobile 
tires, accessories, etc. cost Maine highway users about $8,000,000 last year and 
Secretary of Treasury Snyder wants Congress to increase the tax on gasoline from 
116 cents to 3 cents and excise tax on new cars from 7 to 20 percent which would 
cost Maine automobile owners an extra $5,000,000: Therefore, be it 

Resolved, That Stroudwater Grange No. 480 Patrons of Husbandry is opposed 
to passage of any further legislation increasing the tax on our automobiles and 
trucks as they are no longer a luxury but 
sytem; and be it further 
’ Resolved, That a copy of this resolution be sent to each of our Senators and 
Congressmen from the State of Maine. 

Approved by Cumberland County Pomona No. 15, 
] 


a necessity in our transportation 


Legislative Committee. 


SEAI GENEVA P. HASHELL, 


Se re lary. 
EUGENE E. Norton. 
Guapys E. West. 


Whereas present Federal automotive excise taxes levied on gasoline. automobile 


tire accessories, ete., cost Maine highway users about $8,000,000 last vear and 
Secretary of the Treasury Snyder wants Congress to increase the tax on gasoline 
from 1's to 3 cents and excise tax on new cars from 7 to 20 percent which would 
cost Maine automobile owners an extra $5,000,000: Therefore be it 
Resolved, That Cape Elizabeth Grange No. 242 Patrons of Husbandry is opposed 
to passage of any further legislation increasing the tax on our automobiles and 
trucks as they are no longer a luxury but a necessity in our transportation system; 
and be it further 
Resolved, That a copy of this resolution be 
Congressmen from the State of Maine. 
Dated at Cape Elizabeth, April 7, 1951. 
The members of the legislative body of the Cape Elizabeth Grange No. 


vor this resolution and wish to refer it to the Grange for further action. 


sent to each of our Senators and 


Chairman. 
Approved by Cumberland County Pomona No. 15, 


f 
iS} 


Legislative Committee. 
AL] GENeVA R. HASKELL! 
Secretary. 
Eucene FE. Martin. 
Guapys E. West. 
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San Antonio 5, Tex., July 9, 1951. 
Senator WALTER F. GrEorGE, 


Chairman, Senate Finance Committee, Washington, D. C. 


Dear Senator: I am unable to personally appear before your committee in 
opposition to pending tax bill, and therefore would like to present my protest 
against the socialistic measure passed by the House. I would like to endorse the 
remarks of Hon. Noah M. Mason, Member of Congress, appearing in the Congres- 
sional Record of June 11, as well as the article on the tax measure written by Dr. 
Willford I. King, included in the address by Congressman Mason. 

1 would like to state in the beginning that nonsense that is being put out 
by members of the administration, including the President, about inflation being 
caused by people spending money is so obviously propaganda that Members of 
Congress should not be influenced by it. What has caused inflation is that billions 
of dollars are spent by the Government, included in which are the billions of for- 
eign aid. Why should American taxpayers be impoverished to aid foreign nations? 
We got along without all of this foreign aid until the “Great Roosevelt’’ and the 
shopkeeper, Truman. No businessman would think of using his income for the 
purpose of aiding someone else when it became necessary for him to borrow in 
order to keep going. Every Member of Congress knows the origin of foreign aid. 
The lend-lease program was devised by Roosevelt to evade the law of the Nation 
prohibiting loans to foreign nations. The aid to Europe, or Marshall plan. was 
carrving out a bribe engineered by Morgenthau to induce Churchill to accept the 
stupid pastoral plan for destruction of Germany. Should there be anyone so 
poorly informed in Congress as not to know this, then it would be well for him 
to read Secretary Hull’s article on the Quebee Conference. 

The Government is not only trying to tax its citizens into poverty, 
same time it is pressing them day after day to buy Government | 
decreasing in value day after dav after they are bought, so much so that the 
patriotic citizen who bought bonds in 1941, 1942, and thereafter has lost 50 per- 
cent of his purchasing power. He gets 2% percent but that 24% percent is worth 
only 1% percent in purchasing power, and out of which 14 he must pay taxes 

Could there be a Member of Congress so stupid as not to realize that our whol 
New Deal and Fair Deal program is socialistic under just another 


but at the 
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name, which 


is heading direct for the same destruction that has led England and Frane 


into 
are maintaining with our 


bankruptey, and which socialistic governments we 
foreign aid, as otherwise they would go into disintegration? 
The corporation tax is confiscation purely and simply. There are 14 millior 
corporation stockholders. On them a double tax is imposed; fir 
confiscatory corporation tax upon earnings without anv exemptior Secondly 
a tax on the distribution of the remaining profits and secured b 
tax which in effect means 72 percent of the net profits if distributed 
taking into consideration any excess profits tax, and the man 1] 
this is Mr. Truman who enjovs a $50,000 gift 
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st, a prol ibitive 


at 
from the Congress 
taxation, which is the equivalent of approximately a million dollars 
subject to taxation, and the Members of Congress enjov a $2,500 gift 


have taken without consent of the people, not subj it to incon 
subterfuge of calling it an expense fund. 
I can only say that our Government is based 


deception. No government can 


upol 
long endure under such practi 
than an individual ean. I, therefore, trust that this committ 
fair and just with the citizens of this Nation before it throws 
other nations, all of whom have practiced dishonesty 
Finland. 

Very truly yours, 


toward 


JOHN P. PFEIFFER 


Copies to Senators Tom Connally and Lyndot Johnson and Hon. Paul 1 


New York 
Re section 122 (b) of the Internal Revenue Code, as amended by 
of the Revenue Act of 1950. 
To the Honorable Me mbe rs of the Finance Committees of the U7 


HONORABLE Sirs: We wish to endorse the testimony given befor 
mittee on July 10, 1951, on behalf of the Pennsylvania Bar Associat 


to the 1950 amendment to seetion 122 (b) of the Internal Revenue 
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The 1950 enactment was basically salutary. It amended the former provision 
for a 2-year carry-back, and a 2-year carry-over, of the losses of a corporation. 
The new enactment substituted a 1-year carry-back and a 5-year carry-over. It 
was designed to aid small and new businesses incurring losses early in their history. 

The 1950 enactment, however, contained one manifest but unintended inequity. 
The framers of the bill seemed to have overlooked the inharmonious application of 
the bill to corporations in the process of dissolution. 

As applied to those corporations which sold their assets and liquidated prior 
to this enactment, on September 23, 1950, the amendment works a hardship. 
Typical of such cases is the small closely held corporation with inventory and 
depreciable assets actually worth less than book where the sale was made on the 
justifiable assumption that the loss could be carried back 2 vears. It is also 
characteristic in such cases that the law in effect at the time unquestionably had 
a definite bearing on the selling price simply as one of the bargaining factors, and 
the effect was to reduce the selling price. 

Corporations going out of business, frequently on a distressed-sale basis, should 
not be penalized in order to compensate the revenues for relief extended to con- 
tinuing or new corporations. Section 215 (a) of the Revenue Act of 1950 unin- 
tentionally created a very inequitable situation for corporations in the process of 
liquidation, prior to the date of the enactment of section 215 (a) of the Revenue 
Act of 1950. Nothing in the committee reports indicates that there was an intent 
to create this unfortunate situation for corporations in dissolution. 

The inequity could be eorreeted by a simple measure which would provide that 
the 1950 amendment is inapplicable to corporations completely liquidating, or 
which were in process of complete liquidation on September 23, 1950, if the liqui- 
dation is completed by the end of the second taxable year beginning after Decem- 
ber 31, 1950. 

We represent an estate owning the controlling interest in a corporation. Over 
a year prior to the enactment of the Revenue Act of 1950, the estate, for many 
reasons, decided to dissolve the corporation. One of the factors in the decision 
was, of course, the tax law existing at the time of the decision. There are a num- 
ber of other corporations in dissolution which are inadvertently prejudiced 
by the 1950 measure. To these corporations, the harm is severe; yet the correc- 
tion of the inequity would result in a disproportionately small loss of revenue to 
the Treasury. 

For the foregoing reasons, we endorse the testimony of the Pennsylvania Bar 
Association, and recommend that the 1950 amendment be made inapplicable to 
corporations completely liquidated, or which were in the process of complete 
liquidation on September 23, 1950, if the liquidation is completed by the end of 
the second taxable year beginning after December 31, 1950. 

Respectfully yours, 
THAYER & GILBERT. 


New York 5, N. Y., August 1, 1951. 
Re: Section 122 (b) of the Internal Revenue Code, as amended by section 215 (a 
of the Revenue Act of 1950. 


’ 


To Tre HONORABLE MEMBERS OF THE FINANCE COMMITTEE OF THE UNITED 
STATES SENATE 

HONORABLE Stirs: On July 12, 1951, we wrote to vou for the purpose of pointing 
out an inequity which seems to have been inadvertently created by section 215 (a 
of the Revenue Act of 1950 amending section 122 (b) of the Internal Revenue Code 

We respectfully set forth for your consideration the following proposed amend 
ment which will eliminate the inharmonious application of the 1950 amendment 
to corporations in the process of dissolution on September 23, 1950, the date of the 
passage of the Revenue Act of 1950: 

Paragraph (B) of section 122 (b) (1) is hereby amended to read as follows: 

“(B) Loss ror TAXABLE YEAR BEGINNING AFTER 1949.—Except as herei? 
provided in paragraph (C), if for any taxable vear beginning December 31, 194%, 
the taxpayer has a net operating loss, such net operating loss shall be a net operat- 
ing loss carried back for the preceding taxable year.’”’ [New matter is italicized 

Section 122 (b) (1) is hereby further amended by adding the following para 


graph (C): 

“(C) Loss ror TaxaBLle YEAR Beainntrnc Berore 1953 Witrn Respect 
Disso.vepD oR Disso_vinc Corrorations.—If for any taxable vear begint 
after December 31, 1949, and ending before January 1, 1953, a corporation wh 
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(1) had completely liquidated by September 23, 1950, or (2) was in the process of 
complete liquidation on September 23, 1950, and completes its liquidation before 
January 1, 1953, has a net operating loss, such net operating loss shall be a net 
operating loss carry-back for each of the two preceding taxable years, in the 
manner and subject to the exceptions, additions and limitations provided in 
paragraph (A) of this subsection (b) (1). The Commissioner shall have power to 
implement this provision by appropriate regulations.” 

We trust that this proposed amendment or one which accomplishes the same 
result will meet with your approval. 

Respectfully yours, 
THAYER AND GILBERT. 


WALLSTEIN, MENSCHEL & WALLSTEIN, 
New York 7, N. Y., July 12, 1951. 
Re revenue bill of 1951 (H. R. 4473) as passed by the House of Representatives 

on June 22, 1951 

Hon. Watter F. Grorce, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR Sir: Section 123 of the above bill reduces to one the number of surtax 
exemptions which may be claimed by a group of corporations in common owner- 
ship and limits the minimum excess profits tax credit to a single credit of $25,000 
for the entire group. Under existing law, each member of such a group is entitled 
to a full $25,000 exemption and a full $25,000 minimum credit under the excess 
profits tax. 

The purpose of the change made by the bill is stated in the report of the House 
Committee on Ways and Means (82d Cong., Ist sess., H. Rept. No. 586, pp. 23-24). 
The purpose is to close the existing loophole by which a tax advantage can be ob- 
tained by artifically splitting up corporations which, but for the influence of tax 
considerations, would constitute a single business enterprise. The existing loop- 
hole is particularly attractive, as the report points out, in a period of high corporate 
ax rates. 

The closing of this loophole is certainly desirable. But it seems to me that the 
language of the bill is so broad as to go bevond the purpose sought to be achieved 
and to penalize business situations not within the evil sought to be remedied 

I refer to those situations in which separate corporations have come under common 
ownership and have remained so for many years. Originally separately owned 


they have been brought into common ownership by the normal operations of the 
profit motive, unrelated to tax considerations. In such situations, there has not 
heen an artificial splitting up for tax reasons of a preexisting single corporation; 
there has been a normal business evolution of preexisting separate corporations 
into common ownership. 

I suggest that it is not, and in any event should not be, within the congressional 
purpose to penalize such corporations now. I therefore sugge hat section 123 
(a) be amended so as to limit it to the category of cases in which it is likely that 
splitting up has occurred and has been motivated more by a desire to secure 
multiple tax exemptions and credits than by nontax business considerations. <A 
practical method would be to make section 123 (a) apply only to cases in which the 
entry of corporations into common ownership has occurred after January 1, 1940, 
and to continue the present full exemption and credit for each corporation which 
has been in common ownership continuously since January 1, 1940. The lower 
corporate tax rates and the absence of substantial specific exemptions for corpora- 
tions before that date make it unlikely that there was then much splitting up of 
corporations for tax reasons. The continuance of the separate corporate entities 
in common ownership for more than 10 years is some assurance that legitimate 
business purposes other than tax reduction were served thereby. 

I enclose as an appendix a proposed revision of section 123 (a) incorporating 
this change. 

Respectfully yours, 


St t 
a 


LEONARD M. WaALLSTEIN, Jr. 
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PROPOSED AMENDMENT TO SECTION 123 (€) OF THE REVENUE BILL OF 1951 (H. R. 4773) 
AS PASSED BY THE HOUSE OF REPRESENTATIVES ON JUNE 22, 195! 


In section 123 (a) of the bill, adding to code section 26 a new subsection (j) 
entitled “‘Surtax Exemptions,’”’ subsection (j) should be amended by changing 
paragraph (2) to read as follows (language of present bill to be omitted is enclosed 
in brackets: new matter proposed to be inserted is italic): 

(2) RELATED CORPORATIONS.—In the case of a corporation which (a) on 
December 31 of any year is a member of a controlled group as defined in para- 
graph (3) and (b) has not been a member of such group continuously since January 
1, 1940, a surtax exemption, for the taxable year which includes such [date] 
December 31, in an amount equal to $25,000 divided by the number of corporations 
in such group at the close of such date. In lieu of such exemption, a surtax 
exemption of $25,000 for the controlled group may be divided (in any manner) by 
the corporations which at the close of such date are members of such group by 
making and filing with the Secretary a consent setting forth the portion of the 
$25,000 which will be taken by each member as its surtax exemption for its 
taxable vear which includes such date. The consent shall be made and filed at 
such time and in such manner as the Secretary by regulations may prescribe. If a 
member of a controlled group has a taxable vear which does not include December 
31, the surtax exemption for such member for such taxable vear shall be an amount 
equal to $25,000 divided by the number of corporations in such group at the close 


of such taxable vear.”’ 


AMERICAN TELEPHONE & TELEGRAPH Co., 
Washington, D. C., July 10, 1941. 
Hon. WALTER F. Greorce, 
Chairman, Senate Finance Committee, 
The United States Senate, Washington, D. C. 


Dear Mr. CuHatrMan: In your consideration of the provision in H. R. 4473 
Revenue Act of 1951) with regard to the 20-percent withholding on dividend and 
interest payments, may we respectfully call your attention to the wide distribution 
of the stock of the American Telephone & Telegraph Co. among small stockholders 
who will be adversely affected by this withholding. 

Our stock is owned by more than 1,000,000 stockholders in every walk of life. 
They reside in 19,000 communities throughout the Nation, and better than 1 in 
every 45 families shares directly in this ownership. 

About 300,000 own 1 to 5 shares each and more than 210,000 own 6 to 10 shares 
each. In addition, about 230,000 own 11 to 25 shares each, making a grand 
total of almost 750,000 of our stockholders who are receiving dividend income from 
us of less than $250 annually. 

From our daily correspondence, we are led to believe that a notable proportion 
of these holders are elderly people who are largely dependent upon investment 
income for their living. We know for a fact that 270,000 of our stockholders 
have owned the stock for 15 years or more; and half of these are presumably 
women, since women comprise more than 50 percent of our total ownership list. 
It is probable that in a majority of cases A. T. & T. is the only stock that our 
holders own. We base this assumption on a survey sponsored by the Federal 
Reserve Board of Governors in 1949 from which it appeared that 54 percent of 
those owning common stocks held only one such stock among their possessions. 

[ thus seems probable that tens of thousands of our stockholders are men and 
women who are past their earning years and subject to little or no income-tax 
liabilitv. To havea substantial withholding made from their income, even though 
it would be refundable in the following calendar year, would be a regrettable 
hardship. 

During the past year, we have received many letters from stockholders com- 
plaining about the burden which such a withholding would impose on their per- 
sonal finances. A copy of a particularly interesting letter recently received from 
a stockholder is enclosed as an example of these communications. 

We should be glad to furnish you with such further information regarding the 
nature of our stock ownership list, as you desire, 

Very truly yours, 
FRANK QUIGLEY, Altorney. 
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AMERICAN TELEPHONE & TELEGRAPH Co., 
Washington, D. C., July 10, 1951. 
Hon. Water F. GrorGe, 
Chairman, Senate Finance Committee, 
The United States Senate, Washinaton, D. C. 


Dear Mr. CyatrrMan: H. R. 4473 (Revenue Act of 1951), as passed by the 
House of Representatives on June 22, 1951, and now under consideration by your 
committee, contains a provision for withholding on dividend and interest payments 
which will have a very heavy impact on the capital requirements of the Bell 
System. 

During 1950 the American Telephone & Telegraph Co. received approximately 
$291 million of dividend income from domestic corporations and, if the proposed 
withholding had been in effect, about $58 million of such income would have 
been withheld although its actual tax liability with respect to such income, pay- 
able in 1951, would amount to only $18 million. Presumably, such overpayments 
of tax would not be refunded until some time after the first quarter of 1951, with 
the result that the American Co. would have paid to the Government some $58 
million of its funds and its capital requirements would be increased on the average 
$30 to $40 million. The raising of such an amount of money in the market 
constitutes a very sizable undertaking. 

Section 201 of the bill as proposed includes a provision for an exemption from 
withholding in the case of dividends distributed between members of an affiliated 
group provided a consolidated tax return was filed by the group in the preceding 
taxable vear of the payor corporation. We do not believe that relief should be 
conditioned upon the filing of a consolidated return which, for other reasons, 
may not prove to be a desirable procedure. Further, a number of the Bell 
System companies would not be eligible for inclusion in such a return and with- 
holding would still be required with respect to the substantial amounts of dividend 
income received from such companies. 

The stated purpose of withholding dividends at the source is to prevent tax 
evasion but it would appear that tax evasion on dividends distributed by one 
corporation to another must be of negligible proportions. In view of the above- 
mentioned inequities, we urge that, if a withholding plan is to be enacted, con- 
sideration be given to exempting from withholding dividends distributed by one 
corporation to another or, as an alternative, to exempting dividends distributed by 
a subsidiary to its parent corporation. 

For any further information or action in connection with any consideration 
you may give this matter we are at your disposal. 

Yours very truly, 
FRANK QUIGLEY, Altorney. 


FRANKLIN, Mass., June 13, 1951. 

Dear Mr. Witson: Just a few lines to tell you that 2 vears ago I had an opera- 
tion and since that operation I have been in very poor health and I haven’t done 
a day’s work in 2 years on account of my poor health. 

Last vear I bought those 30 shares of the telephone so I could get little more 
dividend than the bank, to live on, because I have no other income at all. Iam 
alone, no family. 

Now I read in the paper that they are going to take 20 percent on the divi- 
dend. 

That sure is going to hurt me, because that is the only income I have. They 
are doing that to withhold the 20-perecent dividend at the source because people 
don’t declare their dividend in their income-tax return, but that’s all right for the 
people who work, but I am not working. I don’t get enough to fill the income- 
tax return. Please, Mr. Wilson, if this becomes law that they are going to take 
20 percent on the dividend can you tell me where can I go to see if I can get exempt 


from such tax on account that I have to depend on that to live on as I am unable 
to work. 

If I get 20 percent less on my dividend I wouldn’t have enough to live on. 
may have to sell the shares, which I don’t like to do it. 

I hope vou will help me out of this matter. If I was working I wouldn’t mind 
to get 20 percent less on the dividend, but that’s the only income I have. 

Wishing to hear from you soon, 

Yours very truly, 
CHARLES MIGNELLI. 
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P. 5.—I am nearly 60-years old honest I struggle along just on $22 per month 
just what you send me every 3 months $67.50 comes little over $5 per week, and 
what can anyone do with $5 per week today, things so high. 


CHAPMAN SLATE Corp., 
Bath, Pa., July 11, 1951. 
Hon. James H. Durr, 
Senate Office Building, Washington, D. C. 

Dear SENATOR Durr: There is scheduled before the Senate Finance Committee 
a hearing, on Thursday, July 12, regarding depletion allowance for slate; slate as 
quarried in the State of Pennsylvania, as well as Vermont, New York, Maryland, 
Virginia, California, Arkansas, Georgia, and Maine. 

Attached herewith, please find a statement in support of the slate producers’ 
request for independent classification in the bill now being introduced, which 
bill does not place slate in a category by itself. The facts attached are submitted 
for your consideration in support of our claim for this separate classification. 

We trust that the facts as presented will enable you to conscientiously act in 
our behalf. 

Very truly yours, 
CHAPMAN SLATE Corp., 
H. B. Brown, Secretary-Treasurer. 


STATEMENT IN SUPPORT OF PERCENTAGE DEPLETION ALLOWANCE FOR SLATE 
PropucerRs BY INDEPENDENT CLASSIFICATION IN BILL 


This statement is submitted in behalf of the slate producers in the Vermont- 
New York, Pennsylvania-Marvland, Maine, and Virginia slate districts. The 
slate industry has been overlooked heretofore in the development. of the applica- 
tion of the concept of percent depletion. The following facts are submitted for 
your consideration in support of our claim. 


FACTS 


1. Small business.—The slate industry is composed of approximately 80 
relatively small companies operating on low profit: margins. 

2. Industry location.—Slate is a nonmetallic mineral product manufactured in 
various grades and types and in various States; namely, Vermont, New York, 
Pennsylvania, Virginia, California, Arkansas, Georgia, Maine, Marvand. 
Annual total production is about 800,000 tons with a total value of about 
$12,000,000. 

3. Uses.—Slate is used in a variety of products; namely, natural roofing, 
roofing granules, siding, electrical switchboards, paints, ceramics, structural slate 
products, blackboards and bulletin boards, school slates, expanded aggregates, 
billiard table tops, and has other numerous and miscellaneous uses important to 
the economy of the country. 

1. Problems.—The problems of exploration, development, production, and 
processing of slate are the same as those involved in metallic and nonmetallic 
mineral products, both competitive and comparative, already granted depletion 
allowance. In addition, the slate industry is further handicapped by a limitation 
of 15 to 20 percent recovery of salable slate from a ton of raw material, the 
balance of 85 to 80 percent being waste material. 

5. Competitive position.—Competitively, in addition fo the depletion factor 
(wasting of capital assets without tax relief), slate has been at a disadvantage with 
competitive synthetic products because of greatly increased freight rates in recent 
years. Slate producers are located by nature and cannot place plants strategically 
‘as thev see fit. 

6. Others receiving depletion.—Competitive or comparative mineral industries 
already receiving depletion allowances are tale, ball and sagger clay, feldspar, 
china clay, trona, vermiculite, mica, beryl, flake graphite, and others. A workable 
slate deposit is depleted in the same manner as any of the above industrial min- 
erals. Additional similar industries dealing with industrial minerals are under 
consideration to be included in the present tax bill being considered by Congress. 

7. Quality product.—Slate is a specialized nonmetallic mineral product cur- 
rently having a market value ranging from $10 to $50 per ton. It should be 
classified independently as are marble, granite, quartzite, tripoli, etc. Definitely 
it should not be classified with low-cost bulk products such as stone, shale, sand, 
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and gravel that have values per ton only a fraction that of specialized slate 
products. 

8. Bureau of Mines recognition—The Bureau of Mines and United States 
Geological Survey have published many papers on the subject of slate by such 
eminent mining engineers and geologists as Oliver Bowles and T. Nelson Dale, 
and have long recognized our problems of survival to be the same as any other 
natural resource, be it oil, sulfur, coal, or gilsonite. 

9. Discrimination.—Any tax bill (or law) that allows percentage depletion to 
competitive products such as feldspar, tale, china clay, asbestos, granite, and 
marble and not to slate is discriminatory and will destroy the industry. 

10. Help needed.—Depletion is loss sustained through the removal of natural 
resources from the earth. Once resources are used they cannot be replaced except 
by uncertain and costly exploration and development of new deposits. Depletion 
allowances to other industries with identical problems assist their continued oper- 
ation. Slate is fairly entitled to the same consideration. 


CONCLUSION 


Slate, because of its limited supply in quantities as well as areas, together with 
the necessity of expending substantial sums to provide adequate raw material, 
should be recognized as a separate and distinct item in the percentage depletion 
legislation now proposed, and should be included with competing items entitled 
to depletion under existing law. 

For the reasons stated above and particularly because it is a quality product, 
slate is entitled to a specific listing separate and apart from the stone classification. 

(Note.—Supporting material is appended hereto as follows: (a) Survey of 
slate industry; (b) statement of Winston L. Prouty, M. C., Vermont, to Ways and 
Means Committee, Mareh 5, 1951; (c) bibliography.) 


THE SLATE INDUSTRY—A SURVEY 
Introduction 

The production of slate is a small industry consisting of a small number of 
independent operators which has apparently been overlooked heretofore in the 
development of the application of the concept of percentage depletion as a means 
of encouraging the exploration and development of natural resources and providing 
an equitable method for recovery by the owner of the value of a wasting asset. 

The Bureau of Mines Minerals Yearbook for the year 1949 shows that for that 
year the slate industry consisted of 80 operators who sold slate products having 
a total value of approximately $12,200,000. 

Slate is a metamorphic deposit formed during earth disturbances of geologie 
time bv the action of wear and pressure on shales and other finely divided sedi- 
mentary deposits. During this process secondary minerals were formed, principal- 
ly mica, the crystals of which when properly orientated give to slate its outstanding 
characteristic of uniform cleavage. This unusual feature, which is fully developed 
only in limited deposits of slate within the major slate districts of the United 
States, makes it possible to cleave slate in slabs for processing in various commercial 
forms. 


Geographical distribution of slate deposits 


While the number of commercial slate deposits in the United States is limited, 
the slate industry is a part of the economy of a good many States. 
Producing localities 
Slate is known to oecur in many localities but there are only five principal 
districts, all located in the eastern section of the United States, that contain 
deposits of commercial material. These districts are generally referred to as 
follows: 
Maine: Monson, North Blanchard, and Brownsville districts. 
New York-Vermont: Rutland County, Vt., Washington County, N. Y. 
Pennsv!vania: Lehigh district, Chapman Quarries, Belfast-Fdelman, and 
Pen Argvl-Windgap areas. 
Pennsvlvania-Marvyland: Peach Bottom district. 
Virginia: Buckingham and Fluvanna Counties, Albermarle County 
Slate has also been produced on a small! seale in Arkansas, California, Georgia, 
Michigan, Tennessee, Utah, and New Jersev. 
The slate belts in all these districts are extensive—from 5 to 20 miles in length 
and from 1 to 3 miles in width. The commercia! deposits within these belts, 
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however, are extremely limited and individual quarries seldom extend for more 
than a few hundred feet in length and considerably less in width. 


Mode of occurrence 


The commercial slate deposits are similar to all metallic and nonmetallic ore 
deposits in that they are generally lenticular in shape, limited in horizontal and 
vertical extent, and contain a high percentage of material which must be discarded 
as waste. Like other metallic and nonmetallic deposits, the commercial slate 
deposits are wasting assets and have relatively short lives as compared to some 
of the great copper, lead, and zine deposits of the Western States. 

Uses of slate 


Slate is well-suited to engineering uses because of its high strength, low absorp- 
tion, resistance to weathering and chemical attack, low electrical conductivity, 
uniformity of composition, and permanent stability of dimension. Dimension 
slate or slab slate is used for roofing, electrical panels, architectural panels, 
laboratory fixtures, sanitary ware, blackboards and bulletin boards, flagstones 
and miscellaneous uses. Slate granules are used chiefly in surfacing prepared 
roofing and siding. Slate flour is used as a filler in putty, wallboard, phonograph 
records, crayons, blotting paper, linoleum, insulation, facing pavements, building 
paper, wood filler, abrasives, pencils, plastics, metal polish, firebrick, tiles, 
ceramic ware, composition flooring, artificial stone, cement, dentifrices, roofing 
compound, artificial leather, sweeping compound, explosives, paints, washing 
compound, and fiber. 


Industry proble ms 


The production problems of the slate industry are described in Bulletin No. 47 
issued in 1947 by the Mineral Industries Experiment Station of the School of 
Mineral Industries of Pennsylvania State College, at page 12, as follows: 

“Slate tends to occur in narrow beds standing at high angles. Progressive 
development of quarries therefore produces very deep excavations in which 
recovery costs constantly increase. Marketable rock could be recovered only by 
skilled selection, careful handling, and the employment of hand labor. Because 
of the narrowness of the beds large tonnages of adjacent, noncommercial rock 
had to be moved. Imperfections in the slate causing rejection added to the 
tonnage of worthless material. In addition, the use of explosives in blasting and 
the employment of channeling machines in cutting rock produce large quantities 
of shattered rock without value. It has been estimated that the quantity that 
had to be disposed of as waste varies from 70 to 90 percent in most quarries. 
This waste material was expensive to handle; its accumulation interfered with 
quarrying; and large quantities remain for which no use has been found.”’ 

Competition—The general problem ef competition is discussed in Bulletin 47 
referred to above as follows at page 15: 

“The magnitude of the entire industry and the drastic decline of the last 20 
vears are apparent. The decline has been caused almost entirely by the diminish- 
ing volume of construction during the depression and then during the war, plus 
the rise of competitive materials. The slate industry, in common with other 
postwar industries, faces the problem of effecting every possible economy of it is 
to Maintain its existence.” 

The problem of the producers of dimension or slab slate is discussed in Bulletin 
17 as follows at page 16: 

“Through hundreds of years slate has proved superior as a roofing material; 
but in the past 30 vears the asphalt shingle has become the most common roofing 
on the average home, displacing slate in thousands of structures. The asphalt 
shingle can be applied with common labor; it comes in attractive colors; it has 
high fire resistance and is reasonably permanent. To some extent this loss has 
been compensated for by the use of slate granules for surfacing the asphalt shingle. 

“In the publie-school market, the white ‘blackboard’, a sheet of white or light 
green glass with a ground surface has displaced slate to an appreciable degree. 
Thus slate is encountering increasing competition not only in its most important 
markets, roofing and granules, but in one of its oldest uses, the blackboard as well.”’ 

The problem of the producers of slate granules is discussed in Bulletin 47 
as follows at page 133: 

“Business conditions in the industry are subject to change for a number of 
reasons. Granule technology has been developing rapidly. Almost vearly one or 
another of the producers offers new or improved products. There is an ever- 
present possibility that new patentable discoveries will make present practice 
obsolete. This technological pressure has led to the expenditure of large sums 
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on research, and more highly trained men are required to control production. 
Quality demands of the consumers are becoming increasingly stringent.”’ 

Slate for roofing is by far the most important product derived from commercial 
slate. This industry has been active in the United States since the middle of the 
nineteenth century. 

Its competitive position, however, has been seriously invaded during the past 
25 years by many types of roofing substitutes. The steadily increasing freight 
rates, almost 100 percent in the past 10 years, has placed a severe burden on the 
slate industry. Manufacturing plants producing substitute roofing media can 
be located close to the centers of major consumption. The slate deposits, how- 
ever, fixed in locality by nature, must rely on long hauls by public carriers to reach 
the consumer. Steadily increasing State and Federal taxes which have been 
levied without regard to a great natural resource of our Eastern States, or recogni- 
tion of the fact that slate quarrying is a wasting asset have done serious harm to 
the normal development of the industry. The combination of these factors has 
forced. many large slate operations employing thousands of men to suspend 
operations entirely. The deposits of natural slate are not uniform in color or 
quality, with the result that in spite of core drilling it is almost impossible to 
determine the life of a quarry in that at any time off-color or an entirely different 
color slate, or intrusions may be encountered, with the result that either the 
entire quarry operation must be changed, or a new quarry site developed. It is 
costly to develop a new face in an existing quarry, but even more costly to abandon 
a quarry, locate a new deposit, and develop a new quarry location. Because of 
these many unknown factors it is necessary to constantly explore new deposit 
possibilities to assure a continuing source and supply of a satisfactory commercial 
slate. 

Need for tax relief 

Mr. Oliver Bowles, associated with the Bureau of Mines for more than 25 years 
and recognized as the leading authority on the slate industry in the United States, 
has published many technical papers which definitely state that commercial 
slate is extremely limited in occurrence within the major slate districts. The 
hundreds of worked-out and abandoned quarries which can be seen in all the 
slate districts amply support this contention. Commercial slate must be explored, 
tested, and developed in a manner similar to all ore deposits and operating slate 
quarries should obviously be allowed to build up reserve funds to carry out such 
development work if the industry is to survive. The theory of percentage deple- 
tion is based on the assumption that a wasting asset such as a mining or quarry- 
ing operation can continue to explore, develop and, if necessary, purchase new 
deposits to be operated when the old ones are exhausted, using funds which have 
been set aside, tax free, for this purpose. The soundness of this theory is proved 
by the healthy condition of the American mining industry which continues vear 
after vear to develop new natural resources. The slate industry has to date 
been denied the benefit of percentage depletion. This fact, combined with the 
steadily weakened competitive position of slate with its low margin of profit, 
has precluded the exploration and development of new slate deposits during the 
past 25 vears of severe competition from substitute products. The attached list 
reflects that many competitive and comparable minerals enjoy depletion allow- 
ances which are denied the slate industry. Commercial slate in its original state 
was a clay which has been converted to its present form through the process of 
metamorphism. It naturally follows that slate should enjoy the depletion bene- 
fits which have been granted to the mining and quarrying industry in ge 
including the products which are in direct competition with slate as well as 
products which are analogous in form and character. 

The slate industry endorses and supports the statement of Congressman Prouty 
of Vermont regarding the need for percentage depletion for the slate industry 
which was submitted to the Committee on Wavs and Means of the House of 
Renresentstives et its hearing held on March 5, 1951. 

Slate, because of its limited supply in quantities as well as areas, together with 
the necessity of expending substantial sums to provide adequate raw material 
should be recognized as a separate and distinct item in the percentage depletion 
legislation now proposed, and should be included with competing items entitled 
to depletion under existing law. 

(Norr.— Bulletin 47 referred to above has been quoted from extensively because 
it represents an unbiased, objective study of the industry. 


eral 


Nn 
those 





1040 REVENUE ACT OF 1951 


Mineral products which are now allowed percentage depletion 
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Oil and gas wells 27.5 1926 Tale 5.0 
All metal mines 15.0 1932 Lepidolite 5.0 
Coal 5.0 1932 Spodumene : 5.0 
Sulfur 23.0 1932 Barite 5.0 
Fluorspar 5,0 1942 Potash 5.0 
Rock asphalt 5.0 1942 Bauxite 5.0 
Ball and sagger elay 5.0 1942 China clay .0 
Flake graphite 7 5.0 1943 Phosphate rock 5.0 
Vermiculite 0 1943 Trona. 0 
Beryl... nt 5.0 1943 Bentonite 5.0 
Feldspar 5.0 1943 Gilsonite 5.0 
Mica 5.0 1943 Thenardite 5.0 


STATEMENT OF HON. WINSTON L. PROUTY, MEMBER OF CONGRESS, REGARDING THE 
NEED FOR PERCENTAGE DEPLETION FOR THE SLATE INDUSTRY, AT HEARING 
BEFORE THE COMMITTEE ON WAYS AND MEANS, HOUSE OF REPRESENTATIVES, 
MARCH 5, 1951 
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I would like to submit for the consideration of the committee a few reasons why V 
I believe the slate industry should be given the benefit of percentage depletion. ann 

As is quite commonly known, the slate industry is made up primarily of small “ 
businesses. According to the Bureau of Mines, there were 80 operators in 1949, — 
doing a business of $12,200,000. This means about $150,000 apiece. The in- sho 
dustry is located principally in Pennsylvania, Vermont, and New York State, to 
with scattered quarries in Arkansas, California, Maine, Georgia, Maryland, and Cory 
Virginia. Recent years have seen the slate industry considerably weakened by "rr 
the following features: ; 

1. The steadily increasing freight rates, almost 100 percent in the past 10 years, —_ 
has placed a severe burden on the slate industry. 

2. Unlike the situation in the making of other roofing materials, the use of loa 
mechanical appliances has not been completely feasible in the production of nat- a 
ural-slate products. , 

3. Steadily increasing State and Federal taxes have been levied with no consid- 
eration for the fact that slate quarrying is a wasting asset and consequently this 
lack of consideration has caused many slate operations to be suspended. 

It seems only equitable that the slate industry should be given the same con- 
sideration as is given its competitors. Oliver Bowles, associated with the Bureau 
of Mines for over 25 vears, has pointed out that slate quarries should be allowed to 
build up reserve funds to carry out development work if the industry is to survive 

As vou well know, the theory of percentage depletion is founded on the assump- 
tion that a wasting asset such as a mining operation can continue to explore if 
funds are set aside tax-free for this purpose. Our mining experts from coast to 
coast have hailed this theory as being one of the chief causes of the fine develop- 
ment of the American mining industry. Mica is processed into roofing materials, 
and it is significant to note the 15-percent depletion that this industry is allowed. 

Tale has a 15 percent depletion, and feldspar has a 15-percent depletion. It 
would seem that all of these industries which are similar in nature should enjoy 
similar depletion privileges. 

At a time when many of our people are beginning to feel that it is not worth 
while to attempt to make a go of a small business, I think it is important that we 
make sure that industries like the slate industry, made up primarily of small- 
business concerns, be allowed to grow and develop and also that they should be 
given an equal footing taxwise with their competitors. 
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New York, N. Y., June 28, 1951. 
Re H. R. 4473—Revenue Bill of 1951. 
Senator WALTER F. GEORGE, 
Senate Office Building, Washington, D. C. 

DeEaR SENATOR GEORGE: A copy of the above bill has been received, as passed 
by the House, together with Report No. 586. We understand that the principle 
of withholding is to collect taxes that are due, and that it is not designed to collect 
taxes that are not due. 

We find on page 34 under section 1201 beginning at line 18 the following: 

“(a) REQUIREMENT OF WITHHOLDING.—Every person making payment after 
December 31, 1951, of a dividend or interest shall deduct and withhold upon such 
dividend or interest a tax equal to 20 per centum of the amount thereof. 

We find on page 35 under section 1202, Exemptions from Withholding, a series 
of exemptions, and on page 36, at subsection (f), we find the following wording: 

““(f) Dividends or interest paid by a corporation to another corporation if both 
corporations are members of the same affiliated group which filed a consolidated 
return under chapter | for the preceding taxable year of the payor corporation.”’ 

In the case of Beneficial Loan Corp. and Beneficial Corp., both of which have 
wholly owned subsidiaries in a varictv of separate businesses, we find that there 
would be as much as half a million dollars tied up annually by such requirement 
where no tax is due, a simple illustration being that present law only taxes cor- 
porations 15 percent of intercompany dividends, which might be said to be 
effective 7 percent, and yet you are requesting a withholding of 20 percent. 

We believe it is bad business, unnecessary Government interference, and clearly 
not the intent of either the Commissioner of Internal Revenue or any of his 
agents, of the Congress, or the public at large, that obviously erroneous and 
excessive amounts of withholding should be had. We think that your statute 
should be amended so as to exempt dividends or interest paid by a corporation 
to another corporation. Through the established routine of audit reports and 
corporate accounting, the detail of income and intercompany interest must be 
appropriately cered for. 

If you will turn to page 19 of Report No. 586, you will find the following 
sentence: 

“Dividends paid by Federal Reserve banks, Federal land banks, Federal home 
loan banks, the Central Bank for C oope ratives or a Bank for ( ‘oope! ratives are 
exempt because such dividends are received entirely by corporations.” 

The next paragraph reads as follows: 

“For similar reasons withholding will not apply to dividends paid by a corpora- 
tion which is a member of an affiliated group of corporations to another member 
of the group. However, this exemption is effective only when the 
filed a consolidated return for the preceding taxable vear.’’ 

It would seem that, if the logic for the first-quoted paragraph is correct, it 
should apply equally to the sueceeding paragraph. We do hope that this practical 
correction will be made as the bill progresses through the Congress. We also 
think that much can be and should be said for withholding being limited to pay- 
ments other than a corporation, for both dividends and interest for the very 
reasons that Report No. 586 has set forth in the paragraphs above quoted. 

Very truly vours, 


iffiliated group 


JACKSON R. Co.urns. 





THE CONSOLIDATED Royatty O31 Co., 
Casper, Wyo., July 10, 1951. 





Hon. Water F. Georce, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

DeaAR SENATOR GEORGE: Inasmuch as the House of Representatives has acted 
on the 1951 Revenue Act and as the bill will soon be up for consideration by your 
committee, I wish to bring to your attention a very unnecessary provision in the 
bill which will, if passed by the Senate, work a great hardship on the corporations 
and stockholders with little or no benefit to the Government from a tax stand- 
point. 

The provision referred to is the withholding of 20 percent of all dividends at the 
source from the account of each individual stockholder, and if the measure is 
approved by your committee and passed by the Senate it would necessitate a 
complete revision of our voluminous dividend records at considerable expense and 
require the services of almost double the number of employees in the preparation 
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of each dividend distribution, at a time when it is very difficult to find experienced 
employees for such purposes. 

As is the case with all corporations, a considerable number of our stockholders 
is made up of widows and others, each with a total income of less than the $600 
exemption allowed for income-tax purposes, and to withhold 20 percent at the 
source from amounts exempt from tax would require the filing of a claim for refund 
by each of such stockholders in order to recover the amounts to which they are 
justly entitled. In most cases the amounts unjustly withheld would never be 
recovered, as very few individuals have any knowledge of tax procedure, and the 
complicated methods prescribed by the Government for the recovery of taxes 
erroneously assessed. 

The measure is also unnecessary for the reason that all corporations are re- 
quired by law to file with the Bureau of Internal Revenue a separate information 
return for each and every stockholder receiving $100 or more, showing the total 
amount of dividends received by each during the calendar year for which the 
returns are filed. Those stockholders receiving less than $100 a year have always 
been considered as among the low-income group insufficient for tax purposes, 
which accounts for the fact that no separate information return in such cases was 
ever deemed necessary by the Bureau. 

The argument of the Government as losing a large amount of taxes by not with- 
holding 20 percent of all dividends at the source is entirely without foundation, 
as only those stockholders receiving less than $100 a year could possibly be in- 
volved; and, as most of them do not receive enough income to be subject to tax, 
there would be little possibility of any loss to the Government. It would be much 
more satisfactory for the corporations to file a separate information return for all 
stockholders, regardless of the amount of the dividend received by each, rather 
than to go to the other costly extreme of withholding the tax at the Source. 

Dividends, as you no doubt know, are the only source of income subject to 
double taxation. After the corporation has paid an enormous tax on its annual 
earnings, the stockholders are also subject to tax on the same earnings when 
received in the form of dividends. This is clearly a duplication of tax and in some 
instances even more than double when considering the dividends received by the 
parent company from its subsidiaries, 15 percent of which is subject to tax by the 
parent company and 100 percent by the stockholders after the subsidiary com- 
panies have paid the tax on the earnings distributed. 

To further burden the stockholders who are already the victims of double 
taxation would be a grave injustice. The withholding of 20 percent at the source 
should in all fairness be eliminated from the bill. 

Yours very truly, 


L. A. PARKER, 


Cuicaco, July 11, 1951. 
Protest against the proposed tax bill. 
Hon. Water F. GEorGE, 
United States Senator, Senate Office Building, 
Washington. D. C. 

My Dear Senator: An appeal from residents of Illinois to a Georgia Senator 
may be a long-distance call under less trying circumstances; but there comes a 
time when the people of the Nation become alarmed for their country and their 
own welfare, when State boundaries fade away and national citizenship speaks 
out and cries for representation among the legislators in particular and at large. 
The crisis is at hand when Democrats and Republicans must join hands in order 
that the Nation’s malignant tumor, known as the New Deal, may be removed. 
This country prospered and came to greatness under the alternating influence of 
these parties, and the wholesome system of checks and balances was preserved. 
Today the situation is otherwise, and since the advent of the New Deal matters 
have been going from bad to worse. The public craving for novelty is proving the 
country *s own destruction. 

Such is my feeling, and I am sure also the feeling of the law-abiding, self-respect 
ing, and self-sustaining citizens of this land who feel the pressure of ever-threaten- 
ing legislation and executive pronouncements. We feel that the combined forces 
of the Senate are necessary to check this nefarious bill which has already been 
passed by a House of Representatives the majority of whose Members no longer 
represent the people of this Nation. Though not familiar with this confiscatory 
and well-nigh communistic measure, the public does know how it was railroaded 
through the House under a closed rule with no opportunity for discussion or 

! 


amendment, 
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I. THE BILL IN GENERAL 


This new revenue bill puts a blight on industry, destroys incentive, victimizes 
honest workers, and discourages investors whose support is necessary to the wel- 
fare of our country. The preservation of the traditional American economic 
system is the wish of the conservative and constructive element among our people; 
but this act is the devilish work of a conspiring combination of evil factors that 
have come forth to strangle a prosperous and once-respected nation. Economies 
were not thought of in cooking up this brew. Its pretended motives of national 
defense and a check on inflation are but thin veils through which any discerning 
man can readily see. To ‘‘Tax and tax and tax”’ is its opening theme; to ‘“‘Spend 
and spend and spend”’ its avowed and ultimate object. Many apparently sincere 
citizens, Democrats and Republicans alike, do not realize that this bill is but a 
spoke in the heavy wheels of the juggernaut that will ultimately grind this Nation 
nto the dust. 

The proposed rates of taxation are confiscatory and unjust, and, unless the 
Senate severely prunes down the looting ambitions that lurk behind this measure, 
there will be no end to the scandalous spending spree that infests high and low 
places. The bill is so vicious in numerous respects that a revision cannot improve 
the situation. It should be rejected in its entirety, a fresh start made, and the 
Senate bring forth a bill fair to the Nation, its citizens, and its industries, and that 
will automatically check the national spiral toward bankruptcy. 

These may be words of wrath, but they represent a growing resentment on the 
part of the people at large. They represent the feelings of my colleagues in the 
profession to which I have belonged for half a century. A Chief Executive is 
determined to give us “‘hell,’’ to use his own rabid language; but the time is not 
far off when this Nation will speak its piece; and the purchase of lukewarm Demo- 
crats and weak-kneed Republicans will not avail the party in power. 


Il, WITHHOLDING PROVISIONS 


The 20 percent withholding provision would prove a serious blow to the financial 
activities of the country and discourage millions of investors upon whose sub- 
stance our industries must rely. It will write down their nest eggs, representing 
a life of saving, by the arbitrary reduction of gross income at the source. It will 
dam up one-fifth of the Nation’s income and: withdraw it from circulation. What 
investor can feel an interest when he knows in advance that someone is standing 
by to write down his income, only to spend it ruthlessly before he ever gets the 
“feel” of his money. 

There are many good people who have had their turn at the wheel of labor and 
industry, and who have retired or been obliged to retire at 65 or sooner, thrifty 
in the hope of a secure old age, too proud to be on the dole, too conservative to 
squander their substance. They are the people who pay the taxes, in due time, 
and without being booted into line long before the taxes are due. The contem- 
plated procedure is a tax-anticipating subterfuge with premature spending as 
its goal. 

This 20 percent reduction is outrageous and has all the earmarks of a vicious 
capital levy. There are numerous taxpayers whose income under retirement 
falls entirely within their exemptions, and in such cases how can advance de- 
ductions from gross income be legally justified? 

Moreover, the enforcement of this provision will require a staff, the cost of 
which will nullify the alleged benefit, and afford just another happy opportunity 
to augment the Government payroll by countless additions of clerks whose votes 
and the votes of whose freinds will make for the perpetuation of the party in 
power. And let us not forget the terrific accounting burden thereby placed upon 
disbursing corporations and brokerage houses; and also the fact that financial 
houses have invested millions in educating investors to the benefits of securities. 
This act will turn investments so sour that the public will lose interest. 

And think of the complications, red tape, endless correspondence, checking 
and rechecking, and the delays involved in refunding excess withholdings, in 
many cases entire withholdings, to millions of people. Months will pass ere the 
taxpayer receives his refund or has returned to him deductions that should never 
have been made. Withholding provisions that ignore exemptions, allowed in 
the very same act, are illegal, inconsistent, and unfair. Like provisions were 
eliminated last year. 
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Ill. EXEMPTIONS 


The purpose of an exemption is to set aside as tax-free enough of a man’s in- 
come to enable him and his family to live decently and to have the benefits of 
food, shelter, and clothing. Decreases in personal exe mptions are not justified 
in the face of the increased cost of living, Once upon a time the exemption was 
fixed at $3,000 per head. Show me the man who can live on $600 per year and 
even less in these trying times—$50 per month for food, shelter, and clothing. 
And even this is to be reduced. Exemptions mean most to men of humble or 
moderate incomes, to large families, and to those who have attained 65 years of 
age or more. An elderly person has two exemptions, an aged couple has four, 
and their incomes are threatened in like proportion. Every man feels the pinch 
of the increased costs of living and soaring taxes; and what is this squandering 
Government doing about that? It purposes to give the taxpayers the double 
pinch. Who would not welcome the words of a Senator spoken in favor of an 
increase of these much-needed exemptions as against the ruthless provisions of 
the worst tax bill that has ever been proposed by an Executive? 

Senator, the people of my State are not only looking to their own two Senators 
for relief, but are invoking the entire Senatorial body of the Nation as American 
citizens. Your loyalty to your country, your energetic representation of the 
people of this land, have attained Nation-wide proportions. We feel that we 
are speaking to a man of courage who, in the discharge of a patriotic duty, defies 
the lash of patronage; and may we ask you to pass on this appeal to your worthy 
colleague? 

tespectfully yours, 
W. W. ScuMaucnu. 


New York 28, N. Y., July 11, 1951. 
CHAIRMAN, SENATE FINANCE COMMITTEE, 
United States Senate, Washinaton, D. C. 

HoNoORABLE Sir: William Jackman, a so-called spokesman for “Investors” but 
in reality a spokesman for management opinion since he receives funds from this 
source, as was brought out at the annual meeting of Consolidated Edison of New 
York has testified before vour committee against the proposed withholding tax. 

This same Mr. Jackman is, as you know, the head of Investors League, and as 
such he pretends to talk for 10 million investors. Many investors have in recent 
years resigned from his league because they are entirely out of sympathy with the 
views expressed, of which the latest example is the manner in which he describes 
the withholding tax as an insult to investors and similar rubbish. 

The truth of the matter is that the writer and many other investors are entirely 
in sympathy with the idea of a withholding tax, since it involves less bookkeeping 
for us. ‘True, it may involve more bookkeeping from the standpoint of the cor- 
poration, but this is deductible from the cost of doing business for the corporation. 

It is quite possible that the figure fixed by the House of 20 percent may be too 
high, because it can be a hardship for the small investor, who lives on a very small 
budget. Therefore it may be wise to revise downward the amount of the proposed 
withholding tax, but the principle should be maintained. 

I happen to also own British and Canadian shares, and we have long had a 
withholding tax, without anyone bringing up nonsense about police-state methods 

As an indication of stockholder sentiment on this subject and to prove that 
the investors are distinctly of two minds on this subject I enclose a copy of pages 
15-16-17 of the postmeeting report of Socony-Vacuum Oil. Both viewpoints are 
presented, and neither was the writer’s since he was not present. Likewise the 
views of Mrs. Wilma Soss, president of the Federation of Women Shareholders, 
is given on page 19 of the same report which also shows the truth of the assertion 
there are two schools of investor thought on the subject. 

What your committee should do is revise the poorly drawn up legislation in 
regard to stock options, so that officers are compelled to pay real taxes on options 
which when exercised are sold as soon as the 6 months period is up. The intent 
of Congress was to see that officers of corpors itions kept stock and became parenet 
This does not happen and they are given a tax hand-out which other investors 
object to when they are giving the 25 percent deduction credit. It should only 
apply after they have kept the stock for a number of vears and are ready to retire 
from business—then I have no ohine tion to their getting the benefit of the capital 
gains tax. 

I ask that this letter be made a part of the testimony before your committee. 

Sincerely yours, 
Lewis GILBERT. 
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Mr. Case. I will have to look it up. 

Mr. Henry. In connection with that, there is a refining method, I understand, 
that they call the Gyro process. Do we use that? 

Mr. Tre1rsworrn. There was a Gyro process that was used about 15 or 20 
years ago. I think it has been abandoned. 

I wonder if you question is pointed to the Gyro process. That was a process 
that was developed by the Pure Oil Co. in the old thermal cracking days. I think 
it has gone out of use. 

Mr. Henry. There is not connection with the process we are using today then? 

Mr. Terrsworth. No. 

Mr. Henry. You have notes payable to banks in the amount of $75 million. 
I was wondering why you do not pay them off. You seem to have quite a lot of 
marketable securities—or do you plan to spend that in additional exploration. 

Mr. Sean. You will notice that in the annual report we forecast about $200 
million in capital expenditures and we think that the cash we have should be used 
for that rather than for loan reduction. 

I might also call your attention to the fact that of our total invested capital, 
only about 12 percent is borrowed, which is a rather low ratio. We can well main- 
tain that volume of borrowing in comparison with the size of the company and 
our total investment. 

Mr. Henry. Do you think that will be enough then? 

Mr. Sean. I think we will be able to take care of our capital expenditures 
without increasing any borrowings. 

Now, things change pretty rapidly in the oil business. I would not want to 
say that for too long a period ahead. But the way it looks now, we confidently 
expect that we shall be able to carry out our capital-expenditure program without 
resorting to any borrowings [Applause]. 

Mr. V. D. Newman. Mr. Chairman, in view of your remarks in regard to the 
affairs of the Government and the election of proper officers and such matters, 
I would like to inquire as to what action the officers of this corporation have taken 
in regard to the 20-percent withholding tax, that has been proposed by the 
United States Treasury and is to be voted upon by the Ways and Means Com- 
mitte and they expect to put pressure enough on Congress to get it passed. 

What action have the officers of the company taken in regard to this matter? 

Chairman Hotton. Asa company we have not taken any action. As acompany 
we do not take sides politically and have to be very careful in connection with 
influencing legislation. 

What action individual officers may have taken or what action they do take 
on these various problems that do come up, I don’t know. 

Mr. NeEwMAN. I]t seems to me it isn’t a matter of politics. It’s a matter of 
self-preservation of our property rights. 

For many years there has been a 10-percent withholding tax that they have 
continuously tried to remove from the statute books. Now the Treasury comes 
up with a 20-percent withholding program. 

It seems to me as though that is a confiscation of the earnings of our property 
before it is paid over to the actual owners of the property. If they can get away 
with this, it would seem to me it would be only a matter of time before they would 
withhold all of the dividends due and payable to the stockholders quarterly 
and perhaps at the end of the vear they might decide to give us a few dollars! 

I have written to the Ways and Means Committee and I hope the rest of the 
stockholders here will do likewise if they have not done so. 

Chairman Howton. I think there is a lot in vour point of view. I am glad 
you have written and I hope other stockholders will voice their opinion on these 
controversial questions that arise. 

Mr. Jacors. I normally do not like to speak more than twice at one meeting, 
but I have a strong viewpoint on this. I may add that I own quite some shares 
of stock, so that any money withheld by 20-percent withholding tax would 
definitely be withheld from me in an extended scale. 

It so happens there is practically nobody in this room who is not in the class 
of paying the minimum income tax. In other words, I don’t think there is any- 
bedy in this room whose income is less than $600, or any married couple whose 
income is less than $1,200 a vear. I believe that the minimum rate of Federal 
taxation is about 20 percent. 

All of you know there is a great evil going on in this country where many per- 
sons who own a small number of shares or who are in low brackets do not pay on 
or report their dividend income. I think it is to the interest of all of you to see 
to it that all taxes which should be legally collected are available to the Govern- 
ment. It will be money in your pocket if this 20-percent tax goes through, 
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because at the end of the year you don’t have to get it back—you merely put 
it in as a deduction in your report. Meanwhile, those persons who have been 
getting away with not paying on the income tax—and there are a very large 
amount, hundreds of millions—no one has estimated it so far—that amount 
will be paid out automatically. It is to the interest of everybody in this room 
to have a withholding tax whose level will be at the minimum rate payable. 

Chairman Horton. I think that points up very well why we as a company do 
not take stands on these various issues. If we took the stand you advocate, we 
would offend the gentleman across the aisle, and vice versa. That is the reason 
we would prefer to let the stockholders know the facts as we see them and let 
them make up their own minds. 

We appreciate your point of view. 

Mr. Newman. This withholding tax is a levy against money that is due and 
payable to the stockholders. It should be paid to the stockholders before it 
goes into the hands of anyone else. 

Mr. IskarL. Are your remarks and the President’s going to be circulated to the 
stockholders? 

Chairman Hotton. Yes, sir. 

Mr. Samvurt APFELBAUM. I notice all the bugaboo about the proposed reduc 
tion of the 27'4-percent depletion allowance is being stirred up in Washington. 

No doubt the company has been going ahead on that matter, and no doubt they 
have thought of what I am suggesting: to put in with the dividend checks a little 
notice that the stockholders should get in touch with their Representatives and 
have them talk against it. 

Chairman Hotron. We are very glad to have your advice on that. That is a 
very complicated subject and if we can summarize it in a way likely to be in- 
formative to our stockholders, I think we would consider sending a statement 
with the dividend checks. 

Mr. ArpreLtBaAumM. I have already received several notices from companies. 

Chairman Hortron. Yes, I know several have sent. notices out. 

Mr. APFELBAUM. Thank vou. 

Mrs. Soss. If I may just sav a word about this withholding tax, I find a great 
difference of opinion between the small stockholders and large stockholders 
Apparently, many of the large stockholders say they like this idea of a withholding 
tax and the small stockholders, particularly the widows and those who are livin; 
on fixed incomes, who really look forward to that money coming in and find it very 
difficult to wait for a recalculation by the Government, are quite upset about it. 

Perhaps it is proper to say at this time—lI hope it is—that the Federation of 
Women Shareholders will be very pleased if any of the women in this audience, 
expressing their views one way or another, will write to us, so that we can help t 
express it for them in Washington. That is, if they will just write to the Fed- 
eration of Women Shareholders, 66 Park Avenue, and say whether you are for it 
or against it, we would welcome your views. Thank you. 

Mrs. CLtareE G, Satrer. Mr. Holton, may we revert for one minute to 
matter of entertainment? You have given us an increase in the dividend 
that’s the most beautiful entertainment there is. [Applause.] 

Chairman Hourton, I think the inspectors have completed their report on thx 
voting for the directors. The polls are now declared closed. The candidates 
nominated have been elected. 

The inspectors have also reported the result of the voting on the resolution to 
approve the appointment of Arthur Young & Co., auditors for the calendar year, 
and that resolution has been carried 

If there is no further business to come before the meeting, a motion for adjourn- 
ment is in order. 

(The motion to adjourn was duly made, seconded, and unanimously carried. 

(The meeting was adjourned at 12:10 o’clock.) 


THe THEATRE OWNERS OF OKLAHOMA, INC. 
OKLAHOMA City, OKLA., July 2, 1951. 
Hon. WALTER F. Grorcn, 
Senate Office Building, Washington, D. C. 

Dear Srr: Your honorable Finance Committee is being requested to exempt 
numerous nonprofit cultural, charitable, and religious organizations from paying 
Federal admission taxes upon public entertainment supplied by them or under 
their sponsorship. More than 20,000 theaters must, under this same law, collect 
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this 20 percent tax upon every ticket sold. In many instances this exceeds their 
profits. 

To exempt any group from collection of the tax is but to add handicap to 
legitimate business and to discriminate in favor of those who, under guise of 
philanthropy, follow show business as an avocation rather than as a vocation. 
This tax is an obligation of the customer, merely collected for the Government by 
the theaters. To waive it will relieve one group of citizens while penalizing another. 
It is easy to understand that this too would create an unfair competitive advantage 
against regular established business institutions. 

Such favoritism will only lend encouragement to the growing practice of de- 
signing operators, who have found that, by being sponsored, they derive decided 
advantage and opportunity to circumvent normal overhead incumbent upon 
similar business. Individuals, opera companies, circuses, carnivals, community 
movies find fertile fields when lodge, police, fire, and veteran organizations allow 
them to exhibit under their banners. Many of these procure a waiver of licenses, 
exhibit in tax-supported buildings and auditoriums, and at reduced expense 
save most of the charity receipts for themselves. 

Cultural organizations generally sponsored by social groups pay their sym- 
phonies and artists prevailing salaries, and like these other groups are definitely 
in business. Just why these should have tax preference as against businessmen 
who provide year-round facilities, employ thousands, pay many taxes, and rely 
upon their own ability to show profit, and who must stand any losses without 
appealing for subscribers’ aid, is beyond our understanding. 

However, should your honorable committee decide for exemption, may we 
suggest that such exemption be made to apply solely to the gross receipts, without 
any expense allowable. In this way persons and organizations with truly charit- 
able intent could provide their efforts and talents for causes of their choice, 
with full return to such channels, rather than unwittingly set up a subterfuge 
for increased profit for others who promote for their own advantage. 

We offer vour members this analysis, based upon the experience of those who 
have spent many years in the amusement business, in hope of acquainting you 
with existing facts. Your sincere consideration is requested. 

Respectfully, 
THEATRE OwNeERS OF OKLAHOMA, ING, 
By M. Loewenstein, President. 


State oF New York, 
Pusiic SERVICE COMMISSION, 
Albany, July 9, 1951. 
Hon. WALTER F'. GeorGr, 
Chairman, finance Committee of the Senate, 
United States Senate, Washington, D. C. 

Dear CHAIRMAN GeorGE: The New York Public Service Commission is 
greatly concerned about the possibility that increased Federal income taxes may 
be applied retroactively to the public utilities subject to regulation. 

The tax bill as it passed the House of Representatives provides that the new 
tax rates are to be effective July 1. There is, however, a general impression that 
the taxes may be made effective January 1, 1951. If the bill is not finally adopted 
until late in September or October, any retroactive feature would make it ex- 
tremely difficult for this commission to fix rates currently that are fair both to 
the publie and to the utility companies. 

This commission now has before it a number of important rate cases involving 
large electric, gas, and telephone utilities. If we establish rates now on the basis 
that a retroactive increase in Federal income taxes will be in effect for all or most 
of the year 1951 and this should not occur to the extent predicted, consumers will 
have been treated unfairly. On the other hand, if the commission gives no con- 
sideration to the prospect of increased tax rates, it holds a threat over the utility 
companies that they may be called upon to pay taxes for which they cannot 
obtain reimbursement. This latter feature is already making it difficult and 
expensive for utilities under our jurisdiction to obtain funds they need to carry 
out necessary capital expenditures to meet increased demands for service by the 
public. 

This commission strongly urges that any final tax bill should not apply to 
regulated publie utilities retroactively or to any period prior to the date of enact- 
ment. If the bill is made retroactive to any material extent, it will be necessary 
for this commission in many cases to consider imposing a special surcharge over 
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a period in the future to enable the utility concerned to recover such retroactive 
taxes, in addition to whatever permanent increase may be required to meet the 
increased taxes after the effective date. 

You undoubtedly are aware that even at the present tax rate it is necessary, 
whenever other factors require an increase in the net income of a public utility, 
to increase the gross revenues collected from consumers by over 2 dollars for 
every dollar of net income required to yield a fair and reasonable return to the 
utility. 

Very sincerely yours, 
Bens. F. Femnpera. 


F. L. BopMan Co., 
Philadelphia, July 9, 1951. 
Hon. WALTER F. GEORGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Str: We operate a small business upon a partnership basis here in Phila- 
delphia as manufacturers’ representatives, the partnership consisting of myself 
and two associates. Jointly and individually we are all opposed to one of the 
sections of the tax measure known as H.’R. 4473 which was approved by the House 
on June 22 by a vote of 233 to 160. 

I refer to that section which provides for withholding at the source 20 percent 
of all dividends being paid by our various American corporations. 

In the first place, we are already confronted with double taxation as corporate 
earnings are first subject to a tax by the corporation and then the individual who 
receives the dividend is again taxed when making up his income tax. 

It has been my practice and the practice of my partners when we have made a 
little money at the end of the year to invest the surplus in American business by 
purchasing some of their common and preferred stocks and although we quite 
realize the necessity of having our Government stop up the leaks by making it 
impossible for those who receive dividends and who have been accustomed not 
to report their receipts to the collector of internal revenue, we believe that ther 
is a very much simpler and less burdensome method which might be voted upor 
by vour committee to collect this tax. 

“Why couldn’t the law be so amended to require corporations to send a small 
slip stating that “John Smith’’ was being paid a dividend of so much and at the 
same time send a duplicate to the stockholder either at the time each dividend ji 
paid or say at the end of a stated period. 

It seems to us that this would be a very much simpler method of solving this 
particular problem. 

We also wonder if your committee has given any consideration to the hardship 
that would be inflicted upon some small seattering investors who purchase cor- 
poration stocks in a small way but who do not have to pay an income tax. In suc! 
instances, 20 percent of their money would be withheld and they would be con 
pelled to await the adjustment by the United States Treasury which means addi- 
tional Government expense for which we all pay taxes. 

The foregoing opinion is respectfully submitted to you and your associates for 
consideration. 

Yours very truly, 
F. L. Bopman. 


Harry Feroauson, Inc., 
Detroit 11, Mich., July 10, 1951. 
Re section 1202 (j) of proposed Revenue Act of 1951. 
Hon. WALTER F. GEROGE, 
Chairman, Senate Finance Committee, 
Nenat: Office Building, Washington, >: 


Dear Str: The proposed Revenue Act of 1951, in the form passed by thi 
House (H. R. 4473) provides for 20 percent withholding on eorporate dividend: 
Section 1202 provides certain exemptions from such withholding. 

Subdivision (j) (1) of section 1202 exempts from withholding ‘‘Any payment 
a dividend or interest (except coupon bond interest) to (A) a foreign corporatior 
not engaged in trade or business within the United States, (B) a nonresident 
alien individual a 
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Subdivision (j) (2) of section 1202 authorizes use of ownership certificates on 
coupon bonds, but does not authorize their use for dividends or for interest 
payments generally. 

If section 1202 is enacted in the form passed by the House, serious inconvenience 
will arise in the case of dividend payments made by American corporations to 
British stockholders. Such dividends are subject, by treaty, to a maximum 
withholding of 15 percent. In most cases such British shareholdings have been 
delivered by the British shareholder to the British Treasury and pledged with our 
own RFC as collateral for a loan to Britain. In such cases, the shares may be 
registered on the books of the American corporation in either the name of the 
beneficial owner or in the name of the nominee of and for the RFC and the British 
Treasury, vet by a dividend mandate the dividends are payable to the RF‘ 

Subdivision (g) of section 1202 would appear to exempt from withholding 
dividends paid to the RFC only if the ownership of the stock (the entire class of 
stock) is in the RFC or in a government or governmenta! instrumentality. 

In our particular case, which is probably typical, the situation is as follows: 


PP forr i 
Preferr 
Beneficial ownership eae 


Individual A—British resident 

Individual B—British resident 

Individual C—British resident 

British corporation not in trade or business 
United States 


Under the proposed law, 20 percent would have to be withheld although the 
beneficial owner would at most be subject to a 15 percent tax. This would 
require the filing of refund claims, with attendant delays and without interest 
(see. 1203 (b)). 

It is respectfully suggested that the use of ownership certificates, or the express 
exemption from withholding of dividends paid to the RFC on stock pledged under 
the British loan (or any similar arrangement) would simplify things not only for 
the taxpayer but also for the Bureau of Internal Revenu The RFC could 


readily set up a standard procedure for whatever withholding is proper on remit- 
tances it in turn makes to Britain with respect to such dividends, quite probably 
such a procedure is already in operation. 

Yours very truly, 


Ropert G. SURRIDGE, 
Vice Preside nt and General Counsel 


Copies to Eldon P. King, Special Deputy Commissioner, Bureau of Internal 
Revenue, Washington 25, D. C. 


GENERAL REDUCTION 
Chicago 13, Ill., Jul 
Hon. Water F. GeorGeE, 
Chairman, Committee on Finance, United States Senate, 
Senate Office Building, Washington, D. C. 

Dear SENATOR GEORGE: Early this year, as president of the General Reduction 
Co., owners and operators of a fuiler’s earth mine in Georgia, I gave testimony 
before the House Ways and Means Committee requesting 15 percent of gross 
sales depletion for fuller’s earth, comparable to that allowed other nonmetallic 
clays and minerals. The Ways and Means Committee in its proposed tax bill 
to Congress, allowed the 15 percent depletion for fuller’s earth, as well as for other 
clays. 

Because of a misunderstanding I was unable to appear before the Senate Com- 
mittee on Finance during the hearings on depletion, it being held July 12 and 13, 
1951. Accordingly, I have been asked to submit this written testimony for the 
record. I am also sending copy of it to each member of your committee. 

Each member of the Committee on Finance, I am sure, is familiar with the 
reasons for the various depletion charges granted companies engaged in mining 
operations because mining products are a wasting asset used up in the process 
of mining. Thus time-consuming effort and expenditures are constantly required 
in developing new deposits. 
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Unless a depletion program, based upon a definite percentage of gross income, 
is followed in mining operations insufficient reserves are made available for 
development needed for continuing mining operations on a practical basis. 
In our own particular fuller’s earth industry, the former depletion based upon 
unit cost per ton averaged around 1 cent per ton. The Bureau of Mines reports 
320,906 tons of fuller’s earth mined in 1949 and approximately the same amount 
in 1950. On the basis of 1 cent per ton, total depletion for all companies in the 
business would amount to only $3,209.06 for 1949. This amount is negligible 
even if one company was privileged to spend all of it. Using $5,199,642 gross sales 
for all producers the total depletion for the fuller’s earth industry would amount 
to only $78,000 on the basis of 15 percent depletion, using 1949 figures. This is 
the minimum amount needed for developing new deposits in our industry. 

I therefore hope that the Committee on Finance will concur with the recom- 
mendations made by the Ways and Means Committee of granting 15 percent 
depletion for fuller’s earth so that our percentage of depletion will be comparable 
to that allowed other similar mining projects. I respectfully refer your com- 
mittee to page 1618, part 3, revenue revision of 1951, hearing before the Com- 
mittee on Ways and Means, House of Representatives, Eighty-second Congress, 
first session—for further details on this matter. 

C. E. Guasser, President. 


UnirEpD COMMERCIAL TRAVELERS, 
July 10, 1951. 
Hon. WALTER F. GEorGE, 
Chairman Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


Dear SENATOR GEORGE: The House of Representatives, having passed a bill 
providing for an increase of $7.5 billion in taxes, the Senate, of course, will next be 
called upon to consider the measure. According to reports, hearings have already 
been undertaken by the Senate Finance Committee. 

While realizing that our increased military expenditures must be financed, this 
organization feels strongly that the time has come when the Federal Government 
must itself practice some economies such as it continues to urge upon the citizens, 
especially insofar as domestic expenses are concerned, 

We are decidedly opposed to some of the provisions of the tax-raising bill 
passed by the I] »ise, particularly those which contemplate increased taxes on 
gasoline and on new automobiles. A great many of our members are traveling 
salesmen who spend considerable time on the highways and whose automobiles 
are a necessity in making a livelihood. 

Gasoline taxes now paid by the user of a passenger automobile and the taxes on 
the automobile itself are now at a very high level, and it is our considered judg- 
ment, viewing the question in broad fairness, that it is quite unjust to add addi 
tional taxes on gasoline and on new automobiles. Any increase in taxes on these 
items will be a hindrance to the business activities of salesmen and a handicap to 
everyone who uses an automobile, and could well result in reducing rather than 
increasing tax revenues from those sources. 

We respectfully request that when this tax bill is up for consideration in the 
Senate that you consider most carefully the already heavy taxes now applying to 
gasoline and new automobiles and bear in mind the burden which they already 
place on persons who must pay them for the purpose of conducting their business 
and earning their living 


We desire to go on record as being opposed generally to continuing increases 
in taxes and urge that our Government initiate some economies and reduce some 
of its nondefense expenditures so that some, at least, of the more onerous pro 
visions of the House bill, such as those requiring increased taxes on gasoline and 
new automobiles, will not be enacted into law. 

Very truly yours, 


Harry L. HANSEN, Grand Counse 
W. J. McCatuum, Grand Secretary. 
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JunE 30, 1951. 
Senator Lester C. Hunt, 
Senate Office Building, Washington, D. C. 

Dear Senator Hunt: We have corresponded with Senator O’ Mahoney pre- 
viously (see attached letters) concerning the excess profits tax situation our 
company encounters. Deputy Commissioner McLarney has not contacted us 
nor have we had any indication of action on our requested ruling. 

It is our desire, therefore, to call to your attention that we are subjected to 
immediate control by our Wyoming Public Service Commission at the choice of 
the Interstate Commerce Commission. Our attorneys made inquiry directly to 
the Interstate Commerce Commission in Washington at the time our system was 
extended to hook up with interstate pipelines at Lance Creek, Wyo. 

The Interstate Commerce Commission informed us that they were overloaded 
with governing and regulating utilities of a much larger status than ours. They 
told us to look to our Wyoming Public Service Commission for our jurisdiction. 
Our system operates only intrastate but the crude moving through our lines 
passes to interstate carriers, 

It is our belief that the fact that the Interstate Commerce Commission is not 
presently exercising jurisdiction is not conclusive, that it does have power to 
exercise such jurisdiction but has chosen to have us under the control of a State 
regulatory body. 

Therefore, we request that an effort be made to have the excess profits tax 
law amended retroactively as to include in section 448 oil pipeline common 
carriers which are subject to the jurisdiction of public service commissions of 
any State. In this connection vour attention is directed to section 448 (c) of the 
Internal Revenue Code which expressly extends to certain public utilities if 
regulated by Stare regulatory bodies. 

We are very anxious to solicit your personal attention in our behalf to help 
adjust an inequity which we fee! definitely discriminates against our company, 
a Wyoming corporation. 

Kindest personal regards. 

Very truly yours, 
Puains Pipe Line Co., 
G. L. Cunver, Preside 


FEDERATION OF WOMEN SHAREHOLDERS 
IN AMERICAN Business, INC., 
New York 17, N. Y., July 16, 1951. 
Senator WaurerR F. GrorcGe, 
Chairman, Senate Finance Committee, 
Washington, mr es. 

DEAR SENATOR GEORGE: The Federation of Women Shareholders asks for 
equality of sacrifice in taxation in these crucial times. Before passing 
holding tax on dividends, we ask that the loophole in the tax law creat 
tion 130A in the Revenue Act of 1950 be plugged. 

As chairman of a committee on Federal tax policy, Mr. Roswell Magill has 
made a great outcry in the press against the House approved bill increasing taxes 
as probably the ‘‘most badlv devised tax measure in our history.”’ Where was 
Mr. Magill when section 130A of the Revenue Act of 1950 was passed? 

In an address before the tax section of the A B A at its 1950 annual meeting, 
Dean Griswold of the Harvard Law School said (Griswold: The Blessings of Taxa- 
tion—Recent Trends in the Law of Federal Taxation 36 ABAJ 999, 1057 (1950 
“~~ * * in the midst of a real shooting war, we are apparently about to enact 
anew tax law which contains some gross, almost crude inequities. Where has the 
voice of the tax section been in these matters? What about * * *-— stock 
options? Is there anv decent justification for the handouts which are about to 
be given to.a special class of taxpayers in these matters?”’ 

I call your attention to an editorial by Ralph Hendershot which appeared in the 
New York World-Telegram, May 7, 1951, after the Big Steel meeting in which the 
management through the proxy mechanism which operates to perpetuate those 
who are in office, arrogated to itself 5 percent of the stock for optioning, escaping 
income taxes and allowing capital gains. Referring to this tax dodge by corporate 
leaders in his editorial captioned the “Blind Mule” ‘“‘who knows better but doesn’t 
care,’”’ this financial editor says: ‘“* * * the general public will not go along 
with the idea of setting up a preferred tax group when they are being called upon 
to dig until it hurts.” 
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The withholding tax will be “digging until it hurts” for widows and those who 
elderly, are forced to live on small fixed incomes in an inflationary era and can ill 
afford to wait for a tax refund from the Government. It will represent the dif- 
ference between butter or oleomargarine on their bread or no oleo at all. Some 
consideration needs must be given to their plight. 

Also there are the ‘‘Vivian Kellemses’”’ who believe that such a tax may not be 
constitutional and would like to see an organization representing stockholders 
make a test case of it. 

We ask that this letter and the enclosure, a reprint of a letter on “Option-itis”’ 
with which stockholders have been afflicted since section 130A of the Revenue 
Act of 1950, be made part of the record of the tax hearings. The enclosed was 
printed as an editorial which appeared about a month ago in the Commercial & 
Financial Chronicle. 

When this section of the Revenue Act of 1950 was passed by the House, it is 
my understanding that the Korean “police action’? had not flamed out. This 
section was shoved through, I am told by the Senate in a compromise session with 
the House, under pressure I have been told from an organization representing 
industry, but financed, of course, by the stockholders of those industries. 

Added to the abuses arising under this legislation are such interesting oeccur- 
rences as the large amounts of stock optioned by managements in contrast to the 
small amount previously owned through their careers with their companies 
For example: chairman of the board, Irving 8. Olds, of United States Steel who 
within 2 vears of retirement age may now purchase thousands of shares of stock, 
only held a couple of hundred shares until last year when management generally 
appeared to be readying for the forthcoming legislation by increasing their hold 
ings. When asked about his former meager holdings at the annual meeting this 
year, Mr. Olds visibly perturbed, mouthed: “I am a poor man * * * my 
wife owns stock!”’ 

When taxes are out of the paper and into the pocket stage and dividends are 
down and elections are up, this preferred class tax legislation is likely to come 
home to the Senate to roost. 

Being sensible of the pressure upon you and your distinguished colleagues and 
the need for wisdom from above, also being sensible that taxes, when unequal, 
breed the birth of new governments, we wish vou the courage of correction and 
Godspeed. 

Yours for home and for country— 

Sincerely, 
Witma Soss, President 


Don W. Snyper Co., 
Los Angeles 54, Calif., July 12, 1951 
Hon. Waurer F. Greorce, 
Chairman, Senate Finance Committee, 
Senate-Office Building, Washington, D. C. 

Dear Str: During the last war, distilled spirits taxes were increased hea, 
from $6 to $9 per gallon—a rate nine times greater than the value of the product 
itself—with the implied promise that the rate would return to $6 with the cessa 
tion of hostilities. The industry, from distiller to wholesaler to retailer, patriot 
cally agreed without hesitanev to carry the additional $3 load without profi 
to itself. This, I assure you, has been an extreme burden and has cut seriou 
into returns rightfully expected from such heavy capital investments as is required 
in this business. 

Now it is proposed that this industry be subjected to a further burden wit 
the imposition of another increase of $1.50 per gallon. 

To all good things there has to be a limit and the law of diminishing retur 
must eventually assert itself. Public resentment and vastly increased illega 
production can and certainly will make this incontrovertible law effective, to t! 
detriment of the national economy. 

These sporadic and frustrated tax sorties only point up the erving need for a 
completely new and modern approach to the whole idea and concept of taxati 
The heaping up of increases upon a tax framework conceived in post Civil War 
days and World War I days is crumbling of it’s own inequitable weight 

Patchwork and shoreing-up of a sagging structure only represents a shirk 
delay in facing fact and realism. Horses and buggies and candles won’t do 
1952—-and neither will archaic, antiquated tax measures. 
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If a completely new and modern concept is required and a national sales tax 
is indicated, so that all will be taxed alike, then let’s face it and be about the job 
and desist in the punitive and confiscatory approach. 

Respectfully, 
JacK MARSHALL. 


NATIONAL ASSOCIATION OF AMUSEMENT Parks, PooLs AND BEACHEs, 
Agawam, Mass., July 12, 1951. 
Senator WALTER F. GEORGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR GEORGE: As president of the above organization I should like 
to offer some pertinent facts regarding our industry before you and your committee 
for consideration should the matter of increased excise taxes be placed on your 
agenda. 

We have already filed similar information with Hon. Robert L. Doughton and 
his House Ways and Means Committee and have received sympathetic under- 
standing of our problems. 

We understand and support the defense production plans and the need of 
additional funds for same. However we feel that we already are overburdened 
with taxes and the load should be shifted to other avenues of revenue. Unlike 
the motion picture industry we are subject to price stabilization regulations and 
cannot increase rates to offset added taxation and costs. 

Furthermore, may we respectfully point out the following reasons why we cannot 
stand added taxes: 

(a) Our patrons are primarily and almost solely from the lower income classes, 
family groups, ete., who are currently burdened with miscellaneous taxes and 
high expenses. 

(b) Free admission prevails in most of our parks and beaches 

(c) Many organized groups come in picnics at reduced prices; the taxes in 
these instances double many times for a total of 40 percent. 

d) Most of us operate a short season—the average being about 15 weeks. 
Most of our property is ‘‘dead”’ for a good portion of the vear but the investment 
is there and the reconditioning must go on year after year even when not producing 
any revenue whatsoever. 

e) The taxes in parks is repetitive—not a single admission tax, but a suecession 
of taxes on almost everything. 

(f) In many States where our members operate they are subject to additional 
State, county, and city taxes pyramided on the Federal 

We trust you will give serious consideration to our probl m. Furthermore 
should any plans for extra taxation as applied to our industry be planned, we 
respectfully request an opportunity to have our representatives appear before 
vour honorable committee. 

Thank you. 

Respectfully yours, 


tax structure 


Epwarp J. Carro.uu, President. 


Ture Tortet Goons AssociaTION, INC., 
New York, N. Y., July 7, 1961. 
Hon. WaLTrerR F. GrEorGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington 25, D. C. 

Dear Mr. CuartrMan: The Toilet Goods Association, Inc., which is the official 
representative organization of the manufacturers of toilet preparations in the 
United States, wishes to record, with the Senate Finance Committee, the asso- 
ciation’s opposition to the recommendations of the Secretary of the Treasury that 
the retail tax on toilet preparations be extended to include shampoos containing 
more than 5 percent of saponaceous matter (soap.) 

The Secretary, in his prepared statement to the committee, did not furnish the 
committee with any justification for this reeommendation, unless it can be said 
he justified it on the basis of the need for additional revenue. The revenue 
affects of such recommendation, however, would be negligible, for it would 
produce, according to the Secretary, only $3,000,000. 
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The Toilet Goods 
to show the committee that, with the existing system of ‘‘selective’’ excises, a tax 
on toilet preparations discriminates unfairly against women, and that in norma] 
peacetime periods, such a tax cannot be justified. The proposal to extend th: 
excise tax to shampoos would add to this discrimination since women are the chief 
users of these products. We do not believe that the discrimination should bx 
accentuated in emergency periods, and we hope that the committee will reject 
this recommendation of the Secretary. 
tespectfully submitted. 
S. L. Maywam, 
Executive Vice President. 


Hersert & Carr, 
Cleveland 14, Ohio, July 12, 1941. 
Hon. WauTer F. Greorce, 
Chairman, Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear SENATOR GEORGE: We respectfully call your attention to the provision 
of section 123 of the revenue bill of 1951 CH. R. 4473) now under consideration b 
your committee. Section 123 (a) proposes to permit only one $25,000 surtay 
exemption, to be divided among a controlled group of corporations. Sectio1 
123 (c) proposes the same limitation wherever applicable in computing minimun 
excess profits credits. 

Our client, United States Truck Lines, Inc. of Delaware (with its principa 
office located in Cleveland, Ohio) which is and has been for more than 17 year 
the parent corporation of a group of subsidiary corporations, is seriously ar 
adversely affected by these provisions. In 1934 its 26 subsidiary corporations 
were merged down to the number of 8, and subsequently 8 additional subsidiaries 
were acquired. It has been the continuous practice of this group to file separat: 
income tax returns. The history of this group clearly indicates no conscious 
effort to secure any tax advantages. 

Under the 1950 act each corporation was allowed a surtax exemption of 
$25,000, and, in the case of seven of the subsidiaries, the $25,000 minimum credit 
for calculation of excess profits tax allowed by the 1950 Excess Profits Tax Act 
was available. In 1950 these corporations paid normal taxes of approximately, 
$650,000, surtaxes of approximately $450,000 and excess profits taxes of approxi- 
mately $120,000. Applying the rates provided in the 1951 revenue bill to the 
1950 tax returns of these companies results in an increased tax of approximatel) 
one half million dollars of which $115,000 would be due to the provisions of 
section 123. Of this $115,000 $88,000 is directly attributable to the provisions 
of section 123 (a), denying in effect 16 of these corporations from the $25,000 
surtax exemption. 

The companies, of course, expect to pay increased normal and surtax rates 
On the basis of their 1950 net profits before taxes and with the same ey 
emptions and credits then authorized, they will be required under the genera 
ratesincreases contained in the 1951 revenue bill to pay almost $400,000mo r 
for this year, an increase in their tax burden of 33% percent. If section 123 is 
enacted into final law their tax burden will be increased by almost 50 percent 
It is difficult to believe that such a harsh and destructive result was intended 

All of these subsidiaries are engaged in various forms of motortrucking, and 
under varving conditions, some in interstate transportation, some in local opera 
tions, and some in transporting special commodities. Some of the States requir 
domestic incorporation. Most of these companies are relatively small companii 
and in many instances are in competition with individually owned compani 
and unincorporated operators in the same general or local areas, all in a high 
competitive field. 

We respectfully submit that, inasmuch as the 1951 revenue bill proposes 
raise normal and surtax rates, the exemption and minimum credit foundatio 
provided in the 1950 Revenue Act and in the 1950 Excess Profits Tax Act shou 
be left undisturbed by deleting section 123 (a) of the proposed bill. 

Sincerely yours, 


Tuomas J. Herpert. 
HerBert & Carr. 
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MEMORANDUM FROM CARNEGIE Corp. OF NEW YoRK ON PROPOSAL FOR WITH- 
HOLDING oF TAX ON DIVIDEND AND INTEREST PAYMENTS, INCLUDING THOSE 
Maps To Tax-ExEMpT ORGANIZATIONS 


The purpose of this memorandum from Carnegie Corp., of New York, is to 
recommend that if a withholding tax on interest and dividend payments is 
adopted such payments to organizations exempted from tax by section 101 of 
the Internal Revenue Code should not be made subject to withholding. 

Carnegie Corp. was established in 1911 by Andrew Carnegie. Its charter 
provides that it shall use the income from its endowment ‘“‘to promote the advance- 
ment and diffusion of knowledge and understanding among the people of the 
United States, by aiding technical schools, institutions of higher learning, libraries, 
scientific research, hero funds, useful publications, and by such other agencies and 
means as shall from time to time be found appropriate therefor.’”’ An amend- 
ment to the charter has given the corporation power to use a portion of its income 
in a similar manner in the British Dominions and colonies. The regular practice 
of the corporation has been to appropriate substantially all of its annual income 
for educational purposes, and no attempt has been made to accumulate income 
for future uses. 

It has been proposed that the Internal Revenue Code be amended to provide 
for the withholding of a 20 percent tax on all dividend and interest payments by 
private corporations and the Federal Government, including payments to organi- 
zations exempted from tax by section 101 of the Internal Revenue Code. <A 
provision for the withholding of a 10 percent tax on dividends alone was included 
in section 601 of the House of Representatives’ version of the Revenue Act of 
1950, but the Senate eliminated this section and the House acceded (H. Rept. 
No. 2319, 8lst Cong., 2d sess., pp. 32-35, 1386-142 (1950); S. Rept. No. 2375, 
SIst Cong., 2d sess. pp. 52-53 (1950); H. Rept. No. 3124, S8lst Cong., 2d sess. 
p. 37 (1950)). 

The proposal for withholding a tax on dividend and interest payments to tax- 
exempt organizations contemplates the filing by such groups of a tax return or 
refund claim in order to recover the sums withheld. The delay in obtaining a 
refund would disrupt the normal scheduling of the activities of charitable founda- 
tions, and in many instances would seriously retard both the progress of projects 
already undertaken and the commencement of additional worthwhile programs. 
Carnegie Corp. frequently pledges grants on a long-term basis to educational and 
research institutions which in turn make their plans in reliance upon periodic 
payment of the promised sums. Since the corporation may not invade principal, 
the postponement of the receipt of a significant amount of income because of a 
withholding tax is bound to affect the institutions which the corporation helps 
support. Many tax-exempt organizations would be faced with serious hardship 
if the receipt of dividend and interest income was delayed eve for a relatively 
short time by a withholding tax. Further, any withholdi tax embracing 
payments to tax-exempt organizations would impose upon the Government the 
burden of processing the refund claims of these organizations. 

Carnegie Corp. does not, of course, offer any opinion on the merits generally 
of a withholding tax on dividends and interest payments. However, it does 
suggest that, if the proposed withholding tax is enacted, payments to tax-exempt 
organizations may be excluded from withholding without impairing the practical 
operation of the withholding tax. Some of the numerous precedents for special 
withholding-tax treatment of different categories of taxpayers are referred to in 
the discussion below. 


RECOMMENDED PROCEDURE FOR EXCLUDING PAYMENTS TO TAX-EXEMPT ORGANIZA- 
TIONS FROM WITHHOLDING TAX 


It is recommended that, if a withholding tax on dividends and interest is 
adopted, tax-exempt organizations be permitted to file with withholding agents 
a form of exemption certificate notifying them not to withhold a tax from pay- 
ments to such organizations or their nominees because such organizations had 
been ruled exempt by the Commissioner of Internal Revenue. Even if the with- 
holding law were not to require withholding agents to furnish individual with- 
holding statements, the exemption certificate procedure would not result in any 
appreciable inconvenience to withholding agents, and it would not complicate 
the withholding structure for the Government. Instead of the withholding 
agent reporting merely the gross dividend and interest payments made during a 
particular period and remitting to the Government 20 percent thereof as the 
withholding tax (except as otherwise required by present Internal Revenue Code 
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and treaty provisions referred to hereinafter), withholding agents would simply 
modify their report by deducting from gross payments the total of payments to 
tax-exempt organizations or their nominees and would remit 20 percent of the 
balance. 

Such differentiation by withholding agents among different classes of recipients 
of dividends and interest would be far from an innovation. Section 143 (b) of 
the Internal Revenue Code requires withholding of a 30 percent tax from divi- 
dends, interest and other payments if they are made to a nonresident alien 
individual or a partnership not engaged in trade or business in this country and 
composed in whole or in part of nonresident aliens. That section expressly con- 
templates the further differentiation of a reduction in rate, as may be provided 
by treaty, for nonresident alien individuals who are residents of Western Hemi- 
sphere countries. Section 144 contains similar provisions with respect to pay- 
ments to foreign corporations subject to tax and not engaged in trade or busi- 
ness in this country. Resident aliens and resident foreign corporations may, 
however, guard against the inconvenience of withholding by filing, respectively, 
with withholding agents certificates of residence on Form 1078 or letters calling 
the withholding agent’s attention to the corporation’s status (U. S. Treasury 
Regulation 111, sees. 29.143-3, 29.144-2). 

As contemplated by section 22 (b) (7) of the Internal Revenue Code, various 
tax conventions between the United States and other countries have exempted 
certain income of nonresident aliens and foreign corporations from the United 
States income tax or lowered the rate of tax. Consequently, such payments 
have been exempted from withholding or made subject to withholding at the 
lower rate. For example, as a result of the convention with Canada, Canadian 
charitable and educational organizations coming within the scope of section 101 
of the Internal Revenue Code are exempted from United States income tax 
Such organizations or their nominees may obviate withholding on dividends, 
interest and various other income items by filing with withholding agents Form 
1001 or similar statements notifving the withholding agents of the organization’s 
exempt status (T. D. 5206, 1943 Cum. Bull. 526; T. D. 5157, 1942-2 Cum. Bull 
137, 141). 

The convention with the United Kingdom has resulted in a reduction of the 
withholding rate on dividends paid to a nonresident alien or a foreign corporatio: 
whose address is in the United Kingdom from the usual 30 percent to 15 percent 
to reflect a corresponding reduction in tax liability. There is complete exemptior 
from tax and hence from withholding on interest pavable to a nonresident who is 
a resident of the United Kingdom or a foreign corporation which is managed and 
controlled in the United Kingdom, if such alien or corporation is subject to a 
United Kingdom tax on the interest and at no time during the taxable year had 
a permanent establishment within the United States. 

To obviate withholding on interest payments the nonresident alien or foreig: 
corporation may file Form 1001-UK with each presentation of interest coupons 
for payment, and in the case of interest other than interest payable by means of 
coupons, Form 1001A—-UK may be filed with the withholding agent. Provision is 
also made to eliminate withholding on patent and copyright royalties and film 
rentals, real property rentals, natural resource royalties and pension and life 
annuity payments by filing the prescribed form or, in some cases, merely a letter 
with the withholding agent. The withholding agent forwards the form or letter 
to the Commissioner of Internal Revenue (T. D. 5532, 1946-2 Cum. Bull. 73, as 
amended, T. D. 5580, 1947-2 Cum. Bull. 88; T. D. 5569, 1947-2 Cum. Bull. 100 

Tax conventions with Denmark, France, the Netherlands, and Sweden and 
other provisions of the convention with Canada likewise have resulted in exemp- 
tion from, or reduction in the rate of, withholding on various types of payments, 
and in appropriate cases exemption forms or letters are filed with withholding 
agents. (Denmark: T. D. 5692, 1949-1 Cum. Bull. 104; T. D. 5777, 1950-1 
Cum. Bull. 76. France: U. S. Treasury Regulation 111, sec. 29.143-3; T. D. 
5499, 1946-1 Cum. Bull. 134. Netherlands: T. D. 5690, 1949-1 Cum. Bull. 92; 
T. D. 5778, 1950-1 Cum. Bull. 92. Sweden: T. D. 4975, 1940-2 Cum. Bull. 43 
U. S. Treasury Regulation 111, sec. 29.144-2. Canada: T. D. 5157, 1942-2 
Cum. Bull. 137; T. D. 5206, 1943 Cum. Bull. 526.) Except in the case of Canada 
these conventions do not confer any special exemption from United States incom: 
tax upon foreign charitable and educational organizations. 

Withholding of tax on tax-free covenant bonds under section 143 (a) of th 
Internal Revenue Code may be obviated in specified cases by the filing of Form 
1000 with withholding agents when presenting coupons for payment (U. 5 
Treasury Regulation 111, sec. 29.143-3). 
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The foregoing shows that in a variety of situations where income has been 
exempted from tax or is taxed at a reduced rate, there is a parallel exemption from, 
or reduction in, withholding requirements. The result is that withholding agents 
are frequently called upon to differentiate among recipients of dividends, interest, 
and other payments. With respect to dividends, the pattern of withholding shows 
the variations of a 30 percent rate generally upon payments to nonresident aliens 
and foreign corporations subject to withholding, a 15 percent rate pursuant t 
treaties with Canada, Denmark, the Netherlands, and the United Kingdom, and 
a 10 percent rate pursuant to the treaty with Sweden. With respect to interest, 
there is a 30 percent rate applied generally upon payments to nonresident aliens 
and foreign corporations subject to withholding, a 15 percent rate in accordance 
with the treaty with Canada, and no withholding in accordance with treaties 
with Denmark, the Netherlands, and the United Kingdom The genera! 15 
percent rate of the Canadian treaty is not applied to payments to Canadian 
charitable and educational organizations since such payments are t 
withholding. 

If the present general 20 percent withholding proposal is adopted, a provision 1 
preclude withholding on payments to tax-exempt organizations or their nomine 
would simply conform to familiar practice and would accord United Stat 
charitable and educational institutions the same treatment now 
Canadian organizations. Indeed, it would seem apparent that 
is called for in the case of tax-exempt organizations to prevent substantis 
ference with their normal functions and possibly severe financial hard 
Particularly in view of present high costs should no added diffi 
way of continued solvent operation of the country’s charitable 
institutions. 
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Faser, Cor & Grea, Inc., 
New York 18, N. Y., July 12, 
Hon. Water 8. GEORGE, 

Finance Committee, United States Senate, 
Senate Office Building, Washington, D. C. 

Dear SENATOR GEORGE: Our attention is called this morning to an amend- 
ment to paragraph 605 of the Tariff Act of 1930, which amendment is being 
sored by Senator Holland, of Florida. 

This firm is the largest importer of Habana cigars in the United States. We 
call your attention to the fact that the total importations of Habana cigars into 
the United States for the calendar year 1950 was 11,000,000 cigars. If you com- 
pare this quantity with that of the total cigars sold in the United States, namely 
about 5,600,000,000 per vear, vou will see that this amendment is applicable to a 
pitifully small segment of the cigar industry, and as its only purpose could be a 
questionable desire to better inform the smoking public through outside markings 
as to the origin and type of product, its value, if the proposal was meritorious, is 
woefully small. 

It is our opinion that the proposed amendment is completely without merit, 
and to substantiate this contention we are shipping to you by parcel post a box of 
imported cigars, so that you can compare the present outside markings with those 
proposed in the amendment. In the first place, as related to cigars as a whole, 
over 90 percent of a!l the containers of all types of cigars do not in any wav identify 
the product as to its character, the origin of the tobacco, or the place of manufac- 
ture, and there is of course no reason why they should. In the manufacture of 
what we in the industry refer to as clear Habana cigars many of the leading fae- 


Spon- 


i 

tories, particularly those located in the city of Tampa, Fla., are permitted under 
regulations to designate a certain area of their factory as a bonded warehouse. 

These factories use tobacco of Cuban origin exclusively in the manufacture of 
their cigars, and this tobacco is held in these warehouses ia bond until the manufac- 
turer is ready to use it. The duty is paid and then the tobacco is withdrawn. 
This practice started before I commenced my career in the industry, which was 
36 vears ago. At that time the sales of cigars in the United States imported from 
Cuba were probably as high as 100,000,000 a vear, and as factories in this country 
started to make a similar type of merchandise out of similar tobacco with workers 
who were almost entirely immigrated from Cuba they desired to identify these 
products in the minds of the smoker and this was done with a bonded stamp which 
appears on the outside of the package. At the same time there are a large number 
of producers of these cigars in the United States who do not make them in bond. 

An inspection of the cigars we sent you would certainly indicate that any 
tional markings on the outside of these boxes would serve no useful purpose. 
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greatest protection to the consumer on this type of cigar, which prevents fraud in 
any way, is the official warranty stamp of the Cuban Government itself. Please 
bear in mind that only a small proportion of the cigars imported from Habana, 
Cuba, are sold to the consumer by the box. Probably 80 percent of them are pur- 
veyed one, two, or three cigars at a time out of a box which is open, and obviously 
additional markings on the outside of the box can serve no useful or practical pur- 
pose when the box is open and the consumer does not even see the outside. 

The packaging of cigars in boxes is a very expensive proposition. The labels 
today cost more than ever before, and the change in the markings as suggested 
by this amendment would either require a separate ruling involving a long period 
of time before the change-over was made, otherwise all present labels would have 
to be junked at a terrific expense. Certainly you must agree upon inspection of 
the box of cigars submitted to you that the external adornments already required 
and used exceed that of any other product sold in the United States. We strongly 
protest the adoption of this amendment as being illogical, impractical, and wholly 
unnecessary, and serving no useful purpose. We sincerely trust that you will do 
us the courtesy of permitting the other members of your committee to read this 
communication. If there is any further information that you would like to have 
as supporting our opposition to this amendment, please feel free to call on us. 

Sincerely yours, 
R. S. Wiiurams, President. 


P.S.—After the box of cigars previously referred to has served the purpose of 
yourself and vour committee please feel perfectly free to retain them for your 
personal use if you are a cigar smoker; otherwise they might serve a useful social 
purpose in your office. R.S. W. 


PrRoposeD REVENUE Act or 1951 (H. R. 4473, 82p Cona., Ist Sgss.) 


Subject: Twenty percent withholding of tax at source on dividends, ete., as il 
applies to organizations exempt from tax. 

From: The National Social Welfare Assembly, New York 19, N. Y.; the National 
Committee on Foundations and Trusts for Community Welfare, Chicago, 
Ill.; Community Chests and Councils of America, Inc., New York 17, N. Y. 


The above organizations and their thousands of affiliated and related charitable 
agencies all over the United States have a natural interest in the proposal for 
withholding at source of taxes due on dividends. A special problem arises because 
such organizations are tax-exempt and in many cases receive a substantial propor- 
tion of their income from dividends and such sources. The seriousness of the 
problem is, of course, related to the extent to which an organization is dependent 
upon this type of income. 

Determination of necessity and soundness of such a withholding procedure is 
left to those more competent to express an opinion. However, it is desired to call 
attention to potential hardships for tax-exempt organizations involved in this 
proposed legislation, such as: 

1. Additional bookkeeping and paper work and thus an additional overhead 
cost in the administration of contributed charitable funds, 

2. Possible loss of interest on funds to the extent of the delay between payment 
of the dividend and date of the refund, 

3. Interruption of the normal flow of income to an organization which could 
cause delay in meeting its obligations. 

Tax-exempt organizations are innocent bystanders in this matter as there is 
obviously no intention of changing their tax status. In view of these difficulties, 
exemption from such withholdings at source (as is provided in the case of non- 
resident aliens, for example) for tax-exempt organizations would be preferred. 
If such an exemption is considered administratively unfeasible, certain safeguards 
must be provided: 

1. Provision for immediate crediting of such withholdings against social security 
and employee withholding tax liability must be made. It should be understood 
that while this may eliminate all but the first hardship for some agencies, there are 
numerous organizations such as community trusts, where income from dividends 
is large and the number of employees negligible. 

2. The refund procedure must be simple, quick, not less frequent than quarterly 
and should not require completion of an income-tax return. 
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Unitrep CLay MINES Corp., 
Trenton 6, N. J., July 17, 1951. 
Subject: H. R. 4473 (Rept. No. 586). 
Hon. WAvtrEeER F. GrorGe, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


Dear Str: With reference to subject we would like to call your attention to 
section 304, Percentage depletion, page 85, lines 20 and 21. In these lines the words 
“ball and sagger clay,’’ appear and, in the interest of clarity and better under- 
standing and to obviate any possible differences of opinion in the interpretation 
of these words, we believe that they should be modified by striking out the word 
“and” and replacing it with the word ‘‘clay”’ followed by a comma. These words 
would then read ‘“‘ball clay, sagger clay.” 

As the words now appear it seems to us that there is a possible inte rpretation 
that the two types of clay, ball clay and sagger clay. must occur together in the 
same mine and be mined concurrently to be eligible for percentage depletion. 
This, of course, is not the intent and because of this we feel that the aforementioned 
modification would be to the best interest of all parties concerned. 

Yours very truly, 
Unirep CLay MINES Corp.. 
C. W. Hatt, President. 


STATEMENT OF Raupu A, FLETCHER ON BEHALF OF NATIONAL ButLDING GRANITE 
QuaRRIES AssoctaTIon, INe. 


The granite industry, although today only a shadow of the proportions which 
it attained in the early part of this century, can and will be a strong, vital part 
of the national economy again if given the proper consideration by the Govern- 
ment in the question of depletion. 

Granite is a natural resource, having been commercially produced in more than 
75 percent of the States in the Union at one time or another. Although the 
material itself is common, deposits which are profitable to work under present 
-onditions are not. Thev are difficult to discover and costly to develop. The 
risk involved is far too great in view of any possible reward, with the result th: 
venture capital is not available to this industry on any terms. We know of but 
one instance in which new capital has entered the granite business since 1929, 
but we do know of many, many failures since that time and this trend still con- 
tinues. The great economic disturbances occasioned by two world wars and the 
boom and the bust of the twenties have brought tremendous sufferings to this 
industry. 

The Bureau of Mines reports that in 1949 there were only 139 active producers 
in the United States, although in 1928 the same Bureau reported 464 active units 

‘his is not a case of fewer having more as is instanced by the volume used in 
rough construction which decreased from 356,000 tons in 1928 to 55,000 tons in 
1949, while in the same period dressed architectural granite dropped from 1,400,000 
cubie feet to 540,000 cubic feet. 

It seems obvious that granite, as an industry, is threatened with extincti 
that there is great danger that the art of production may become forg 
necessary skills lost. This in itself is extremely important when one recalls 
during the two world wars the granite industry provided a substantial resé 
of highly skilled and trained help from which many war industries benefited. 

Granite concerns have always been considered as small business and see 
lestined to remain in that category. As such, it has suffered the numerous il 
which small business has experienced in the present economy, but to 
legree than most of them, especially in its inability to obtain finance. { 
rived no financial benefit from the two world wars as did so many of its competit 

Granite is recognized to be one of the best of construction materials, 
ise is only retarded by its cost. There are definite long-range prospects of 1 
lower costs and greater volumes if modern technology can be applied t 
material, but technological improvement is retarded by lack of capital. 

Currently, as a Nation, we are exhausting limited resources of various metals 
and minerals. In some instances, the supplies already are dangerously depleted. 
By using granite, which is not only suitable but in many instances better for the 
purpose, the interests of the Nation in terms of development and security will be 
better served. 

It seems obvious that a business organization engaged in the exploitation ‘ 
natural resource will die with the exhaustion of that resource if it cannot obtain 


otten 
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new capital, or accumulate reserves sufficient for exploration and development o 
new resources. This exhaustion of resources has been taking place in the granit 
industry and will, in the not-too-distant future, result in the extinction of thy 
industry. In view of this and the diminishing returns on sales, there is a stron; 
tendency for the owners of good deposits to sit on them and to limit sales, 

Many of the ills which are now plaguing the granite industry can be remedi 
by granting to those in the industry the right to use the percentage depleti 
method for income-tax purposes in determining the exhaustion of the deposi 
This would have a very stimulating effect on the granite industry. The reserv: 
that would be provided by the use of the percentage-depletion method wou 
enable members of the granite industry to go ahead with the technological develop 
ment of the industry which, in turn, would result in much lower costs to the cor 
sumer and greater volume. It would also help to encourage exploration and di 
velopment of new resources. Both of these factors are very important if gran 
is ever to relieve some of the burden from those minerals which are rapidly near 
ing the point of exhaustion of resources and which are so important to the 
curity of the Nation. 

It is quite apparent, therefore, that the right to the use of the percentag 
depletion method would be a tremendous shot in the arm for the granite industr 
a stimulant that it needs very badly. However, one should not lose sight of t} 
fact that this provision will also tend to serve the best interests of the Nation 

This incentive to granite producers will lift the industry to its former hi 
position in the Nation’s economy by encouraging increased production, which, 
turn, will provide additional revenues to the Government from profits and wag 
arising from the increased activity in the industry. The reserves resulting fro: 
the use of the percentage-depletion method will provide the funds necessary 
the exploration and development of new resources and thus add greatly to 
national wealth. 

The granite industry should be given the right to the use of the percentag 
depletion method of determining the annual exhaustion of deposits, not only 
cause it will aid the interests of the industry, itself, but also because it will furt! 
the interests of the Nation. 


STATEMENT BY AMERICAN PotasH & CHEMICAL CorP., SEARLES LAKE, Ca. 
Re EXTENSION OF PERCENTAGE DEPLETION ALLOWANCE TO BorRAx 


The purpose of this statement is to summarize the facts which support 
extension to borax of the percentage-depletion allowance which is not granted 


a large number of so-called nonmetallic minerals by paragraph 114 (b) (4) of t 
Internal Revenue Code. 


DESCRIPTION AND OCCURRENCE 


Borax (tineal or tincalconate) is a natural compound found at the present 
principally in California and Nevada. The word “borax” is derived from 
\rabian or Persian word ‘‘borak’’ meaning ‘‘white.’’ In mineralogical dic 
aries it is an anhvdrous sodium tetraborate with a chemical formula of Na.B,O 
10 H,O, theoretically composed of 36.6 percent boron tetroxide or anhydr 
borie acid (B,O3), 16.2 percent soda (Na,O) and 47 percent water (H,O), but 
composition varies. It is a white powder readily soluble in water, producir 
faintly alkaline solution. 

Borax is found in the state of nature in a considerable variety of forms, su 
as brines in prehistoric desert lakes and in various rocks or ores known as 
manite, rasorite, kernorite, ete. In commercial or trade parlance it is the er 
or unrefined commercially marketable product derived from the applicatior 
various ordinary treatment processes to these brines and/or ores. An important 
secondary product, borie acid, is obtained by the reaction of borax to sulf 
acid. In certain desert lake brines in California, borax is found in conjunet 
with such minerals as potash, thenardite (sodium sulfate), and trona which ha 
previously been granted percentage depletion. The commercial value of 
borax is largely determined by the boron oxide content. 

The Minerals Year Book of the Bureau of Mines for the vear 1947 cont 
the following data with respect to the production of boron minerals in the | 
States: 
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| 
Gross B203 Borax 
| Weight content equivalent 


Tons Tons Tons 

256, 633 87, 600 239, 901 $6, 401, 
277, 586 91, 700 251,130 | 6,579, 5 
325, 935 104, 600 286, 458 | 7, 635, 
$30, 689 129, 800 355,470 | = 9, 575, 
501, 935 145, 700 399,014 | 11,844, 


B,O; converted to borax at ratio of 2.7386. 

The United States is the world’s main source of boron products at the present 
time. The Minerals Year Book, 1943, states: ‘‘With the exception of small 
quantities of boron minerals produced in Italy, Turkey, Tibet, and certain South 
American countries the United States has been virtually the world’s supplier in 
recent vears.”’ 

In 1946, the following firms reported production: 

Pacific Coast Borax Co., Boron, Kern County, Calif. 

American Potash & Chemical Corp., Searles Lake, San Bernardino County, 
Calif. 

West End Chemical Co., Searles Lake, San Bernardino County, Calif. 

Pittsburgh Plate Glass Co. (Columbia Chemical Division), Owens Lake, 
Invo County, Calif. 

United States Borax Co., Los Angeles, Calif. 

It will be noted from the production figures set forth above that there has been 
a steady and rapid increase in the production of boron minerals in the United 
States during the past 5 years, reflecting the increasing variety and magnitude 
of uses to which borax is being put by industry and agriculture. Production has 
almost doubled in this short period. Borax can in no sense be condidered a war 
baby. On the contrary, it is a material of ever-increasing importance in an 
expanding peacetime economy. 


HISTORY OF BORAX INDUSTRY 


The first discovery of borax in the United States was in 1856 at Red Bluff, 
Calif., and in 1864 small quantities were obtained from Clear Lake in that State. 
The first commercial deposit was opened up in Teales Marsh, Nev., by F. M. 
Smith, and production was also obtained about that time from Rhodes Marsh, 
Nev. 

Production in California was begun about 1873 by a group of miners on the 
east side of Searles Lake in the Mojave Desert, then known as Borax Lake. In 
the 1880’s, however, the discovery of crude borax in the form of colemanite in 
the salt crust on the marshes of Death Valley revolutionized the industry and 
became the major source of boron products for a number of years. From these 
deposits came the familiar ‘20 Mule Team Borax” for household use. Production 
at Searles Lake and at the Nevada marshes was discontinued. 

The next major step in the industry began in 1908 with the formation of the 
California Trona Corp. to work the brines at Searles Lake. However, actual 
production at this place was not undertaken on an important scale until 1913, 
when the American Trona Co., the predecessor of American Potash & Chemical 
Corp., was organized. Production of borax from the American Potash plant at 
Searles Lake has been almost continuous since about 1916. Today this plant 
accounts for about 30 percent of the United States output, while another 5 to 10 
percent of such output is derived from Searles Lake brines by the West End 
Chemical Co. 

The last major change in the production of borax products occurred in 1926 
with the discovery of extensive deposits of rasorite, a new borax mineral, in the 
Kramer district of the Mojave Desert in Kern County, Calif. This new deposit 
proved a more economical source of borax than Death Valley. As a result 
Pacific Coast Borax Co. shifted its operations from Death Valley to the new 
mines in the Kramer district, and production from this source now accounts for 
more than 60 percent of the United States output. 


USES OF BORON PRODUCTS 


Borax enjoys a wide and growing variety of uses and is consumed in virtually 
all portions of the United States. It is so easily fusible that it is of great value as 
a flux. By reason of this property, borax is used in the manufacture of many iron 
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and steel articles such as bathtubs, kitchen and bath fixtures, cooking utensils, 
and laboratory equipment, and for the making of heat-resistant glass of the Pyrex 
type, used in baking dishes, laboratory glassware, lamp chimneys, electric lamp 
bulbs, and pottery glazes, as well as in smelting various metal concentrates, in 
soldering and welding of metals, and in brass smelting. 

Borax is of great value in the manufacture of glass not only because it lowers the 
melting point but because boron compounds impart high refractiveness, 
the tendency to devitrification, and lower the coefficient of expansion. 

Borax is used in extremely large quantities in the laundry and kitchen. It is 
employed extensively for its detergent qualities. It is an efficient water softener 
and, reacting with the soap, destroys constituents of hard water, thereby effecting 
economy in soap consumption. It is a constituent of certain high-gloss starches 
and is used in paper mills for imparting a gloss to book paper and playing ecards. 
It has important uses in the pharmaceutical industry by reason of its antiseptic 
and therapeutic qualities. 

Borax is also used in the citrus industry as a preservative, and has been found to 
act as a preservative for wood. It is employed as an anticoagulant in the manu- 
facture of rubber latex. One of its very important fields of commercial use is in 
the tanning industry, where it has wide application in the soaking and cleaning of 
hides and the dressing of leather for subsequent processes of manufacture. In 
the textile industry, borax is used in dyeing and as a means of rendering certain 
cloths fireproof, and it is also emploved as one of the reagents in the chemical 
degumming of silk.- Borax is an effective larvicide and has manifold applications 
throughout the chemical industry. 

During World War II boron gained military s 


amounts, of increasing the hardenabili 


reduce 


ignificance as a means, avhen used 
ty of steels, and also proved very 
e as a fire retardant in the paint used on naval vessels and equipment. 
ecently, publicity has been given to the possible use of boron products in rocket 
as refractories for jet and rocket engines, and as a catalyst in the manufac 
ire of rubber, gasoline, and chemicals. 

Of major importance in its relation to future demand for borax and boron ma- 
terials is their growing use in the field of agriculture, both as a weed killer and a 
plant nutrient. Exhaustive recent studies from agricultural experiment station 
and universitv research laboratories have shown that 






soils in various sections of 
the United States suffer from boron deficiency. In such areas the addition of 





boron in fertili il dressings results in a marked improvement in the qual- 
itv and size « number of commercial crops. Borax production here 
stands on thet fa vast new market and demand 

Imporis of boron products are very small because the bulk of world production 
a “ ! omes from California There is a tariff, going back to 1922, of one 
re h a pound on borax, and a tariff of one-half cent a pound on borie acid, 
a reduction from 1 cent a pound o he laiier having been made in 1949 by the 


made at the request of 





n paid verv substantial rovaltie 
to Federal Government on account of production under leases of public do- 
m of which amo >107,899.48 was assessed against borax alone. 

Kxact comparable daia on domestic prices for borax for various vears are no 
i is! = f ight cos i i ‘ ubstantial elemer in wl cost 
to the ‘or consumer, and the practices of the industry with respect to freig} 


deviations in some vears. the general price trend has 
Hee! oO eabiv downward The Januarv 1, 1949 pri of American Potash & 
C} micai Corr for bora. 1! bags per ton f oO b. Trot 2 Wi h no freiel allowan e, 
‘ $35.25 per ton, as compared with a price of $151 per ton in 1920 Of this 


1949 price, 54 per ton represents charge for bag 
In 1947 and 1948, the American Poiash & Chemical Corp. increased its pro 
ductive capaciiv as regards borax by about 30 percent. The demand for borax 


has grown rapidly in the last few vears and threatens to outrun the supply. The 
knewn major sources of supply are raiher dangerously coneentrated within a 
single limited geographical area. The general welfare and national security 
wo d be well served by energeti and widespr ‘ad exploration for new deposi 


and reserves of boron materials to meet the ever-growing market demands and to 


place the industry itself upon a broader base. The most effective way to supply 
a needed incentive for such exploration and development would be to extend the 


percentage depletion allowan: PO borax produ: ion 
The exploration for and development of boron mineral! deposits has shown by 


experience to be a costly affair, involving the investment of large amounts of risk 
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sils, 
TeX capital. Important deposits have generally been found in isolated and sparsely 
mp populated regions. Large outlays for construction of metallurgical treatfuent 
» In plants, water supply, transportation facilities, and housing and living accommoda- 
tions for workers are necessary. At Trona on Searles Lake, American Potash & 
the Chemical Corp. has had to develop a modern town of about 3,500 people, equipped 
uce with a fine school, up-to-date hospital, medical and sanitary facilities, stores, 
: and athletic and recreation features—all this in the middle of one of the most 
tis barren deserts on the American continent. 
By reason of its many varied uses, borax is competitive at different poin 
several mineral products already enjoying the percentage depletion all : 
The same considerations of policy which have induced the Congress to extend the 
allowance in recent vears to a large number of other nonmetallic minerals are 
plainly applicable to it. The existing rate of 15 percent of gross income from 1 
property, limited to 50 percent of net income, is belie’ { } 
reasonable allowance, and is the minimum required to 
and development of new deposits which the national i 
In the event that section 114 (b) (4) of the code is a 
among the minerals entitled to the percentage depletior 
amendment should be made to section 114 (b) (2) to e: 
the depletion allowance based upon discovery valu You 
fully requested and urged to approve such amendment 


ee 


COMMUNITY Sit 
Lake Preston, S. Dak.., 
Hon. Senator Kari Munp?, 
United States Senate, Washington, D. C. 


DeaR HONORABLE Munpr: We noticed in the press tha 
Federal savings and loan associations, and cooperates in 
Federal income tax unless the House bill is amended by 

We want to call vour attention to the fact that 
the population of South Dakota who are not 
organizations are very much opposed to the fact t : 
should go tax-exempt free and the rest of the businessmen 
additional tax. We want to call this to your attention in a very firn 
we believe that banks are now paying more than their just 
income tax. 

I am in favor of a repeal of certain porti 
under which co-ops and mutuals escape Federal ine 
define all business net income of co-ops and mutuals a 
corporate level before its distribution as patronage dividen 
will not be tax equality. 

Kxisting income-tax laws exempt the following from 


tax: Federal- and State-chartered building, savings an 


savings banks, cooperative banks, credit unions, producti 
Last vear the total resources of these tax-exe 

billion on which they earned more than $800 milli 

banks would have paid nearly $260 million in F 

amount of earnings. These tax-favored organizati 
Here are the facts: 


There are 6,000 Federal- and State-chartered building, savir and loa 


hy 


ciations with assets of nearly $12 billion and annual earnings of $400 million 
they paid Federal income taxes like other commercial banking porati 
to pay, their annual income-tax bill would be $125 million or more. Th 
530 mutual savings banks with total resources of almost $20 billion and 
earnings of $375 million. They are able to avoid payment of $130 million a vear 
in Federal income taxes. , 
Other cooperative financing organizations include 500 production 
ciations, 1,250 national far loan associations, and 9,000 feder: 
chartered credit unions. Their combined assets exceed a billion 
which they earn $25 million annually, paying no Federal income 
earnings. 
These organizations have ample ability to pay Federal income taxes 
any other financial institution. In many cases their earnings are greater 
their resources much larger than taxpaving institutions. 
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With the advent of the present 45 percent corporation income-tax rate and 
the imminent threat of further increases, this issue has assumed an importance 
second to none. 

An ever-mounting tax burden is virtually certain in order for this country to 
meet the necessary increase in military expenditures. Mutual and cooperative 
organizations such as mutual savings banks, savings and loan associations, etc., 
were permitted during two world wars to escape paying their part of the crushing 
costs of preservation, while their taxpaying competitors paid a great part of their 
earnings to the Federal Government. Congress must not permit this to happen 
again. 

The 45-percent tax rate now makes it more apparent than ever that two com- 
petitive businesses cannot in fact compete if one of them is required by law to 
pay out almost half its earnings to the Federal Government, while the other is 
legally excused from paying anything. We are convinced that appropriate taxes 
should be imposed upon building and loan associations, savings banks, and 
so-called mutuals. 

We should be interested in seeing that the businesses on the west side of the 
street are placed on the same footing as are the businesses on the east side of the 
street. No man can operate a business, pay taxes under the existing rates, and 
compete with a tax-exempt business on the other side of the street. 

Cooperatives, mutual organizations, building and loan groups—these are all 
useful types of associations with a legitimate and valid place in the American 
economy. They perform valuable services, but we believe they should be taxed 
on the same terms as other corporations doing business in the United States, 
Their exemption is now costing the Treasury about $1 billion a year. 

Your consideration in this matter will be appreciated. 

Very truly yours, 
H. Kopprervup. 


Ernst & Ernst, 
Cleveland, July 17, 1951. 
Hon. Wattrer F. GEeorGE, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

Dear Str: As suggested in your letter of July 11, I am pleased to submit the 
attached statement to be incorporated in the printed record of the current hearings 
of the Senate Finance Committee re H. R. 4473, with respect to a proposed 
amendment to the Internal Revenue Code to permit the use of the cost or market, 
whichever is lower, principle in connection with the last-in, first-out (LIFO 
inventory method. 

I would like to emphasize the need for immediate consideration of this amend- 
ment. An exhaustive study of this subject should not be required as both of 
these inventory principles are already in the revenue code. Furthermore, the 
amendment should have no appreciable effect upon the total amount of available 
taxable income and will eliminate, for all the future years, the unsound practice 
of taxing the price-inflation segment of profits. 

This amendment will keep out of income that fictitious profit element (price 
inflation) which creeps into the continuous investment in inventories in a rising 
market. In drafting revenue legislation this fictitious profit element certainly 
is not being relied upon by Congress as available for taxation, for if the objective 
of Congress to control prices is achieved, it will not exist. 

On the other hand, if action on this amendment is deferred, industry generally 
will continue to postpone the adoption of LIFO until price declines oceur and if 
prices do go up before such a decline occurs, profits will continue to be overstated. 
Thus the only result from deferring action on this amendment will be a possible 
contribution toward turther inflation. 

I understand that the substance of this amendment has been advocated before 
vour committee by Mr. Charles C. Hertwig, president of the Bibb Manufacturing 
Co., of Macon, Ga., and also president of the American Cotton Manufacturers’ 
Institute. Also Mr. Samuel H. Swint, president of the Graniteville Co., of 
Augusta, Ga., has discussed this subject with your secretary, Mr. McDaniels. 

There are many, many other taxpayers and industrial groups who share the 
views herein expressed concerning the constructive value of this amendment as 
being in the interest of sound business economy. The writer has been active in 
connection with the application of the LIFO method in many industries over the 
past 10 years. As a consequence, I can make available to you much specific 
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information showing the importance of immediate consideration of this amend- 
ment and would welcome an opportunity to do this at your convenience. 
Sincerely yours, 
H. T. McANty, General Partner. 


STATEMENT SuBMITTED BY H. T. McANLy, PARTNER, Ernst & ERNsT, COVERING 
SuGGESTED REVISION IN INTERNAL REVENUE CopE, SECTION 22 (D), To PERMIT 
Use or THE LOWER oF Cost oR MARKET IN Last-IN, First-Ovur (LIFO 
INVENTORY Pricinc as Is PERMITTED GENERALLY IN OTHER METHODS OF 
INVENTORY PRICING 


This statement to your committee is not in the interest of any particular 
segment of taxpayers but for the sole purpose of offering a refinement in the 
revenue code with respect to a sound business principle which already has been 
recognized by Congress. 

This recognized sound business principle is the use of the last-in, first-out 
order of inventory pricing which has the effect of excluding price inflation from 
the required basic inventory investment. 

Soundness of LIFO recognized in 1939,—Last-in, first-out (LIFO) inventory 
pricing which keeps price increases out of the value of the continuous inventory 
investment needed in a business, was made available to all taxpayers by Congress 
in 1939—just before the beginning of an inflationary price trend which has con- 
tinued to this date. 

Interpretations too restrictive—The Commissioner of Internal Revenue’s original 
interpretations (19389) were so narrow and restrictive that the tax regulations 
implied that the use of LIFO was to be limited to taxpayers having very simple 
inventories. Relatively few taxpayers adopted LIFO in the face of these adverse 
interpretations. Those regulations remained in effect until 1949—nearly 10 
years. 

Meanwhile inflation struck.—The inflation spiral carried the Bureau of Labor 
Statistics “all commodities’? index from 77.1 in 1939 to 155.0 in 1949. Many 
taxpayers who were so effectually discouraged by regulations from electing LIFO 
in 1939, 1940, or 1941, have feared to adopt it subsequently because of the danger 
of “freezing’’ a high-cost inventory. Reason: The LIFO tax law (then and 
now) prohibits writing down inventories computed thereunder to current cost 
or market if prices recede below the starting point. 

Tar Court overrules original restrictive interpretations.—In January 1947 The 
Tax Court, in Hutzler Bros. v. Commissioner (S TC 14), upheld the application 
of LIFO to the diversified inventory of a large department store. However, 
not until November 1949 were the income-tax regulations broadened in harmony 
with the original intent of the law. But it was 10 vears too late. 

Inequities and confusion.—Inequities exist today among taxpayers. Those who 
adopted it at low price levels, notwithstanding the implied restrictions in the tax 
regulations, are enjoying its benefits. Others (in far greater numbers) who could 
not prudently adopt LIFO at higher price levels because the law fails to recognize 
the possibility of price declines, are at great disadvantage. 

Furthermore, in many industries, there are some companies wholly on LIFO, 
some for only part of their inventories, and still others (probably the greatest 
number) not as yet using LIFO at all. Financial reporting to stockholders, to 
Government agencies, and to the public is thus enormously confused. 

Conditions growing worse-—Even though price levels continue to rise (BLS 
index in March 1951 was 183.6) many taxpayers continue to defer the adoption of 
LIFO because of the risks involved by being prohibited from recognizing price 
declines that might go below the beginning level at time of adoption. As a 
consequence, price inflation continues unabated in inventory valuations and 
profit determinations. 

The remedy.—A simple amendment to permit adjustment of LIFO cost base if 
future prices decline below the beginning level—a privilege tax laws have long 
granted to taxpayers using other acceptable methods of inventory pricing. 
Suggested wording for such an amendment is attached. 

This amendment merely provides that if current year-end cost or market is 
lower than the LIFO computed cost, the ewrent vear-end cost or market will be 
used as the new LIFO cost base. This in effect gives the taxpayer no greater 
deductions from earnings than had the taxpayer deferred his adoption of LIFO 
until prices declined to this lower current cost. 

This amendment will permit the universal adoption of this LIFO pricing method 
without concern as to future price trends. It will thus prevent further inflation 
of profits if cost price levels increase. 
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Keeping inventory inflation out of taxable profits conforms to the intent of 
Congress in 1939 when the use of this last-in, first-out pricing method was made 
available to all taxpayers. 

Available taxable income.—Over the span of an upward and downward price 
cycle, the amendment will have no effect on the amount of available taxable 
income. But the income determined annually under LIFO would be free from 
the fictitious increment of profit due to price inflation. 


SUGGESTED REVISION IN INTERNAL REVENUE CODE 
[Italics indicate revisions in statute; black brackets indicate elimination of present provision in statute] 


Section 22 (D) (1): 

1) A taxpayer may use the following method (whether or not such method 
has been preseribed under subsection (c) in inventorying goods specified in the 
application required under paragraph (2 

iy ft l Inve ntory them at cost or (2) at cost or market, whichever is lower 
W) che er basis is adopted shall he used im all subsequent taxable {€ars UNLESS a 
ins ich basis is a thorized b / the Commissione r.) 

B) Treat those remaining on hand at the close of the taxable vear as being: 
First, those included in the opening inventory of the taxable year (in the order 
of acquisition) to the extent thereof, and second, those acquired in the taxable 


rr 


year: and the lax pa /e) has adopted the bas 8 of valuation pre scribed 77 8 ibpara- 


) 


* , , ; . ; . . P es , 
grapn (. ?) and the basis so determined ts in excess of the most recent cost or market 


value at the close of the taxable year, such most recent cost or market value, whichever 
ts lower, shall be the basis of valuation of inventory at the close of the taxable year 
and the opening of the next succeeding taxable year; and 
C) Treat those included in the opening inventory of the taxable year in 

which such method is first used as having been acquired at the same time [and 
determine their cost by the average cost method] and at the same aggregate value 
at which such goods are included in the closing inventory of the preceding taxabli 
year. 

Section 22 (D) (2): No change. 

Section 22 (D) (3): No change. 

Section 22 (D) (4): 

(4) [In determining income for the taxable year preceding the taxable year 
for which such method is first used, the closing inventory of such preceding year 
of the goods specified in such application shall be at cost.]”’ 


STATEMENT OF HenrRY KLONOWER (DirectToR, TEACHER EDUCATION AND 
CERTIFICATION, DEPARTMENT OF PuBLIC INSTRUCTION, COMMONWEALTH 0! 
PENNSYLVANIA; SECRETARY, COMMITTEE ON HiGHER EpvucatTion, Statt 
CouNCIL oF EpUCATION: SECRETARY, BOARD OF PRESIDENTS, STATE TEACHERS 
CoLLEGES, COMMONWEALTH OF PENNSYLVANIA) ON EXEMPTION FROM FEDERAL 
NCOME TAx FoR 101 (6) CORPORATIONS ORGANIZED AND OPERATED SOLELY 
FOR THE BENEFIT OF CHARITY AND EDUCATION 


This is an appeal to the members of the Senate Finance Committee to consider 
the desirability of some form of exemption from Federal income tax for 191 (6 
corporations, where these corporations can amply demonstrate that they ar 
legally organized and operated for the benefit of charity and education. Adequat: 
safeguards could be written into the Internal Revenue Code to make certain that 
only such corporations as are incorporated for charitable and educational purposes 
would be included. This plea is made so that funds created by private initiativ: 
may be dedicated to the use of institutions of higher learning. Funds for th 
support of institutions of higher learning secured from such sources would neces- 
sarily relieve pressure on the Congress and other legislative bodies for money 
secured from taxes. Such exemptions as might be provided would reasonably 
mean more local support for higher education and less governmental support at 
either the State or National level. 

An illustration of the point involved follows: 

In the Commonwealth of Pennsylvania a corporation devotes its entire earnings 
to public education, except for reasonable operating and administrative cost 
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Its charter specifically limits the use of the funds to this specific purpose. Scholar- 
ships are made available to young men and young women who desire to become 
teachers in the public schools. The funds are given to the State teachers colleges 
so that these scholarships may be awarded to worthy young men and your 
women. 

It is obvious that, if the company were exempt from such taxes as are now 
imposed by the Internal Revenue Code, more scholarships would be available. 
What the situation may be in other States cannot be stated in this presentation 


1 


with accuracy, but it seems reasonable to conclude that if institutions of higher 
learning can secure more financial support in these critical times from such private 
sources it may be reasonable to assume that the need for such support of higher 
education from the Congress might be diminished. 

In brief, the granting of exemption to 101 (6) corporations, which give all 
their earnings, funds, and property to private colleges, State colleges, 
colleges, or public schools, will provide much-needed support f 
these critical times. The granting of such exemption might re 
pressure for public tax money to support programs of high 
exemption would encourage wealth derived from I 
dedicated for the public good and curb the rising crit 
money to institutions of higher learning means Government 

I trust that some member of the committee may 
the statement presented in this brief, and that. it 
consideration of a problem which has many diffi 


oO 
1s 


The Honorable Epwarp J. Tuye, 
United States Senate, Washington, D. C. 


In regard present income tax bill being considered by 
differentiation be made between new small growing corporations 
tablished ones. Present excess tax law is destroving incentive for 
business ventures. New increase proposed bv house bill makes it 
anv small business to even exist. New growing small corpora 

are earnings to take care of increased capital needs as g1 
then can new small corporations reserve earnings for capital 
out present 62 percent and now new propose d 70 percent ma) 
government and yet exist. Let’s be re i 
nerease their percentage of gross profit 
and sufficient. General Motors and ot! 
by poliey of passing on increased tax cost to consun 
ending wage and cost-of-living increases. New small corporati 
by competitive factors and cannot charge all traff li | 
creased taxes. Urgently request your i i 
demand following: 

Raise minimum excess profits tax credit from $25,000 ur 
$100,000 for all small new corporations. The exe profits « 
corporations under the present law does not provide sufficient cre 
tion that has grown as we have. This will enal 
fair amount for growth eapital needs and vet pay excess profits tax 
exceeding $100,000 a vear. Imperative to welfare of this count 
} 


owt! 


O 


ie small new corporat 


rrowing corporations be proy ided for. Otherwise vou Vv 
mentals of our heritage. Also sincerely urge Senate act 
defense law restrictions on percentage gross profits of 
Korean levels. That will stop price increases more than 
stop this billion dollar profit polices ot ia 

Corporations no matter how small. Will be most hap 
personally assist in securing tax assistance f 

olleect wire your reaction. Have w:red 


Humphrey. Am mailing copy this telegr: 


© corporatio! 
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SENATE CONCURRENT RESOLUTION No. 16—OBJECTING TO THE PROPOSAL BY THE 
FEDERAL GOVERNMENT TO INCREASE THE FEDERAL GASOLINE TAX 


Whereas it has been proposed that the 1% cents a gallon Federal tax on gasoline 
be doubled to 3 cents a gallon as one of the means of raising additional revenue: 
and 

Whereas this Federal gasoline tax at its present rate now costs the people of 
Delaware more than $1,000,000 each year; and 

Whereas, the proposed doubling of the Federal gasoline tax rate would make a 
total State and Federal tax of 8 cents on every gallon of gasoline purchased in 
Delaware; and 

Whereas the Federal Government entered the field of gasoline taxation in 1932 
on a temporary, emergency basis, later increased the tax by 50 percent to its 
present rate, and has tended to turn attention to this levy each time there appeared 
to be a need for additional revenue; and 

Whereas while there is an imperative need for increased Federal revenue on 
some scale to meet the demands of the national defense emergency, heavily taxed 
gasoline is not a suitable subject for this additional taxation; and 

Whereas, an increase in the Federal gasoline tax would make the total tax on 
this product so high as to jeopardize a major source of State revenue, impair vital 
transportation services, add to the cost of all kinds of consumer goods, spur 
inflationary price trends and threaten a condition of diminishing returns for both 
State and Federal gasoline tax revenues: Now, therefore, be it 

Resolved by the Senate of the State of Delaware, the House of Representatives 
concurring therein, That this One Hundred and Sixteenth General Assembly of the 
State of Delaware does hereby petition the Congress of the United States to 
refrain from increasing the Federal gasoline tax and to find some more equitable 
and economically feasible means of raising this portion of needed revenue; and 
be it further 

Resolved, That copies of this resolution be transmitted to the Speaker of the 
House of Representatives and the President of the Senate of the Congress of the 
United States, and to the Chairman of the Ways and Means Committee of the 
Finance Committee of the Senate of the Congress of the United States, and to 
Hon. John J. Williams and Hon. J. Allen Frear, Jr., Senators from the State of 
Delaware in the United States Senate, and to Hon. J. Caleb Boggs, our Represen- 
tative in Congress from the State of Delaware, urging them to oppose the unreason- 
able proposal to double the Federal gasoline tax and to strive for the substitution 
of a fair and sound method of raising this revenue. 


Approved May 1, 1951. 
Ev.sert N. Carve., Governor. 


STATE OF DELAWARE 
OFFICE OF SECRETARY OF STATE 


I, Harris B. McDowell, Jr., secretary of state of the State of Delaware, do 
hereby certify that the above and foregoing is a true and correct copy of Senate 
Concurrent Resolution No. 16, entitled, ‘‘Objecting to the Proposal by the 
Federal Government to increase the Federal Gasoline Tax,’’ which was passed 
by the One Hundred and Sixteenth General Assembly and approved by the 
Governor under date of May 1, 1951. 

In testimony whereof, I have hereunto set my hand and official seal, at Dover, 
this 4th day of May in the year of our Lord one thousand nine hundred and 
fifty-one. 

[SEAL] Harris B. McDoweE tt, Jr., Secretary of State. 


NaTIONAL Tospacco Tax Reskarcn Councit, INc., 
Richmond, Va., July 13, 1951. 
Hon. WALTER F. GEORGE, 
Senate Office Building, Washington 25, D. C. 


Dear Mr. Georce: The enclosed information is respectfully submitted to 
assist you while deliberating the issue of whether or not the present excise tax on 
cigarettes should be increased. 
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The present Federal tax of 7 cents per package represents 34 percent of the 
retail price. The pack-a-day smoker (below average) now pays $25.55 a year 
in Federal taxes alone. ‘The combined Federal and State tax on cigarettes today 
represent 60 percent of the retail price. The Federal excise tax alone amounts 
to 100 percent of the manufacturing cost of a package of 20 cigarettes. 

Only 45 percent of the population smoke cigarettes. Last year, these smokers 
paid the Federal Government $1,200,000,000, representing 16.2 percent of all 
excise taxes collected by the Federal Government. In addition to that, they 
paid nearly $500,000,000 in taxes, ranging from 2 to 8 cents per package, to 40 
State governments. More than 100 municipalities collected yet another $50,- 
000,000 from the same smokers. 

Cigarette taxes fall heaviest on those least able to pay. Current Federal 
cigarette taxes imposed on the pack-a-day smoker, earning less than $1,000 a 
year amounts to 526.8 percent of the average income tax paid by such person. 
It is 45.7 percent of the income tax paid by one earning from $1,000 to $2,000 
per year, and 19.7 percent of the average income tax return paid by an individual 
earning from $2,000 to $3,000 per year. 

Additional information is contained in the charts and graphs annexed heret« 

tespectfully, 


NATIONAL Tospacco Tax RESEARCH CouUN¢ 
F. M. Parkinson, Executive Directo 


Cigare tte tares 


[Cents per pack ize] 


Alabama.- . 
Arizona 
Arkansas 
Connecticut 
Delaware 
Florida 
Georgia 
Idaho 

Illinois 
Indiana 

Iowa 

Kansas 
Kentucky 
Louisiana 
Maine 
Massachusetts _- 
Michigan 
Minnesota 
Mississippi 
Montana 
Nebraska 
Nevada 

New Hampshire 
New Jersey 
New Mexico 
New York 
North Dakota 
Ohio 
Pennsylvania 
Rhode Island. 
South Carolina 
South Dakota 
‘Tennessee 
Texas... - 
Utah_. 
Vermont 
Washington 
West Virginia 
Wisconsin. - 
W yoming-- 


—— 
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Federal and State cigarette tares compared with Federal income tax liability for variox 


Number 
of returns 
filed 


Adjusted gross 


income 


Total in- 
come taxes 


Under $1,000 
to 
$2,000 to $2,999 


$37, 
629 


706, 000 
438, 000 
619, 226, 000 
990, 235, 000 
687, 046, 000 


$1,006 $1,909 11, 145, 284 
12, 459, 410)1 
$3,000 to 33.999 9, 396. 744)1 


5, O94, 747) 1, 


$4,000 to $4,999 
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$2,000 to $2,999 
$3,000 to $3,999 
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3 cents 
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wncome groups 


Federal cigarette o " # 
Average| t@X 1-pack-a-day | “ — ae tax 
sys smoker os 


return |__| 


Amount) Percent 


$4.85 
55. 85 
129, 96 
211. 80 
331. 13 


Amount | Percent 


$43 SU) 
43. SI 
43. 80 
43. 80 


43.80 


Continue cents—C 
i Mis 


ontinued 
issippi 
ontana 

IS New Mexico 
Pennsylvania 
lexas 
Vern 
Washington 
West Virginia 


cents 


ifan 


ISKa 


ont 


Hampshire 

Jersey Florida 

York Massachusetts 
Oklahoma 
Tenn Sssee 

6 cents 

kansas 

North Dakota 


e ent 


Minnesota 


3 cents State 
added 


$36. A 


36. Bf 
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YIELD OF FEDERAL CIGARETTE TAX 1900-1950 
AND AMOUNT OF TAX PER CAPITA 
POPULATION OVER 17 YEARS OF AGE 


1900 1910 1920 1930 1940 i950 
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FEDERAL CIGARETTE TAX COLLECTIONS * 
TO SHOW ACTUAL 1950 RECEIPTS AND WHAT THESE RECEIPTS WOULD 
HAVE BEEN AT RATES APPLICABLE FOR EARLIER YEARS 


year HUNOREOS OF MILLION DOLLARS 
and [7 i a ee 


#The bars presented in the chart above are designed to show the effect of 
Successive tax rate increases imposed by the Federal government since 1901. 
The too bar reflects the yield of actual Federal cigarette tax collections 
for the calendar year 1950 in the amount of 51,262,705,187. The second bar 
shows the tax that would have been paid in 1950 if the rates applicable in 
1940 had been applied, The successively lower bars show what the 1950 tax 
collections would have been had the rates prevailing for the earlier years 
been applied to the 1950 production. 
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ATHLETIC Goops MANUFACTURERS ASSOCIATION, 
St. Louis, Mo., July 23, 1951. 
Hon. Wattrer F. GrorGe, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear SenatTOR: We realize time is limited for testimony on excise taxes before 
your committee, so we are presenting this memorandum which we will appreciate 
your having placed in the record of the hearings before your committee. 

Representatives of our association appeared before the House Ways and Means 
Committee last March and requested that the manufacturer’s excise tax of 10 
percent be removed from such articles of athletic equipment as are used by the 
youth of this country, and also by the pubiie schools. It has never been the 
intent of Congress to tax the youths, and the public schools are purchasing free 
of excise tax because they are subdivisions of the State. We also suggested the 
tax continue at 10 percent on the remaining athletic goods items of tennis and 
golf. 

A year ago the House of Representatives passed H. R. 8920, which provided for 
the rewriting of section 551, 1941 Revenue Act, section 3406 (a) (1) to eliminate 
the tax on all articles of baseball, football, basketball and miscellaneous school 
equipment, and to continue the tax on remaining articles at the 10 percent rate. 
The bill reached the Senate about the time the Korean situation developed, and 
Senate action was postponed. 

We wish to review H. R. 4473, which passed the House of Representatives last 
month. Section 483 covers the repeal of tax on certain sporting goods and the 
increase in the present tax rate on others. Under the present law, this tax covers 
virtually all types of athletic equipment, although certain toys or children-sized 
items are exempted, such as baseball bats under 26 inches in length, golf bags under 
26 inches in length, golf clubs under 30 inches in length, and tennis rackets under 
22 inches in length. However, other articles, such as sleds and skates, used largely 
by children, are taxable, regardless of size. These other articles are used largely 
as a part of school and athletic programs. The present law allows exemption of 
the excise tax to State or political subdivisions upon filing a tax exemption form, 
which means that every public school, State college or university, tax-supported 
institution and municipality are exempt. The net revenue to the Federal Govern- 
ment from taxing these articles is small, because practically the only sales of these 


articles that are producing tax revenue are those made at retail, principally to the 
youngsters, and team equipment which is purchased by parochial schools, Y MC A’s 
etc. Of course, that in itself is discriminating against the youngsters and the 
denominational institutions. The manufacturers of, and all the 


dealers in, 
athletic equipment are compelled to assume a terrific item of expense represented 
by additional clerical personnel necessary to process and audit these exemption 
certificates. 

The first action under section 483 of H. R. 4473 is to remove from the applica- 
tion of the tax under section 3406 (a) (1) of the code specific articles used pre- 
dominantly by schools and children. The second is to raise the tax rate on re- 
maining articles from 10 to 15 percent. 

We feel that H. R. 4473 should provide for the removal of the excise tax on 
baseball equipment, which is predominantly used by children and the public 
schools—just the same as football, basketball, and other types of equipment 
and that the tax on the remaining articles should remain at the present 10 percent 
rate. 

It is our purpose to show: 

(1) Baseball is America’s national game and participated in largely by the 
youth and schools of this country. 

(2) Only a small portion of baseball equipment is used by professional 
teams. 

(3) The removal cf baseball equipment from the application of the tax 
will have very little effect upon the net revenue. 

(4) Unless there is to be a general excise tax placed on additional products, 
we feel our small industry is now paying more than its share, and the rate of 
tax should not be increased from 10 to 15 percent. 
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BASEBALL IS AMERICA’S NATIONAL GAME AND IS PLAYED PREDOMINANTLY BY THE 
YOUTH OF THIS COUNTRY 













For more than 100 years baseball has been the game of American youth and 
is participated in by six groups, as follows: 

(1) Very small children up to about 9 years of age, using mostly small size 
balls and gloves to play “‘catch.”’ 

(2) Children between ages of 9 and 12, who are beginning to play baseball. 
“Little leagues’ have been organized during the past 10 years, in which over 
50,000 boys are now playing. 

(3) American Legion junior baseball, ages 12 to 17. Organized in 1926 as a 
part of the American Legion Americanization program; over 250,000 boys now are 
playing. 

(4) High-school baseball. Over 9,000 high schools have teams, and more 
than 200,000 students participate. 

(5) Sand-lot teams. These teams are made up of players who are not members 
of other groups. 











(6) Professional leagues. These leagues comprise only 387 teams and 6,753 
players. 


ESTIMATED PRODUCTION OF BASEBALL EQUIPMENT IN 1952 




















The last official Department of Commerce census report of our industry was 
made for the 1947 year. The year 1947 was the first full production vear following 
World War II; so, production was at its peak as to top-quality goods produced, 
as dollar volume. 

In arriving at estimated production for the year 1952, we have used the 1947 
figures and reduced them by about 20 percent, which will be more in line with 
volume in 1952, even considering slightly higher prices on certain materials during 
the past few months. 

The details of the 1952 estimated production are shown in schedule A, attached, 
made up as follows: 

1) Small-size equipment and of construction and material not suita- 
ble for game use, such as listed in group No. 1: 






Balls _ _- : i Lee $1, 012, 000 
Bats : el 612, 000 
Gloves___- Bese Santee a _ 2,827, 000 








$4, 451, 000 
2) Baseball equipment suitable for game use, and used by groups 


No. 2 to No. 6, inclusive: 





a ; ie a ia pe .. $4, 111, 000 
Bats___- a eee oe bbc cc * 0 ee 
Gloves___-- ee ela ; : . 3, 585, 000 










_ 9, 124, 000 





Total production estimated for 1952 2 _ 13, 575, 000 











ESTIMATED QUANTITY OF BASEBALL EQUIPMENT USED BY EACH GROUP OF PLAYERS 


The approximate quantities of baseball equipment used by each group of players 
in 1952 follows (explained in detail in schedule B, attached): 


Balls Bats Gloves Total 











Group No. 1: Youth up to 9 years $1, 012, 000 $612, 000 | $2, 827, 000 $4, 451, 000 
Group No. 2: Little leagues, 9 to 12 years 283, 500 100, 800 252, 000 636, 300 
Group No. 3: American Legion, 12 to 17 years 1, 249, 200 740, 500 1, 604, 400 3, 494, 100 
Group No. 4: Public schools, 12 to 18 years 5 1, 188, 000 405, 000 1, 300, 000 | 2. 893, 000 
Group No. 5: Sand-lot, up to 18 S | 505, 100 | 65, 600 293, 600 864, 300 
Group No. 6: Professional players-...-- pasahaasadaes 885, 200 116, 100 135, 000 1, 136, 300 
ANS a de ees castvenicianinas Socata nominates | 5, 123,000 | 2,040,000 | 6,412,300 | 13,575, 000 

r | 

| 














We will comment upon each of these groups: 

Group No. 1.—Youths up to 9 years of age: It has never been the intent of 
Congress to tax toys, and equipment in this class is of the toy type. The present 
H. R. 4473 removes the application of the tax to sleds, roller skates, etc., because 
they are used by the children of this country. Baseball equipment comes in 
the same classification. 


1 


) 
1 
} 
i 
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Groups Nos. 2 and 3.—Little Leagues and American Legion junior baseball: 
These are two very important youth baseball programs, as they cover boys of 
9 to 17 years of age, the age when boys should be encouraged to participate in 
wholesome outdoor activities, instead of meeting at the corner and eventually 
getting into trouble for want of something to do. The equipment used for this 
purpose should not be subject to an excise tax. 

Group No. 4.— Baseball in public schools: The public school officials have been 
very much interested in baseball in public schools. There are more than 9,600 
of the 28,000 high schools in this country sponsoring baseball, and the 
is increasing each year. 

This equipment will be paid for out of school funds; so, the articles will be 
exempt from excise tax. Therefore, no tax will accrue, but our industry will be 
faced with the burden and expense in the administration 
certificates. 

Group No. 5.—Sandlot players: These are the boys of all ages 
7—who are not members of organized teams, such as Little | 
egion, or public schools, but who play “sand lot’’ baseball. 

Group No. 6.—Professional players: This group covers the players in organized 
baseball. The figures in schedule B, attached, show there are less than 7,000 
professional players, as compared to more than 500,000 vouths playing baseball. 
The total estimated volume of equipment used by professional baseball is less 
than 9 percent of the total production of baseball equipment in 1952. These 
figures clearly show professional baseball does not use the major share of base- 
ball equipment produced in this country. 


number 


of the exemption 


mostly up to 
zeague, American 


BASEBALL EQUIPMENT ASSISTS IN THE CORRECTION OF JUVENILE DELINQUENCY 

Juvenile delinquency continues to be a problem and particularly in the larger 
cities. The importance of plavgrounds and sports activities in diverting youths’ 
attention from crime to clean living has been proved again and again. 

The chairman of the Greater Cincinnati Baseball Fund, which was formed for 
the purpose of bringing baseball to the youths of the citv, writes: 

“T know that juvenile delinquency in our city is no different than in any other 
metropolitan city throughout the United States. The best 
juvenile delinquency is through supervised and organized sport. There should 
be no premium on this asset in the way of taxes in any form. 


manner to combat 


Our slogan this 
year is as follows: ‘given an opportunity, a boy would rather steal a base than 


a bievele.’ This we believe is a true statement of fact.’ 
No tax should be placed upon baseball equipment. 


rHE RATE OF TAX ON REMAINING ARTICLES UNDER SECTION 3406 (A) (1) SHOULD NOT 
BE INCREASED FROM 10 PERCENT TO 15 PERCENT 


In our testimony before the House Ways and Means Committee last vear 
and this vear, we mentioned our industry is appreciative of the necessity of rai 
ing revenue to cover present budgets. We did not suggest the removal of excise 
tax on tennis and golf equipment, although quite a large quantity is purchased 
by the schools and the youth of the country, but not to as large an extent as 
baseball, football, basketball, ete. Tennis and golf equipment cannot be con- 
sidered as luxury items, and should not be taxed, and most certainly the present 
rate should not be increased from the present rate of 10 percent to the suggested 
rate of 15 percent, unless many articles other than athletic goods are included in 
the tax base. 


CONCLUSION 
We respectfully request: 
1. That section 483 of H. R. 4473 be amended to exclude the 
following articles: 
Baseballs 
Baseball bats 
Baseball body protectors and shin guards 
Baseball gloves and mitts 
Baseball masks. 
2. And that the rate of tax on remaining articles in section 3406 (a) (1) 1941 
Revenue Act remain at the present rate of 10 percent, because 
1. Approximately 91 percent of the production of baseball equipment is 
used by the youth of the country; boys up to 17 vears of age. 
a luxury sport and should not be subject to excise tax. 


excise tax on the 


Baseball is not 
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2. Approximately 25 percent of the production of baseball equipment is 
used by public schools and will be purchased free of excise tax, because they 
are subdivisions of the State. 

3. Less than 9 percent of the baseball equipment produced in the country 
























is used by professional baseball players and leagues. ni 
4. A tax should not be placed on baseball equipment, which is vital in di 
combatting juvenile delinquency. B 
5. The athletic goods industry is a small industry. We feel we are now B 
paying more than our share of excise taxes, and the present rate of 10 percent C 
should not be increased. 
Respectfully submitted. 
ATHLETIC Goops MANUFACTURERS’ ASSOCIATION, 
By Cuaupe E. Carr, President. 
By Pauriire H. Goupsmirna, Secretary. p 
ScHEDULE A.—Estimated production of baseball equipment during year 1952 : 
The last United States Department of Commerce Census Report of Baseball ‘ 
Equipment is for the 1947 year (Forms MC79F1 and M79A-—07). The next census 
will not be until 1954 and will be for the 1953 year. 
The vear 1947 was the first full-production vear following World War II, and 
production that year was at its peak as to top quality merchandise and dollar 
volume. 
The production of baseball equipment can be divided into two classes: . 
(1) Small size and of such construction and materials as not suitable for game 
use. j 
(2) Suitable for game use. 


Referring to census Forms MC79F1 and M79A-07, the 1947 production was as 
follows: 










Small size, not suitable 
for game use 





Suitable for game use Together 








Dozen Amount Dozen Amount Dozen 


Amount 

























Baseballs 273, 000 | $1, 265, 000 381,000 | $5, 139, 000 654, 000 $6, 404, 000 
Bats 66, 000 765, 000 156, 000 1, 785, 000 222, O00 2, 550, 000 












Gloves and mitts 























Gloves 75, 000 2 412, 000 50, 000 3, 234, 000 125, 000 
Basemen’s 20, 000 744, 000 16, 000 873, 000 36, 000 
Catchers’ 9, 000 378, 000 4,810 374, 400 13, 810 

Potal, gloves and mitts_- 104, 000 3, 534, 000 70, 810 4, 481, 400 174, 810 





Grand total. 5, 564, 000 |_- ce 11, 405, 400 |_- 16, 969, 400 





NotTe.— Because of lack of information on baseball masks, body protectors and leg guards, no estimates 
are made as to 1952 production. The volume, however, will be very small. 








These figures are for the 1947 vear, which was the peak year. It is estimated 
the 1952 production will be about 80 percent of 1947 and, on this basis, the 1952 
production will be 


(1) Small size and of such constriiction and materials as not 
suitable for game use gica $4, 451, 000 
(2) Suitable for game use 9, 124, 000 
Total estimated for 1952________ 5 cca Ne arse 13, 575, 000 



















or 

Baseballs : aa age Lon Spee Bee a 5, 123, 000 
Bats ; Ee eas 2, 040, 000 
Gloves and mitts_____. ig Selah 4 2. Meek 6, 412, 000 


TRIN a ical erste a vee & cea ee ei a en aes 13, 575, 000 





OOO 


O00 


O00 
O00 
$0) 
400 


400 
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ScHEDULE B.—Estimated quantity of baseball equipment used by each group 
of players 


(1) Baseball equipment of small size and of such construction and materials as 
not suitable for game use—used by the youth-of the country.—The estimated pro- 
duction during 1947 of this type of equipment was— 


Baseballs-_ - - - - $1, 265, 000 


Bats cies 765, 000 
Gloves and mitts___-- ‘— ; 3, 534, 000 


Total 1947__ 5, 564, 000 


Production in 1952 is estimated at 80 percent of 1947, which will give a 1952 
production of — 


Baseballs ene $1, 012, 000 


Bats AS 612, 000 
Gloves and mitts__--- : 2, 827, 000 


Zé, 
Total 1952___ 4, 451, 000 


(2) Little league baseball.—Little league baseba!] was organized in Williamsport, 
*a., in 1938 and is designed for boys under the age of 12. A team consists of 12 
players; no team may have more than 5 12-year-old players, nor less than 3 10- 
year-old players. The bases are 60 feet apart (as compared with 90 feet in regu- 
lar baseball), and the pitching distance is 44 feet (as compared with 60 feet, 6 
inches in regular baseball). The balls are regulation but special bats have been 
designed and smaller-size gloves, masks, body protectors, and leg guards are used. 

At present writing there are 700 leagures registered with Little League Head- 
quarters, Williamsport, Pa., but there are about 700 more leagues operating 
which are not registered. There are 72 plavers in each league, making approxi- 
mately 100,800 players in the age limits of 12 years and under. 

Usage of equipment is as follows: 


Baseballs: An average of 5 dozen balls per team 
for 4,200 teams per year, or a total of 21,000 dozen. 
at a price per dozen of $13.50 $283,500. 
Bats: An average of 2 dozen bats per team 
for 4,200 teams per year, or a total of : 8,400 dozen. 
at a price per dozen of $12__- i" $100,800. 
Gloves: On the basis of 12 players to each team, there is 
a total of 50,400 players in Little League baseball; each 
player would use a glove, baseman’s mitt or a catcher’s 
mitt, at an average cost of $5 each ae $252.000. 


“ — - ads 


Total ben ; By ; $636,300, 


(3) American Legion baseball.— Beginning in 1926 (25 years ago) the American 
Legion started a junior baseball program to create interest in baseball and ath- 
letics in general among the youth of the country. Their program was carried on 
through the Legion Americanization committee and was actively sponsored by 
all Legion posts. 

During 1950 a total of 16,456 teams were registered, and the American Legion 
headquarters report all teams playing did not register with headquarters. The 
Legion estimates 1,000,000 boys take part in this program each year. 

The age limits of boys participating in the American Legion program are from 
12 to 17 vears. 

The American Legion headquarters, Indianapolis, Ind., report 16,456 teams 
registered, but all Legion teams playing baseball did not register. They estimate 
1,000,000 boys take part in the Legion baseball program each year. 


86141—51—pt. 2 48 
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The age group of these boys is 12 to 17, and they use medium-quality equipment. 
Usage of equipment is estimated as follows: 


Baseballs: An average of 5 dozen baseballs per team of 

16,456 teams, or : : _. 83,280 dozen. 

at an average price per dozen of $15 $1,249,200. 
Bats: An average of 3 dozen bats per team per year, or a 

total for 16,456 teams of 49 368 dozen. 

at an average price per dozen of $15 $740,520. 
Gloves: On the basis of 15 players to each team, there 

would be a total of 246,840 players (although Legion 

estimates 1,000,000); each player will use a glove, base- 

man’s mitt or catcher’s mitt at an average cost of $6.50 

each, or a total value of $1,604,460. 

\ summary: 

Balls : $1, 249, 200 
Bats 740, 500 
Gloves 1, 604, 400 


Total 3, 594, 100 


1) Raseball in public schools.—The National Federation ot State High Schoo! 
Athletic Associations, 7 South Dearborn Street, Chicago, Il., is the governing 
body in athletics in the high schools. The figures they bave compiled for the 1950 
vear inaicate 9,000 high schools sponsor baseball teams, with an estimated 200,000 
students participating in high-school teams. They also report an additional 
600,000 boys in informal baseball practice connected with the public-school 
pros rams. 
of the baseball equipment used by these public schools is being purchased 

» of excise tax, because the schools, being subdivisions of the State, are entitled 
to the tax exemption. 

Usage of baseball equipment, which can be purchased free of excise tax, is as 
follows: 

There are 9,000 high schools playing baseball with an estimated 200,000 students 


participating. 


Baseballs: 
Each school will use an average of 8 dozen baseballs during 
a season, or a total of 72,000 dozen. 
\t a price per dozen of $16.50 $1,188,000. 
Bats: 
In addition they will use an average of 3 dozen bats or a 
total of 27.000 dozen. 
At a price per dozen of $15 $405,000. 
Gloves: 
The 200,000 players will use at least 1 glove or mitt per 
vear, or a total of - 200,000. 


\t an average price of $6.50 each $1,300,000. 
\ summary of these figures shows the following used by schools: 
$1, 188, 000 


105, 000 
1, 300, 000 


Total. : aoe : : . 2, 893, 000 


my, 


5) Sand-lot teams.—There is a small amount of baseball played by sand-lot 
teams and boys who are not members of Little League, American Legion, hig! 
school, or professional teams. These purchases are small as compared with other 
groups. 
We estimate these sales in 1952 would be: 

Baseballs $505, 100 
Bats ‘ 65, 600 
Gloves _ 293, 600 


Total 3 864, 300 





leag! 
tean 
A 
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(6) Professional baseball teams.—Only a small portion of baseball equipment 
produced in this country is used by professional teams. 
' At the present time there are 52 leagues in professional baseball. The teams 
in each of these leagues have a player limit of 15 to 25 players. Most of these 
leagues ar made up of eight teams, although some of the leagues consist of six 
teams. 

A total of 6,750 players are in organized professional baseball, as follows: 


Class of league Number of | Num! 


Usage of baseball equipment by professional baseball 
Baseballs: There are 387 teams playing in professi 


baseball. With the exception of the major league 
National League and American League—the vearly 
usage of balls would average 100 to 150 dozen per tean 
If the 371 teams use an average of 150 dozen balls per 
vear, the total would be 45,650 dozen. Add the usage 
of the 2 major leagues of 8 teams each or 16 teams, of 
8,000 dozen, and the total is 93,650 dozen. 
As a total of 654,000 dozen bascballs was pro luced in 
1947, the usage by professional leagues of 53,650 dozen 
equals about 8 percent of total production. 
At an average price of $16.50 per dozen (exclusive of 
excise tax 


he dollar value of baseballs used is $885,225 


? 
Bats: The 387 teams in professional baseball will use a) 
average of 20 dozen bats per season, or a total of 


7,740 dozen. 
At an average price of $15 per dozen (exclusive of 
excise tax), the total value per vear is $116,100 
Gloves and mitts: There are 6,753 players in organize 
baseball. It is estimated each plaver will use an average 
of 2 gloves per season, or a total of 13,500. 
At an average price of $10 each (exclusive of taxes 
the total value of gloves is $135,000. 
Summary: 
Total value: 
Balls S885, 200 
Bats _ -- ; ; 116, 100 
Gloves _ - Bi ; 5 ; 735. 000 


1. 136. 300 


RESOLUTION No. 749 


In regular adjourned session of the City Commission of the City of Madison, 
S. Dak., on June 25, 1951: Be it 

Resolved, That the said City Commission of the City of Madison go on record 
as being unalterably opposed to any revision of or amendment to section 3411(c) 
of the United States Internal Revenue Code, which exempts |} ublicly-owned 
utilities from an energy tax; 

That it further go on record as denouncing the action of the House Wavs 
Means Committee on Tuesday, May 22, 1951, wherein it voted 18 to 7 t 
the base of the 344 percent electrical-energy tax “‘to include sales by 
owned plants,”’ and wherein it agreed to continue the exemptio1 
financed electrical cooperatives, as being discriminatory action : 
the democratic and time-honored precepts of the sovereignty of 
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government, and upon which precepts the principle of reciprocal tax immunity 
has existed between the States and the Federal Government from the very begin- 
ning: Be it further 

Resolved, That the above resolution be spread on the minutes of said commission 
verbatim, and that copies of said resolution be sent forthwith to the South Dakota 
Senators and Representatives in Washington, D. C. 

Passed and adopted June 25, 1951. 


[SEAL] 


Attest: R. E. Harti, Mayor. 
Geo. H. Simpson, City Auditor. 


CicaR MANUFACTURERS ASSOCIATION OF TAMPA, 
Tampa, Fla. 
Re amendment by Mr. Holland to H. R. 4473 to paragraph 605 of the first section 
of the Tariff Act of 1930 as amended (19 U.S. C. 1001). 
CoMMITTEE ON FINANCE, 
Senate of the United States. 

GENTLEMEN: The Cigar Manufacturers Association of Tampa, hereinafter 
called the association, is composed of 14 cigar manufacturers located in Tampa 
Fla. About 75 to 80 percent of all cigars manufactured by these 14 factories are 
manufactured out of all Cuban imported tobacco. The remainder are manufac 
tured out of imported Cuban filler tobacco and wrapped with shade-grow 
domestic tobacco. 

Three members of the association, Garcia & Vega, Inc., Morgan Cigar Co 
and Corral Wodiska vy Ca, manufacture cigars under bonded cigar-manufact uring 
warehouses as set forth in the Tariff Act of 1930. Section 311 of the act (title 19 
par. 13.11 U. 8. C. A.), in the eighth grammatical paragraph thereof, provides 
that cigars manufactured in such bonded cigar-manufacturing warehouses and 
sold domestically shall show on the boxes or packages containing such cigars 
their character, origin of tobacco from which made, and place of manufactur 

The pertinent part of the section is as follows: ‘‘Provided, That cigars manu- 
factured in whole of tobacco imported from any one country, made and manufac- 
tured in such bonded manufacturing warehouses, may be withdrawn for home 
consumption upon the payment of the duties of such tobacco in the condition as 
imported under such regulations as the Secretary of the Treasury may prescribe 
and the payment of the internal-revenue tax accruing on such cigars in their con- 
dition as withdrawn, and the boxes or packages containing such cigars shall be stamped 
to indicate their character, origin of tobacco from which made, and place of manu- 
facture.’’ [Emphasis added.] 

Section 19.16 (b) of Customs Regulations of 1943 provides that cigars manu- 
factured in such bonded manufacturing warehouses for home consumption shal! 
not be removed therefrom until the Internal Revenue stamps, the caution notice, 
and the customs stamp shall have been affixed to each box containing cigars. 

Section 19.16 (e) of the regulations provides: 

‘Before removal of cigars from bonded premises for consumption, there shall b: 
affixed to each box thereof the stamp provided by the Government indicatin: 
their character according to the method of manufacture, origin of tobacco, place 
of manufacture,and that they were manufactured in bond. These stamps shal 
be sold to manufacturers by collectors of customs.”’ 

Under this latter regulation, the stamp provided by the Government and sold 
to the manufacturers contains various information showing that the tobacco used 
was imported from a particular country, that the cigars were manufactured in 
bond, the place of manufacture, and that the cigars are one of the following types 
or classes: 

1. Machine precisioned, of long filler. 

2. Machine precisioned, of short filler. 
3. Hand bunched, machine wrapped, of long filler. 
4. Rolled by hand, of short filler. 
5. Rolled by hand, of long filler. 

Under the foregoing statutes and regulations, each box of cigars contains one 
of the above types of stamps depending on whether the cigar is machine made or 
rolled by hand or hand bunched and machine wrapped. This has been a require- 
ment, as to domestic cigars manufactured in bond, for many,many years, and it 
affects all bonded manufacturing, warehouse cigar manufacturers in the United 
States, 
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A purchaser purchasing a cigar manufactured by one of the three named 
Tampa manufacturers from a box containing such a stamp has the absolute 
assurance that he is purchasing a cigar manufactured out of all imported Cuban 
tobacco. Such a purchaser also knows whether or not the cigar is rolled by hand 
or whether it is made by machine. 

Manufacturers in the Republic of Cuba have manufactured and imported into 
the United States for years past cigars made, of course, of all Cuban tobacco and 
either all hand made or rolled by hand, and the American consumer, over this 
long period of vears, has purchased such cigars with the belief and understanding 
that the same were so made. There is no requirement under present laws that 
these Cuban imported cigars shall show how the same are manufactured. 

Recently, Cuban manufacturers have commenced to manufacture some of 
their cigars by machine, the same as some of our manufacturers in Tampa, and 
they are importing same into the United States without showing that they are 
machine-made cigars. Therefore, the American consumers are not advised by 
the Cuban manufacturers that they are machine made. Such cigars are now 
being sold under the same brand names as Cuban hand-made cigars long im- 
ported into the United States, and the American consumers naturally think they 
are buying hand-made cigars when, in fact, they are purchasing machine-made 
cigars. 

One important factor in connection with these machine-made imported Cuban 
cigars is that they are selling the same on the American market at a considerably 
reduced price over which they previously sold the hand-made cigars. For ex- 
ample, one size previously made by hand and sold in this country at 35 cents is 
now imported and sold at retail at two for 55 cents. Such reduction is due to 
the lesser cost of manufacturing a machine-made cigar. The American con- 
sumer naturally asks why it is, if Cuban manufacturers at this time can reduce 
the price of their cigars, that the American manufacturers do not reduce their 
prices. This creates an unfair competitive situation because the American con- 
sumer has not been advised that the Cuban imported cigars are machine made. 

The association and the three manufacturing members thereof who manufac- 
ture bonded cigars are firmly of the opinion that imported cigars should be re- 
quired to carry the same information as those manufactured in this country and 
that the amendment proposed by Mr. Holland should be promptly enacted into 
law. 

The amendment by Mr. Holland only requires the same information on the 
boxes containing imported cigars as American manufacturers are required to 
put on boxes containing cigars manufactured in bonded warehouses. Mr. Hol- 
land’s amendment adds to paragraph 605 of the first section of the Tariff Act of 
1930, as amended (19 U. S. C. 1001) the following: ‘‘Provided, That boxes or 
packages containing such imported cigars shall be stamped on the outside in 
English to indicate the character, origin of tobacco from which made, and place 
of manufacture of such cigars, and such information shall be the same as the 
information relating to character, origin, and place of manufacture required to 
be placed on boxes or packages of cigars subject to the provisions of section 311 
of the Tariff Act of 1930.” 

The requested amendment is not anything new, novel, or unusual in our 
customs law. For example, paragraph 367 of section 1001 of the Tariff Act of 
1930 provides how imported watch movements shall be marked. 

Paragraph 361 of said section 1001 provides how slip-joint pliers shall be 
marked. 

It is respectfully submitted that the proposed amendment should be adopted 


Cicar MANUFACTURERS ASSOCIATION OF TAMPA, 
By RaMOnN FERNANDEZ Rey, Vice President. 


New York UNIVERSITY ScHoo. or Law, 
New York 3, N. Y., July 18, 1951. 
Hon. Water F. GEorGE, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


DEAR SENATOR GEORGE: Enclosed is a short memorandum in support of the 
adoption by the Committee on Finance and by the Senate of section 501 of the 
pending revenue bill of 1951, as passed by the House of Representatives and 
now pending in the Senate. 
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This memorandum sets forth some of the reasons why colleges and universitii 
feel that possible income-tax liabilities in these cases should be set at rest fi 
years prior to 1951 by specific statutory enactment. We strongly urge you 
support of this provision. 

Sincerely yours, 
tussELL D. Niues, Dean 


MEMORANDUM RE SEcTION 501 oF THE PENDING REVENUE BILL oF 195] 
(H. R. 4473) 


Until the passage of the 1950 Revenue Act, the Congress had made no attem} 
to tax the unrelated business income of colleges and universities, or of ‘feeder 
organizations, so long as all of the income inured to the benefit of an educatior 
i tion which met the statutory standard. As pointed out in the unanimo 
opinion of the Court of Appeals for the Third Cireuit in C. FP. Muell 
v. Commissioner, section 101 (6) of the Internal Revenue Code has been int: 
prete 1 consistently for 30 years to give exemption to certain charitable organi 
tions on the theory that it was the destination of the income, not its source, wh 

tl 


er Comm 


1 


was controlling. \ithough 
times called to the attention of the Congress, especially in 1942, no act 
taken to change the law until 1950. The colleges and universities which rel 
he existing law did so reasonably and in good faith, and in the case of N« 
University, did so in further reliance on a letter of exemption ? obtain: 
before the first company was acquired for the benefit of the university. 
Section 301 (a) of the Revenue Act of 1950 added a new Supplement U to chapte: 
1 of the Internal Revenue Code taxing the unrelated business income of colle 
and universities and certain other tax-exempt organizations. This provision w 
specifically made applicable only with respect to taxable years beginning af 
December 31 1950 Section 301 (b) of the Revenue Act of 1950, furtherm: 
denied tax exemption to so-called feeder organizations which are operated f 
profit even though all of their profits are payable to tax-exempt organizatic 
This amendment was also made applicable only with respect to taxable yeas | 
ginning after December 31, 1950. With respect to the effective date of the ac 
303 provided: 

The determination as to whether an organization is exempt under section I 
of the Internal Revenue Code from taxation for any taxable vear beginning bef 
January 1, 195!, shall be made as if seetion 301 (b) of this Act had not been enact 
and without inferences drawn from the fact that the amendment made by s 
section is not expressly made applicable with respect to taxable years begin 
before January 1, 1951.” 

It seems clear from sections 301 (a). 301 (b). and 303. that the Congress ha 


1e decisions so interpreting the code were sever 


‘ 


j 
l 
»} 
i 


section 


1 
intention of imposing a tax on income which had inured to the exclusive benefit 
a college or university in past tax vears, but the act did not expressly set the mat 
at rest. The uncertainty as to taxabilitv was caused not by the Revenue Act 
1950 but by the decision of the Tax Court on May 29, 1950, in the ease of ( 
Mueller v. Commissioner2 This unexpected and unprecedented decision 1 
statutory relief for past years imperative, but by May 29, 1950, the Ways 
Means Committee had nearly completed its draft of the 1950 act and lacked 
adequate opportunity to consider the matter. The matter was called to 
attention of the Senate Finance Committee and an attempt to give partial re! 
was made by the committee but the provision as drafted was not broad eno 
to satisfy the conference committee and therefore the question of relief for pa 
years wa left to subse quent legislation. The rep rt of the conference committ 
made the following statement on this point: 


‘The conferees were unable to consider the question of taxabilitv for ye 


prior to 1951 of income derived by a college or university from the conduct 0 
trade or business whether carried on directly by the institution or throug 

subsidiary. This matter is in litigation and was not in conference. Ho 

it is the view of the conferees that undue hards! ip will arise if such inst 


' 


are required to pay taxes on income which has already been spent to carr) 
their educational! programs, and the conferees express the hope that this matt 
mav be reviewed in subsequent legislation.’ 


. reversing 14 T. C, 992 
» Commissioner of Internal Revenue to Medlaw Corp., dated June 22, 1945. 


er port (Rept No. 3124), 81st Cong., 2d sess 
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Section 501° of the pending revenue bill of 1951 w: ( v » House 
of Representatives in June of this year in confor 
conference committee in 1950. 
On June 20, 1951, after the passage of the House bill, 
of Appeals for the Third Circuit reversed the decision 
that the C. F. Mueller Co. was exempt from income tas 
and operated exclusively for charitable purposes 
101 (6) of the Internal Revenue Code. The need 
bill has not been ended, however. Without secti 
that litigation will continue. On May 5, 1951, tl 
for the Fourth Circuit, reversing a district cour 
lina corporation named Community Services, Ine 
and in the course of its opinion indicated 
of the Tax Court in the Mueller case wa 
between the third and fourth circuits 
General will apply for certiorari ar 
review the decision of the court 
conflict of opinion between the 
Circuits, it is practically certain that Gove 
certiorari in the Mueller case will be grant 
The purpose of section 501 of the He ust 
sible tax liability for years prior to 1951. Colles 
relief provided by the House bill for several rea 
stitutions are facing an immediate financial cri 
gram. The need for relief is now; 1 or 2 vears 
colleges and universities have either spent the in 
mitments in reliance on it. Delay itself involve 
Mueller case is ultimately won by the taxpayer i 
tion will follow. Not all fact patterns are ex: 
Mueller case. Other colleges and universities with 
Amherst, Baylor, Kmory, Loyola of New Orleans, and 
may have to submit to the expense and risk of furthe1 
Without express legislative relief, a consi 
ties affected by this question will continuc f 
until all possible threats of litigation are ended. This 
certainty will continue until the statute of limitations has ru 
settles the question once and for all in the manner which the Ho 
If by any chance, the Supreme Court should decide the Mueller 
Government, the resulting hardship would be extreme. 
Section 501 of the House bill appears clearly to express the inte 
Congress has consistently maintained on the point in controversy 
tee on Wavs and Means of the House in its report on the 
explained its reasons for adopting section 501 in the following |: 
In conformance with the views expressed by the House 
Revenue Act of 1950, section 501 of vour committee’s bill a 
of the Revenue Act of 1950 to provide that for years prior to 1951 exen 
to be denied feeder corporations if their profits inure to a regularl 
school, college, or university. 


tr 


tion 501 of the pending revenue bill 

relieved certain charitable organizati 
ility for years prior to 1951. It provides 
wnization which carried on business f 


whi 


} 


Tor i] organization whieh norm lly n il 
in attendance at the place where its educati 
» ground that it was carrying on business for 
ited States v. Community Services, Inc it! 
irrived on business activities for the purpos 
ness activities were apparently also carried on for 
mexempt business corporation 
Che opinion of the Court of Appeals in th 
mmunity Services, decision from the Mueller « t 
It in the two cases, the language of the two inions is hardly 
That this is the Government's intention is manifest from t 
ivers’ petition for certiorari in Universal Oil Products ¢ 
reuit 1950), cert. denied, 340 U. 8. 850 In its m 
Government denied that there was a conti 
iorari unless the Supreme Court should b lling to 
ranization engaging in business activities thereby forfei 


it 1 exem 
“court may wish to await a case which squarely presents the que 
‘ommissioner (14 T. C. 111 1/2), decided May 25, 1950, | 
lhird Circuit’ (p. 9, Government’s Memorandum 
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“This provision is expected to have no permanent effect on revenues.’ ® 

The unrelated business income of colleges and universities is clearly taxable 
for 1951 and future years under the provisions of the Revenue Act of 1950. See- 
tion 501 of the House bill is not in any way inconsistent with this policy. Its 
effect is confined solely to years prior to 1951 and it is in complete conformity with 
the views expressed by the conference committee in 1950 in which views the Senate 
conferees concurred. 

The adoption of section 501 of the House bill by the Committee on Finance 
and by the Senate would bring this matter to a final and equitable conclusion. 


Morris, KixmMitter & Baar, 
Washington 5, D. C., July 23, 1951. 

Hon. WaALtTeR F. GEORGE, 

Chairman, Committee on Finance, 
United States Senate, Washington 25, D. C. 
Sir: This is a request that the Senate Committee on Finance add to the revenue 
bill of 1951 a new section relating to the inclusion of insurance proceeds in the 
gross estate subject to the Federal estate tax. 


DISCOVERY OF NEED FOR LEGISLATION 


The need for the proposed new section has been discovered in the course of 
representation before the Treasury Department of-the Federal estate tax case of 
the estate of a decedent who died in May 1941. One of the questions at issue is the 
ineludability in the gross estate of the proceeds of life-insurance policies which 
were irrevocably assigned by the decedent to a trust several years before his 
death. There is no apparent reason in the circumstances of this case for including 
the proceeds in the gross estate unless the decedent had a reversionary interest 
in the policies. It is believed that under the applicable State law, the decedent 
did not have a reversionary interest in the policies. Nevertheless, since there are 
so frequent differences of opinion as to whether a decedent has a reversionary 
interest in property given in trust to others, since our decedent’s reversionary 
interest, if any, was worth much less than 1 percent of the value of the policies, 
and since the application to a situation such as this of the 5-percent rule contained 
in section 503 (a) of the Revenue Act of 1950 should automatically exclude the 
proceeds of the decedent’s policies from his gross estate, we wish to point out the 
reasons why, in this kind of case, the enactment of the proposed new section would 
give relief from an inequitable situation and be consistent with the legislative 
intent which produced section 503 (a) of the 1950 act. 

The present legal anomaly and the need for legislative relief are explained in 
detail below. 


TREASURY POLICY CULMINATING IN THE SPIEGEL’S ESTATE DECISION 


Section 811 (g), Internal Revenue Code, prior to its amendment by section 404 
(a) of the Revenue Act of 1942, provided that there should be included in the 
estate, subject to the Federal estate tax, the proceeds of life insurance ‘‘to the 
extent of the excess over $40,000 of the amount receivable by all other [other 
than the executor] beneficiaries as insurance under policies taken out by the 
decedent upon his own life.’”” This section was amended by section 404 (a) of 
the 1942 act to include in the estate the proceeds of life insurance, 

“To the extent of the amount receivable by all other [other than the executor] 
beneficiaries as insurance under policies upon the life of the decedent (A) pur- 
chased with premiums, or other consideration, paid directly or indirectly by the 
decedent, in proportion that the amount so paid by the decedent bears to the 
total premiums paid for the insurance * * ¥*,”’ 

Section 404 (c) of the Revenue Act of 1942 provided that the amendment ti 
section 811 (g), I. R. C., made by section 404 (a) of the 1942 act should be appli- 
cable only to estates of decedents dying after the date of enactment of the 1942 
act (October 21, 1942), but that ‘‘in determining the proportion of the premiums 
or other consideration paid directly or indirectly by the decedent (but not the 
total premiums paid) the amount so paid by the decedent on or before January 
10, 1941, shall be excluded if at no time after such date the decedent possessed 
an incident of ownership in the policy.” 


* P. 36, H. Rept. 586, 82d Cong., 1st sess. 
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Until the Revenue Act of 1950 was passed to modify the Treasury Department 
practice in one respect, it had been the Treasury policy in those cases where, in 
its opinion, the decedent’s estate held a possibility of reverter in the insurance 
proceeds to include the proceeds (to the extent of the excess over $40,000 where 
the decedent died on or before October 21, 1942, and to the full extent where the 
decedent died after October 21, 1942) in the estate. This was on the evident 
theory that, where the decedent died on or before October 21, 1942, the insurance 
proceeds were receivable ‘‘under policies taken out by the decedent upon his 
own life’’ within the meaning of section 811 (g), I. R. C., prior to its amendment 
by section 404 (a) of the 1942 act effective in the case of decedents dying after 
October 21, 1942; and that, where the decedent died after October 21, 1942, the 
possession of a right of reverter was ‘‘an incident of ownership in the policy”’ 
within the meaning of section 404 (c) of the Revenue Act of 1942 effective in the 
case of decedents dying after October 21, 1942. 

The United States Supreme Court supported this Treasury policy, at least so 
far as it rested upon the theory that the right of reverter was an incident of 
ownership in the policy, in Spiegel’s Estate v. Commissioner (335 U. 8. 701, 93 
L. ed. 330). The question in that case did not involve the proceeds of a life 
insurance policy but rather the inecludibility in the estate of a decedent of the 
corpus of a trust where, in the Court’s opinion, the decedent had retained a 
possibility of reverter by operation of law. Nevertheless, the rationale of the 
decision (which treats death as the event which makes the transfer effective in 
possession or enjoyment within the meaning of see. 811 (¢), I. R. C., because by 
operation of law the trust property might conceivably revert to the decedent) 
justified the ‘lreasury Department in holding that the decedent retained an 
incident of ownership in a policy where, by operation of a State law, the proceeds 
might possibly be payable to his estate. 


LEGISLATIVE RELIEF FROM HARDSHIP OF SPIEGEL’S ESTATE RULE AS APPLIED BOTH 
TO TRANSFERS AND INSURANCE 


In order to relieve the hardship caused by the Spiegel’s Estate decision, Congress 
made two related changes in the estate tax provisions of the Internal Revenue 
Code. ‘The first of these changes was made by section 7 (a) of the Technical 
Changes Act of 1949, Public Law 378, Eighty-first Congress, first session. A 
portion of this section provided in effect that property which would be includible 
in the estate as a transfer intended to take effect in possession or enjoyment at or 
after death only because the decedent had a reversionary interest in the property, 
should not be thus taxed unless the value of the reversionary interest immediately 
before death exceeded 5 percent of the value of such property. Subsection (b) 
of section 7 of the same Technical Changes Act of 1949 made subsection (a 
applicable to estates of decedents dying after February 10, 1939 (the date of 
enactment of the Internal Revenue Code). 

This provision was not in the House bill but was included at the instance of 
the Senate Finance Committee. The Senate committee in its report (Rept. 
No. 831, 8lst Cong., Ist sess., pp. 8, 9) in the first draft of this amendment (some- 
what different from the form in which it was adopted) discussed the severity of 
the decision in the Spiegel’s Estate case and quoted from a dissenting opinion 
in that case which pointed out that under the facts of that case, the value to a 
decedent just prior to death of a reverter in a $1,000,000 trust fund would be 
about $70. Subsequently, the bill was amended in conference to take the form 
in which it was passed. 

The second change to overcome the effect of the Spiegel’s Estate decision dealt 
with insurance and was contained in section 503 (a) of the Revenue Act of 1950. 
This section amended section 404 (c) of the Revenue Act of 1942 to provide, 
effective as to estates of decedents dying after October 21, 1942, that, for the 
purpose of that sentence in section 404 (c) of the Revenue Act of 1942 which, in 
determining the proportion of premiums paid by the decedent, excludes premiums 
paid by the decedent on or before January 10, 1941, if at no time after such date 
the decedent possessed an incident of ownership in the policy, ‘‘the term ‘incident 
of ownership’ includes a reversionary interest only if (1) at some time after Jan- 
uary 10, 1941, the value of such reversionary interest exceeded 5 percent of the 
value of the policy, and (2) the reversionary interest arose by the express terms 
of the policy or other instrument and not by operation of law.’”’ One of the main 
purposes of this amendment was to give the same kind of relief from the Spiegel’s 
Estate rule in the case of reversionary interests in insurance proceeds that had 
been given by section 7 (a) of the Technical Changes Act of 1949 in the case of 
transfers which might otherwise be deemed effective in possession or enjoyment 





LOS6 REVENUE ACT OF 1951 


at or after death. This amendment by the Revenue Act of 1950, like that by the 


Technical Changes Act of 1949, was brought about by the Senate Finance Com- 

mittee (Rept. No. 2375, 8ist Cong., 2d sess., pp. 130, 131). 

FAILURE TO GIVE RELIEF IN CASE OF REVERSIONARY INTERESTS IN INSURANCI 
POSSESSED BY DECEDENTS DYING ON OR BEFORE OCTOBER 21, 1942 


This change in the treatment of insurance proceeds, however, unlike the amend- 
ment made applicable to reversionary interests in transferred property other tha 
insurance, was by section 503 (a) of the Revenue Act of 1950 made effective on 
with respect to estates of decedents dving after October 21, 1942. This was 
the date of passage of the Revenue Act of 1942 which contained section 404 
referred to hereinbefore. 

There does not seem to be any explanation in the legislative history, either 
the Revenue Act of 1942, or of the Revenue Act of 1950. as to why section 503 

the Revenue Act of 1950 was made effective at a later date thar 7 


lechnical Changes Act of 1949. The application of the Spiegel’s Estat: 


section 4 


insurance in which the decedent has no interest except a possibilit, 
reverter worth not more than 5 percent of the value of the i 


policv, 1s Just a 


inequitable as it is applied to property transfers where the decedent | 


interest except the possibility of reverter worth not more than 5 


I i \ 


las 


perce! t of 
ie of such property 


The explanation for the difference in the effective date of the two similar p1 
ions may well be purely mechanical. Section 503 (a) of the Revenue Act 
was a limitation on section 404 (c) of the Revenue Act of 1942. Sect 
104 (ec) contained the provision that the premiums paid by the decedent or 
before January 10, 1941, should be excluded under certain eonditions in deter 
mining the proportion of premiums paid by the decedent. This proportion wa 
by section 404 (a) of the 1942 act became applicable onlv to estates 
decedents dving after October 21, 1942 (the date of its enactment 
th 


made one « 
e principal criteria of taxabilitv. Thus, the remedial provisions of sectio 
503 (a) of the 1950 act were tied to a formula which, so far as expressly provided 
by statute, was first applied to estates of decedents dving after October 21, 1942, 
and it would seem logical, upon first examination, that the remedial provisions 


should also be applicable only to estates of decedents dying after October 21. 
1942 ; 


The objection to this explanation as a logical basis for not making sectior 
503 (a) of the 1950 act applicable to estates of decedents dving on or before October 
21, 1942, lies in the Treasury Department poliev. This poliev is to apply, where 
the decedent died between January 10, 1941, and October 21, 1942, the san 
proportion-of-premium-payment test that it applies where the decedent died after 
October 21, 1942, with this difference: If the decedent had a reversionarv inter 

, January 10, 1941, the Treasury Department includes the proceeds in t! 

small the value of the reversionary interest (Regulations 105 
whereas, if the decedent died after October 21, 1942, it does 
tax the proceeds unless the reversionary interest is worth more than 
he value of the polieyv (see. 503 (a) of the 1950 act). This poliey is also ap 
parently 


5 per 


to inelude the insurance pr yceeds in the estate where the decedet t dis 


‘ 
before January 10, 1941, if the decedent paid the premiums and at death ha 


reversionary interest, however smal! its value (Regulations 105. see. 81.27 


mf 
us, wh the decedent died on or before October 21, 1942, and paid 
i ns, the Treasur poliev in elu les the proceeds in the estate if at ade A 
; at any time after January if) 194] in case the decedent died thereaft« I 


lecedent had a reversionary interest regardless of the smallness of its va 


e} +} 


WT 1 


1 case e same inequity exists that was remedied by section 503 (a 


‘'t for the estates of decedents dving after Otcober 21, 1942. 


THE SUGGESTED REMEDY 


It appears equitable, therefore, to erant to the estates of decedents dying on or 
before October 21, 1942. at least to the estates of those dvinz after February 10 
1939 (as in the case of sec. 7 of the Technical Changes Act of 1949 which amend 
sec. 811 (¢), I. R. C.), the same relief that was provided by section 503 (a) of 
1950 act for the estates of those dving after October 21, 1942. It is aceordin: 
irged that a new section be added to the revenue bill of 1951 (H. R. 447: 
The only substantial difference between this proposed addition and section 404 
of the 1942 act as amended by section 503 (a) of the 1950 act, and section 503 
of the 1950 act, lies in the effective dates; the proposed new section is applicab 
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1942 
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act, 
as eC 
nece 
is i 


pro} 


and 
othe 
prot 
of a 


194 


poli 


or oO 





REVENUE ACT OF 1951 


to the estates of decedents dying after February 10, 1939, and before October 
1942, whereas section 404 (c) of the 1942 act, as amended, is a mys 
of decedents dying after October 21, 1942. The italicized portion of addit 
set out below, except for the effective dates, is similar to se n 404 a er 
act, as amended, but chiefly because of the statutory formula in section 


as explained hereinbefore (first paragraph on p. 5), th 


to est 


‘ mechanisn 
necessarily different. The remaining, ee part of the addition, however 
is identical with the corresponding part of section 503 of the 1950 2 
propose “d new section is as follows: 

“(a Effect wwe Wil th respect lo estates of decedents d jing Cofle 
and before October 22, 1942, the proce eds of life insurance 
othe r than the execulor shall not be included Lh the gross esiace of 


provisions of section 811 (qg) applicable in the case of such decedent 


of a reversionary interest poss ssed by him unless (1) at some ti 
1941, } 


the value al sucl 


1S¢ of a decedent dying vo or before such de é, 
1 reversionary interest exceeded 5 per cent 
policy, and (2) the reversionary interest arose by the 
or other instrument and not by operation of law. 
reversionary interest’ includes a possibility the 
the policy, (A mav return to the decedent or 
to a power of disposition by him. The value 
time shall be determined (without regard to the 


} 


{ i 
usual methods of valuation, including the use of tables of mor 


principles, pursuant to reculations prescribed by the Seere 
the value of a possibility that the policy or proceeds tl 
power of disposition by the decedent, such possibility 
were a possibility that such policy or proceeds may return 
estate. 

‘(b) No interest shall be allowed or paid on any overpaym 
application of subsection (a) with respect to any payment 
enactment of this Act 

It is requested that this letter be made a part of the record 
the Senate Committee on Finance and that the undersigned be 
testify on the subject matter of this letter. 

Sincerely, 


ALLEN H. GARDNER. 


NATIONAL ASSOCIATION OF CONCERT \IANAGERS, 
White Plain S, N. as J 4 185, 195 
Hon. WALTER GEORGE, 
Ch lirman, Ne nate Finance 3 ommi ttee, 
Senate Office Building, Washington, D. C. 


Dear Str: In connection with H. R. 2524 and pursuant to resolution adopted 
at the semiannual meeting of our directors on last June 4, I have been directed t 


advise you of our approval of the proposed exemptions from adm yns taxes as 
described in the Congressional Record of May 17 with the exeeption that the 
nonprofit concert associations referred to shall be revised and defined as ‘“‘being 


resident within the community, of local origin and purpose, with autonomy and 
control resting with the local organization’s officers and, more specifically, that the 
organization not be affiliated with groups, movements or chains in other citie 
State aa 79 


From the standpoint of independent local concert managers this is an extr 
important stipulation and we hope you will qualify these adn 
tions accordingly when they are put in final form. 

Yours sincerely, 


LISSIONS TAX EXE 


JULIAN OLNEY, 


Morion Picture THEATER OWNERS OF New York State, 

Buffalo, N. Y., Ju 

To the Me mbe rs of United Ntate g Ne rn ie Finan *¢ Committee 
Senate Office Building, Washington, D. 


HonoraBLE GENTLEMEN: At a general membership meeting of 
Picture Theater Owners of New York State, Ine., ré presenting 400 
western New York, it was 


Resolved: That 1701 A of H. nt. 1473, which seeks to exen pt no! profi 


izations from the 20 percent admissions tax be opposed by this organizat 
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unfair exemption which will tend to create unfair competition to legitimate busi- 
nesses, Which are subject to this tax; and that the Senate Finance Committee be 
informed of this action and be requested to delete this section from the proposed 
law. 

We most earnestly solicit your close attention to this matter, since it covers a 
matter of vital importance to all motion picture operators in these United States. 

Very truly yours, 
GEoRGE J. GAMMEL, President. 


ELEANOR Suops, INc., 
New York 18, N. Y., July 18, 1951. 
Hon. Water F. GrorGeE, 
Chairman, Finance Committee of the Senate, 
Senate Office Building, Washington, D. C. 


Dear Sir: We address this communication to you in reference to section 123 
of the House bill, H. R. 4473, now pending before the Senate Finance Committee. 
We respectfully urge that the enactment of this section treating of ‘‘Surtax 
exemptions and certain credits of related corporations’? would be detrimental to 
our economy, discriminatory among taxpayers and inadvisable on considerations 
of public policy. Our criticism of this proposed legislation is based upon the 
following reasons: 

1. The operation of business via a corporate structure consisting of parent and 
subsidiaries constitutes a well recognized and customary form of doing business 
This method has its origin prior to the existence of tax considerations resulting 
in any particular form of doing business. Accordingly, it cannot be contended 
that the parent and subsidiary relationship represents an artificial structure 
created for tax purposes. There are many business reasons why separate corpora- 
tions are formed in the very locality in which such corporation carries on its 
operations. For instance, as an aid in the development of good will, or in facili- 
tating the obtaining of credit, or for operational purposes, a separate corporation 
must often be formed in the State in which it operates. There is no reason for 
the retroactive penalization of such related corporations which have been formed 
for good business reasons. 

2. The purpose behind the granting of a surtax exemption and the minimum 
excess profits tax credit was to confer tax advantages on small business. The 
proposed legislation while intending to further this purpose, actually does not 
accomplish it. In corporations like ourselves, eacn separate corporation operates 
on its own as a small business. Thus, in each locality it competes with other 
small businesses wit all conditions being equal. If one small business were to 
be granted a tax advantage as against our own affiliate, it would discriminate 
against our separate corporation carrying on its Own small business operation. 

3. Big businesses, such as United States Steel, have their own big business 
subsidiaries with excess profits tax credits greatly exceeding the minimum credit 
of $25,000. Consequently, such businesses would not be affected by the limita- 
tion imposed by section 123, allocating a single minimum credit of $25,000 for 
an entire group. This limitation would affect only the small business subsidiaries 
whose earnings during the base period years were not in excess of $25,000. 

4. Section 123 would effectuate a consolidation for purposes of exemptions and 
credits without granting any of the advantages of consolidation, such as elimina 
tion of intercompany profits. 

5. In the committee’s report on the proposed House bill, it is stated that at 
least 70 percent of all the corporations have incomes less than $25,000. And the 
committee proposed that “‘Sinee corporations with incomes of $25,000 or less are 
not subject to the surtax, their rate is increased from 25 to 30 percent.”’ If the 
surtax exemptions and the minimum credits are eliminated, additional revenue 
may be obtained but only at the sacrifice of equitable treatment that should be 
accorded to smaller profitable corporations. 

6. Section 123 would only affect related corporations. However, a corporatio! 
and a proprietorship owned by the same person would escape the effects of sectior 
123. Accordingly, wherever two corporations are owned by the same people, on 
corporation will be liquidated and run as an unincorporated business. TI 
legislation would necessitate the creation by alert management of artificial forms 
of doing business so as to avoid coming within its purview. Sections 45 and 129 
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of the Internal Revenue Code are of sufficient breadth to avoid any subterfuges 
that may be employed by related corporations in order to avoid tax. 

7. A parent may avoid the application of section 123 by having its employees 
exercise stock options from its subsidiaries to the extent of 6 percent of the sub- 
sidiaries’ stock. The stock is ordinarily so fettered with restrictions that the net 
effect of such purchase by the employees is to leave the parent in the same position 
as prior to such purchase but outside the confines of section 123 Even if 6 percent 
of the stock is held unrestrictedly by employees, it is difficult to see what effect 
6-percent ownership has for tax purposes. This point must also be considered in 
relation to the favorable treatment granted stock options under the 1950 act. 

8. Section 123 would foster unreal stock issues. For instance, where common 
stock is the only stock outstanding, preferred stock may be issued as a tax-free 
dividend in such manner that the preferred has the entire corporate value. With 
common stock being the only voting stock outsiders can be given a sufficient num- 
ber of voting common to avoid the application of section 123 even though the 
common to such outsiders may have a zero value and zero effective vote. 

9. Under section 123 there may be many corporations affiliated because of 
voting stock ownership. However, each corporation might have different and 
unrelated preferred stockholders whose ownership might constitute most of the 
equity in the corporation. It would be unfair to these preferred-stock holders to 
subject the profits relating to their shares to greater taxation than similarly 
situated corporations who do not happen to be affiliates. 

10. Many so-called big businesses operate effectively through separate corpora- 
tions without any actual ownership of such corporations. For example, Coca- 
Cola Co. operates through many corporations which are nothing more than 
franchise holders for Coca-Cola Bottling. Naturally, Coca-Cola could always 
“pull the string”’ on these franchises and therefore remains fully in control of these 
corporations. The fact that ownership is in different people does not detract from 
the extent of big business control. There is no reason to allow this type of control 
to exist and vet penalize the same sort of control where there happens to be owner- 
ship too. 

11, Administratively, section 123 will be difficult to carry out. Where groups 
of two or more corporations are involved, five individuals must own proportion- 
ately the same voting power in each corporation to the extent of 95 percent of the 
voting power. However, the porportion may be computed by increasing voting 
power in one of the corporations by 10 percent and decreasing voting power in the 
other corporation by not more than 10 percent. Obviously, if one adds the 
problems relating to direct and indirect ownership, the lay public as well as the 
administrative body will be hard put to determine whether section 123 applies to 
any particular situation. 

As is evident from the above— 

(a) The creation of related companies is an historically accepted method of 
doing business, and sections 45 and 129 of the present law are adequate to prevent 
tax advantages being accorded artificial relationships established for tax purposes. 

(b) Section 123 consolidates affiliated companies without requiring computa- 
tions of income based on the principles of consolidated returns. 

(c) Small business, under section 123, would be discriminated against as con- 
trasted with big business, assuming all factors are the same except size. 

(d) *‘Innoecent”’ common- and preferred-stock holders of one corporation would 
be penalized by section 123 due to ownership by other stockholders of stock in 
other corporations. 

(e) Section 123 offers so many opportunities to avoid its application by trans- 
actions having no other effect or purpose than such avoidance, its enactment would 
be advisable. 

(f) The difficulty to the lay public technicians and the administrative body, 
of understanding and applying section 123 far outweigh the possible plugging of 
an alleged loophole in the tax law. 

Accordingly, we respectfully urge that our analysis of section 123 impels the 
conclusion that it should be omitted from the proposed legislation. 

Very truly yours, 
ELEANOR Suops, Inc., 
by S. J. RosentuHan, President. 
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STATEMENT OF GEORGE H. FRATES, WASHINGTON REPRESENTATIVE, NATIONA! 
ASSOCIATION OF Retratt Druaaists, Wirth REFERENCE TO A PROPOSED Excisp 
TAX ON ALL SHAMPOOS 


Mr. Chairman, gentlemen of the Senate Finance Committee, my name 
George H. Frates. I am the Washington representative of the National Associa 
tion of Retail Druggists located at 1163 National Press Building, Washington 
D. C. Our organization represents a membership of 35,000 independent retai 
druggists practicing their profession in every State of the Union and the Distriet 
of Columbia. 

When Secretary Snyder appeared before this committee February 5, 1951, | 
advocated an extension of the 20 percent tax on toiletries to include all shampoos 
The Miscellaneous Tax Division of Internal Revenue ruled that all shampoo 
containing 5 percent or less of saponaceous matter were taxable at the rate 
20 percent of the retail price. Those containing over 5 percent saponaceou 
matter were declared to be tax-exempt. Later, the Department rescinded ¢) 
ruling and declared that all shampoos, regardless of their saponaceous conte: 
were subject to the tax if they were recommended as a hair tonic, dressing, o1 
for waving, bleaching, dyeing, tinting or otherwise imparting an artificial appear 
ance to the hair. Thus, it will be noted that the way in which a shampoo w 
advertised would determine whether it was subject to the 20 percent sales ta 
or not. We use the term ‘“‘sales tax’’ advisedly. 

The independent retail druggists of the Nation are cognizant of the emergence 
through which are traveling and they realize that as patriotic America: 

is thei as well as their duty, to render an all-out accountir 
‘that freemen and free enterprise might end 
V gratuitously collect excise taxes for Governme! 
‘a small independent retailer. 
av of life, cleanliness is not considered a luxu 
by Goverument during the last war to equ 
hich had become necessary requisi 
at if all shampoos are taxed at the 20-pere 
revenue will accrue to the Treasury. WV 
against those in the lower-ii 

Wives, housewives, saleswomen, 
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nee is @ reg 
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effect of an across-the-board tax on all shampoos. 
ure the estimated $3 million additional reven 
| a tax on polo ponies, yachts, and men’s neckti 
Only quantity production has held the price on shampoos at prese1 
We do not believe it is equitable to tax products used almost exclusivel 
women which are essential to their appearance and personal care. 
Erie Johnston, Administrator of the Economie Stabilization Agency, appea 


before your committee February 15, 1950, in the capacity of president of 
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Motion Pieture Association of America and said 
man shouldn’t object to being unfairly treated 
victim whose sufferings will be more justi 1 
Retail Druggists feels the same way in reg: 
women as Mr. Erie Johnston did when he 

\ list of taxable and nontaxable shampoos ¢ 
of Retail Druggists and informally discussed 
of Internal Revenue is filed for the information 
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first-run performances and is susceptible of reproduction by “second-class”’ pro- 
ducers, the dramatist might very well receive income from the following distinct 
sources: 

Touring companies. 

Summer stock companies of which there might be as many as from 10 to 

60 separate companies. 

Amateur productions, of which there might be from 10 to 250 in a season, 
each company paying the dramatist separately sums as little as $35. 

In the event of a musical—income might be received from a musie pub- 
lisher. 

Simultaneously with all the above, the dramatist might be receiving an 
income from a book publisher who has published the play. 

There might also be additional separate income from a radio and/or tele 
vision program. 

By reason of the fact that an author’s income is derived from so many separate 
and distinct sources, the bookkeeping processes involved in the computation of 
withholding the tax will become onerous for both the withholding agent and the 
author. 

The Treasury Department has an adequate check on the income of authors 
simply by an examination of the record of any publisher in the United States. 
The effect of requiring a withholding by the publisher, is very likely to prove 
detrimental by creating extensive confusion as to amount of royalties received 
and taxes paid on behalf of the many authors in the United States without a 
corresponding benefit to the Treasury Department. This is in addition to the 
added expense which will be incurred by the publishers and the authors in keeping 
track of the amounts involved in this withholding process. 

For the afore-mentioned reasons we respectfully submit that there is no evidence 
to justify the enactment of these provisions. 

Respectfully, 


i 
2. 


OscarR HAMMERSTEIN 2d, President. 


AMERICAN Bar ASSOCIATION, 
Baltimore 2, Md., July 23, 1951. 
Senator Water F. GreorGr, 
Senate Office Building,, Washington 25, D. C. 


DraR SENATOR GEORGE: I thought that the Finance Committee of the Senate 
would be interested to know that the excess profits tax committee of the sectio1 
of taxation of the American Bar Association is studying the relief provisions of 
the excess profits tax law in an attempt to bring to light any inequities and al 
to examine into the practical workability of the relief sections. 

The provisions are, of course, both complex and novel. No doubt experienc 
will develop those circumstances which will require remedial legislation but 
the light of this background it will be some length of time before our committe: 
will be in a position to make constructive recommendations and channel them for 
approval in accordance with the established procedures of the American Bar 
Association. 

Under the circumstances, the section of taxation is not requesting the oppor- 
tunity for its representatives to appear before the Finance Committee during 
current sessions. 

With kindest regards, I am 

Yours very sincerely, 
Morton P. Fisner, Chairman. 


CLEVELAND, July 20, 1951 
Senator WaLtTerR F. GrorGE, 


Chairman, Senate Finance Committee, 
Washington, D. C. 

Dear SenatTOR: I want to thank you for the opportunity to testify before your 
committee, Monday, July 9, 1951. 

In view of the fact that the time which was available was so limited that I did 
not have the opportunity to present but the barest outline of two points, | believ: 
that a more detailed statement of what we believe the issues involved in the present 
tax bill will be helpful to you as outlining the position taken by most small business 
corporations. 
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The House proposal of a straight five-point increase on all corporations bears 
most heavily on smaller corporations, since their tax would be increased by 20 
percent on the first $25,000, while corporations earning more than $25,000 would 
be subject to an increase of only 6 to 10 percent. 

We believe that small corporations should be entitled to a credit of at least 
$1,000 upon any additional tax. And we believe that you should either lower the 
point increase on the first $25,000 of net taxable income or apply a uniform 
percentage increase on the dollar amount of taxes accruing under the present act, 
as the House has done with the personal income tax. Such a uniform percentage 
increase on the present dollar amount of taxes could actually result in obtaining a 
larger amount of tax revenue. 

The second point which I briefly presented involved the insertion in the present 
act of a provision granting excess-profits relief for those corporations who do not 
have adequate earnings in the base period year, and for whom no adequate relief 
is granted by any of the relief formulas in the present act. Smaller Business of 
America, Inc., has just passed a formal resolution on this point, which I enclose 
herewith. 

Indeed, I have not only discussed this matter with scores of corporation officers 
accountants, and attorneys, but have discussed it with several members of the 
Internal Revenue Department. All agree that the present excess-profits-tax law 
is a mess, and that inequity is piled on top of inequity by the refusal of the ad- 
ministration to present adequate excess-profits-tax relief provisions. 

The excess-profits tax is based upon the theory that in a period in which defense 
or war preparations constitute a substantial part of the economy, it is proper to 
tax earnings in excess of 85 percent of the normal base period earnings at a high 
figure. That raises the question: What are normal base earnings? 

For most large corporations they are the three best years out of four highly 
successful years. A more or less casual examination of Moddy’s manual, or any 
other manual giving the earnings of corporations for the year 1946 through 1949 
and 1950, will reveal that many large corporations had unusual earning years, 
the best earning years of their entire history. But for most corporations, espe- 
cially for most small corporations, much less favorable earnings prevailed. 

As relates to excess-profits taxation, most small corporations fall into six 
classes: 

(1) Corporations which had operating losses during the base-period years. 

(2) Companies organized some years prior to 1946, but which had not attained 
sufficient growth to earn substantial profits during the base-period vears, and 
are just now attaining that profit, or will attain it in 1952 or 1953 

(3) Companies which organized after the start of the base period, 

(4) Companies organized after January 1, 1950. 

(5) The great majority of small corporations which do not have sufficient 
invested capital to afford them any relief on the invested capital basi 

(6) Those few corporations which have satisfactory base-period earnings. 

For example, the R company is a corporation which has been in existence for 
some 30 years. It has done some outstanding work and has had many good 
earning years. But in the vears 1946, 1947, 1948, and 1949, it had very sub- 
stantial operating losses, largely because it retained its organization in a declining 
market. It made a profit of perhaps $65,000 in the year 1950. In the year 
1951 its profit will be substantially greater. Nor does it obtain anvthing but 
nominal relief on the invested capital basis, since its invested capital base would 
be only some $31,000. 

The J company is a corporation which was organized in 1945. It acts as 
distributor and jobber, and renders services in an important phase of the auto- 
motive industry. In its first full year of business, 1946, it had a small net loss. 
During 1946 it was found necessary to increase its invested capital to slightly 
over $75,000, in addition to borrowing $30,000 to construct a new building. In 
1947 it had a profit of $8,000. In 1948 it had a net profit of $10,000. In 1949 
it encountered some difficulties and unusual expenses, which reduced its profit 
to less than $2,000. In 1950 it had an operating profit of nearly $26,000, and 
in 1951 its profit should exceed $50,000. Its increase in 1950 and 1951 is solely 
due to the fact that it has now become established in the industry and is reaping 
the normal results of a great deal of hard work, much of which was contributed 
by the management, intensive advertising and sales effort, backed up by good 
personal management at the local level. None of its increase in 1950 and 1951 
is due in any respect to the defense effort. The J company is a perfect illustra- 
tion of the many companies which were organized slightly before the base period, 
who have gone through the normal growth period during which companies do 
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not make large profits, and who are just now attaining, in 1951 and succeeding 
years, a profit position, for which they are given no relief whatsoever by the 
present Excess Profits Act. 

A third example is Corporation 8, which was organized in 1947. It manufac- 
tured and marketed an unusual and new product which has proved of increasing 
value to many industries. It has, incidentally, just completed the development 
of a product for the Army which has proved of tremendous value to the Army 
engineers. It made a small profit during its first year, all of which had to be 
plowed back into the business. It made a little larger profit in 1948, but stil! 
less than $25,000. Again, all of the profits had to be plowed back into the devel- 
opment of the business, together with new money from the stockholders. In 
1949 it had a profitable year. Its profits in 1951 and 1952 will probably be no 
greater than its profits in 1949. If they were allowed to use the 1949 profits 
as the base, it would probably not have any complaint, but the present act would 
force it to include its starting year, 1947, and its second year, 1948, in the average. 
Naturally, these would prove inadequate. 

Company B was organized after January 1, 1950. It is solely a distributing 
company and distributes a widely advertised industrial product. It has no base 
whatsoever, already its profits are already rather substantial. 

All of these corporations have invested capital basis which is lower than the 
$25,000 specific exemption. 

For all practical purposes, the formulas in the present tax bill afford no tax relief 
for new corporations or corporations considered new because organized in the base- 
period years. Such corporations, if they are small corporations, do not have 
sufficient invested capital to grant any relief under the present formulas, so that 
effectively there are no relief provisions for small new corporations, other than the 
specific exemptions. They grant no relief to any but the exceptional corporation. 

The question has undoubtedly occurred to you: Doesn’t the $25,000 exemption 
afford sufficient relief for small corporations? Unfortunately, as you well know, 
profits are not expressed in cash available either for working capital or for distribu- 
tion to the stockholders. On the contrary, profits are expressed in terms of invest- 
ment in new equipment and machinery, in expanded inventory (in these days 
inventory purchased at far higher prices), in accounts receivable, which grow wit! 
increased sales, and in higher costs paid for labor of all kinds. You know that 
when machinery and equipment wear out and become outmoded, you cannot 
replace that machinery and equipment in today’s market for the price paid for th 
machinery and equipment replaced. Nor can a corporation do business without 
inventory. The more the business expands, the more inventory is required. And 
even if the business is not growing, the higher dollar value of the inventory sucks 
more and more cash out of the operating capital. So, with accounts receivable 
The cheapening of the dollar requires more of an investment of operating capital 
in accounts receivable. 

The statements of many large corporations show large cash balances or larg: 
amounts of Government securities and other current assets, together with ampl 
reserves for the payment of taxes. The reserves for depreciation and obsolescence 
of plant and equipment are usually ample to take care of most of the replacements 
which are necessary. Not so with the small company. They neither possess 
large cash balances nor adequate reserves to take care of replacement of plant and 
equipment or the payment of taxes. In fact, the records of the Internal Revenue 
Bureau for the Cleveland district show that — percent of small companies report- 
ing are delinquent in the payment of their corporation income tax—some of them 
so badly delinquent that the taxes cannot be collected. 

The committee will readily appreciate, therefore, that for many small companies, 
with no adequate tax base and no present adequate relief formula, to pay excess- 
profits taxes at the proposed rate on an income of $50,000 or $100,000 would be 
utterly impossible, if that company is to continue to grow or even to remain in 
business. The requirements of machinery and equipment replacements, of addi- 
tional inventory purchases, of additional funds tied up in accounts receivable and 
of large increases in labor costs far exceed what is left on net incomes above thi 
$25,000 figure. 

But, someone may say, can’t they go to the banks and get loans to tide then 
over? But the banks will not, and, under existing Federal Reserve regulations 
cannot loan them funds for operating capital, except, perhaps, on a specific defens: 
order. Nor can such a small company obtain additional equity capital. For, 
who will invest money in a small company today, when that company has in- 
sufficient allowances for reserve and depreciation? Small business is a major 
channel through which flow individual initiative, new ideas, new enterprise, new 
services, new profits, which spark the progress of the American industrial machin 
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If that channel of small business is allowed to dry up, we shal! no jonger have 
medium for carrying out that independent action which goes in large part to 
up American liberty and freedom. 

In the drive for more taxes, Senators, keep in mind that it 
is, the desire of the Congress to build an economy, not to wreck | 
in framing this tax bill to infuse life into America, not to inject 
into its economic veins. 

There is before you already a formal resolution of Smaller Busir 
Inc., in which it is urged: 

(1) That all possible economies, consistent with effective 
Government and an adequate preparation for defense, be effect 
out saying that it will be destructive of everything which 
complish if taxes are increased unnecessarily. On the other hand 
wants to do its full part in meeting the burdens which are necessari 
us. 
(2) All income and profits from so-called nonprofit corporations 
earned as a result of business operations, exclusive of educati 
purposes, should be taxed on the same basis and at the same rates 
organized for profit. 

(3) A provision should be inserted in the present law to requ 
racketeers to keep written and detailed records of their income 
taxed to the fullest extent. 

(4) That, instead of a straight five-point increase from the pr 
a 30 percent return on the first $25,000 of taxable income, an ir 
20 percent on the tax dollar, computed on the basis of the pres 
that every corporation, after computing its additional 20 pere 
entitled to reduce such additional tax by $1,000. 

We ask, then, that the present tax for corporations be changed t 
to small corporations. 

We ask that liberal and adequate relief formulas be set up to 
corporations and corporations having loss years, formulas such a 
in the enclosed resolution of Smaller Business of America, Ine 

Lastly, we urge that you resist the request of the administrati 
sums of money, and force the administration to greater economy, 
we may not only achieve the defense of America, but also 


of the American people by retaining at least a reasonable part of our | 
of living. 

Otherwise, we may not actually be building a wall of defen 
undermining it. 

tespectfully submitted. 


SMALLER BUSINESS OF 
JuLes EsHner, First V 


RESOLUTION RE EXCESS-PROFITS TAX 


Whereas Congress has enacted an excess-profits tax, the provisions of 
are exceedingly rigorous to many smaller corporations; and 

Whereas Smaller Business of America, Inc., believes that present inequities 
should be reduced by liberalized and adequate relief formulas: Therefore, be it 

Resolved, That the following relief provisions be added to the Excess Profits Act: 

(1) A corporation organized during or subsequent to the base-period years 
may compute its base-period earnings by taking the best three out of its first six 
full years of business. 

(2) The present growth formula shall be extended to include the year 1951, 
for corporations organized on or after January 1, 1944. 

(3) Corporations organized after January 1, 1950, shall be entitled to an 
excess-profits-tax exemption of $35,000 for the first 3-years, provided they are 
not, directly or indirectly, split-ups from existing corporations. 

RautpH West, President. 
S. R. CuHRrisTorpHERSON, Secretary. 
E. J. KALTENBACK, 
JuLES ESHNER, 
S. S. PARSONs, 
Wa, JEDLICKA 
Wm. FRANZ, 
HarRRY JACKMAN, 

Tax and Legislative Committee. 


’ 
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MEMORANDUM OF KENNETH W. BerRcEN, Boston, Mass.—EXPLANATION OF A 
PRoPposED AMENDMENT TO THE 1951 ReEvENUVE Buiti, H. R. 4473, in Form 
ATTACHED HERETO 

GENERAL BACKGROUND 


This memorandum relates to a brief amendment, in form attached hereto, 
which would add an additional section to H. R. 4473. The proposed additional 
section would amend the estate-tax law. It deals specifically with the estate tax 
on trust funds which decedent had created by irrevocable transfers prior to 
the time when there was any estate-tax law. 


PRESENT LAW 


Under a law enacted by Congress in 1949, if a decedent at any time created a 
trust in which he expressly reserved a right to get the property back under cer- 
tain circumstances, the entire trust fund is included in the estate of the person 
who transferred the property in trust (often referred to as the ‘‘settlor’’) at his 
death and is taxed if the actuarial value of the possibility of his getting it back 
exceeded 5 percent of the value of such property. This is true even though he 
never did, and his estate never will get the property back. This result also fol- 
lows even though the trust was absolutely and irrevocably established and com- 
pleted prior to September 8, 1916, the effective date of the first Federal estate-tax 
law; in other words, even though the settlor created the trust at a time when there 
was no Federal estate tax and when there could not have been any incentive 
toward or intention of avoidance of estate tax, and even though the trust was 
irrevocably established so that thereafter the settlor was powerless to change its 
terms. 

Constitutional doubts exist as to the power to include such transfers in the estate 
of a decedent, but the trend of the court decisions would appear to be to uphold 
such power with the resultant inequity indicated in this memorandum. 

Incidentally, under the present state of the law, if the draftsman had been less 
vareful and had neglected to spell out this reversionary interest in the settlor, the 
result would be different and the trust would not be included, even though by 
operation of law the same result would have followed. 


SCOPE AND EFFECT OF THE PROPOSED LEGISLATION 


The effect of the proposed legislation is limited to transfers in trust which were 
absolutely and irrevocably completed prior to September 8, 1916, when the first 
Federal estate-tax law became operative. As developed above, under existing 
law, such trusts are includible in their entirety in the estate of the settlor and are 
taxed if the instrument expressly reserved and spelled out any possibility of the 
settlor getting the property back upon some future contingency. If the proposed 
amendment were adopted, such pre-1916 irrevocable trusts would be excluded 
from the estate of the settlor unless, of course, prior to his death the remote con- 
tingency on which-he was to get the property back occurred and the trust had 
ended. In that event obviously the trust property would be back in his estate 
for all purposes and would be taxed. The amendment would have no effect on 
any trusts created after September 8, 1916. 


EXAMPLE 


In 1900, Mr. Jones transferred property to a trustee under an instrument 
which provided that the trust should continue until the death of the survivor of 
Mr. Jones’ son and daughter, and further provided that the income should be 
paid to Mr. Jones if he were living and to his children or his issue if he were not, 
and on the termination of the trust that the principal should be paid to Mr. Jones 
if he were then still living, but if he were not that it should be paid to his issue 
then living. The instrument creating the trust was irrevocable, and after its exe- 
cution Mr. Jones had no further power to change its terms. In 1949, Mr. Jones 
died. His son was still living, but his daughter had predeceased him, leaving two 
voung children. The property will continue in trust until the death of the son, the 
daughter’s two children, and the son receiving the income after Mr. Jones’ death 
in his stead, by reason of the original provisions of the instrument. Mr. Jones 
never did get the property back and it never will come back to his estate. At th 
time he created the trust in 1900, the chances of his outliving his two children were 
small. Immediately prior to his death, the actuarial value of this possibility that 
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he would survive both of his children and get the property back was only 6 per- 
cent of the total value of the trust fund itself. Nevertheless, under the existing 
statute, the entire trust property would be includible in the gross estate of Mr. 
Jones solely by reason of the existence immediately — to Mr. Jones’ death of 
this remote possibilit y that the property might come back to him. 

The proposed section which is attached would reverse the law in this limited 
situation, where trusts had been irrevocably created prior to 1916, and would 
exclude trust funds from tax in the settlors’ estates. 

Amend H. R. 4473 by adding an additional section as follows: 


SECTION——-TRANSFERS PRIOR TO SEPTEMBER §8, 1916 


Section 7 (b) of Public Law 378 of the Eighty-first Congress, first session, is 
hereby amended by striking therefrom the word “sentence”? and inserting in 
lieu thereof “two sentences’? and by inserting immediately prior to the last 
sentence thereof the following sentence: ‘‘In the case of a decedent dying afte r 
February 10, 1939, section 811 (ce) (1) (C) of the Internal Revenue Code shal 
not apply to a transfer made prior to September 8, 1916.” 


C. B. Racianp Co. 
Nashville, Tenn., July 24, 1951. 
Senator WALTER F. GrorGE, 
Chairman, Senate Committee on Finance, 
Washington, D. C. 

Dear Senator: In reference to our conversation in vour office on July 16, the 
following is a suggested amendment to section 445 of the Excess Profits Tax Act 
of 1950. Add to section 445 (b) (1) a paragraph: 

“(C) Alternate method.—By multiplying the figure derived from (A) and 
(B) by 2 and then dividing by 3 this figure plus the actual net income for the last 
12 months of the taxpaver’s base period.’’ 

Such a paragraph will afford some relief to growing corporations organized dur- 
ing the base period. In the case of our Colonial Coffee Co., for instance, which 
was organized as a new corporation on July 1, 1948, and enjoyed a successful 
year during 1949, for its average base period net income the industry average 
formula would be used for’2 vears and the actual net income for 1 vear. There 
seems to be no particular well-thought-out reason for corporations organized 
after the beginning of the a. period to suffer a Cisadvantage as compare ‘d to 
those previously organized by the disallowance of their actual experience and by 
the total absence of relief provisions which are contained in section 435. For 
the same reason, therefore, it would seem there is no logical reason to discriminate 
against corporations organized to purchase the assets of an existing business, and 
I believe it would be entirely equitable to amend the law so sections 435 (e) would 
read as follows: 

‘A taxpayer shall be entitled to the benefits of this subsection if the taxpayer 
commenced business before the beginning of its base period, or if it acquired by 
purchase subst ee all of the assets of an operating company ia h commenced 
business before the beginning of its base period and the se ‘ling corporation there- 
after ceased to operate and surrendered its charter, and if either * * * 

As a corollary to this, section 46 (a) should be amended so as to add a new sub- 
section extending the definition of a component corporation, as follows: 

““(5) A corporation which acquired by purchase during the vears 1946-49, 
inclusive, substantially all of the properties and the business of another corpora- 
tion, which corporation thereafter went out of business and surrendered its 
charter.” 

The suggested amendments would give some relief to new corporations which 
are less able to stand the impact of the Excess Profits Tax Act of 1950. The 
incompleteness of their base period would not penalize their growth resulting from 
capable and efficient management. Furthermore, growing corporations pur- 
chasing the assets rather than the stocks of older corporations would not be 
penalized and discriminated against. 

These suggested changes would only operate to put new corporat son a 
plane of equality with their competitors. Their earnings are entirely unrelated 
to any excess profits caused by the effect of the Korean War on their business 
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I am authorized to present the above suggestions by and in the name of the 
board of directors of the United States Wholesale Grocers’ Association, as well as 
my own firm. 

Sincerely yours, 
C. B. Raauanp Co., 
(Signed) C. S. RaGuanp, 
(Typed) CHarurs S. RaGLanp. 

Copies to Mr. Alfred Dorman and Mr. R. H. Rowe. 

The CuarrMan. The committee will stand in recess until 3 o’clock, 
at which time we shall have an executive session. 

(Whereupon, at 1:05 p. m., the committee recessed; to reconvene 
at 10 a. m. Tuesday, July 17, 1951.) 
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TUESDAY, JULY 17, 1951 


UnirEep STaTEs SENATE, 
COMMITTEE ON FINANCE, 
Washington, D. C. 
The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Harry F. Byrd, presiding. 
Present: Senators Byrd, Hoey, Millikin, and Williams. 
Also present: Elizabeth B. Springer, chief clerk. Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 
Senator Byrp (presiding). The committee will come to order. 
The first witness is Mr. Claris Adams, of the American Life Con- 
vention and the Life Insurance Association of America. 
Will you identify yourself for the record? 


STATEMENT OF CLARIS ADAMS, PRESIDENT OF THE OHIO STATE 
LIFE-INSURANCE CO., COLUMBUS, OHIO, CHAIRMAN OF THE 
JOINT COMMITTEE ON FEDERAL INCOME TAXATION OF LIFE- 
INSURANCE COMPANIES OF THE AMERICAN LIFE CONVEN- 
TION, OF CHICAGO, THE LIFE-INSURANCE ASSOCIATION OF 
AMERICA, OF NEW YORK, AND THE LIFE INSURERS CONFER- 
ENCE, OF RICHMOND 


Mr. Apams. The taxation of life-insurance companies by the 
Federal Government has presented a recurring and vexatious problem 
ever since there has been an income-tax law. The Secretary of the 
Treasury, in his appearance before the House Ways and Means 
Committee in February of this year, characterized it as one involving 
difficult and complex issues. 

The difficulties are inherent in the subject. Life insurance is unique 
in nature, complicated in character, and complex in structure. It 
cannot readily be fitted into either the pattern, or the philosophy, of 
the corporate income-tax law. 

The corporate income tax is a profits tax, levied upon the annual 
operations of an enterprise. This concept is not applicable to life 
insurance. Many companies, indeed most of the large ones, make no 
profit at all in the generally accepted sense. All companies are engaged 
in what is fundamentally a long-term business, and their gains can 
be determined only by long-term measurements. 

Life-insurance companies are in the business of assuming contingent 
liabilities. They enter into contracts as quasi trustees. These they 
may be called upon to perform within 24 hours. On the other hand 
the discharge of their obligations to policyholders and beneficiaries 
may extend literally over a hundred years. 
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Life insurance operates on the law of averages. It is the very 
nature of averages that large numbers and an extended period « 
time are essential to their validity. Annual statement figures, there- 
fore, are not a valid criterion of actual realizable gains because they 
reflect but a small segment of experience with a long-continuing lia- 
bility. 

Prior to 1921, life-insurance companies were taxed upon an adapta- 
tion of the general corporate plan. Experience under this act makes 
a statement of the Treasury staff that- 

Actuarial problems and uncertainties involved in the life-insurance business 
raise difficulties in measuring net income on a basis comparable to that of other 
corporations 

a conspicuous example of understatement. 

This early law was satisfactory to no one, including the Govern- 
ment. The peculiarities of our business caused innumerable adminis- 
trative difficulties. The statute resulted in wide controversy and 
much litigation but very little tax. It was finally repealed, to the 
relief of everyone, upon the joint recommendation of the Treasury 
and the life-insurance companies. 

In 1921, a new form of law was proposed by the Treasury which 
taxed life-insurance companies upon their investment income over 
and above earnings required to meet interest liabilities to policy- 
holders and beneficiaries. The principal liability which requires inter- 
est earnings to support it is that of policyholders’ reserves. The 
necessity for reserves grows out of the level-premium plan of life 
insurance upon which all companies operate. Under this plan the 
same premium is charged each year, although obviously the prob- 
ability of dying increases with advancing age. Thus the charge is 
gre ater than the risk in the early policy years and less in later ones. 
Therefore, an excess of funds is ace umulated in the early period to 
meet the deficit which is bound to occur later. This excess must be 
held, or reserved, for that purpose. If a life-insurance company did 
not reserve such excess payments to meet the prospective deficiency 
it could not carry out the obligations of its contracts. It is required 
by law to hold such reserve because such practice is absolutely essential! 
to solvency. 

This reserve fund is invested. Interest is earned upon it. For 
this reason, the policvholder’s premium is discounted by the amount 
that the management of the company feels they can expect to earn 
on such reserve during the life of the policy. This amounts to a 
guaranty that the estimated interest will be earned and added to the 
fund. The reserve and all accumulations thereof and accretions there- 
to must be compounded annually at the rate of interest guaranteed by 
the policy in order that it be sufficient to enable the company to carr) 
out its obligation. Incidentally, the company must also account to 
the policyholder for the cash value of the policy, which approximates 
the reserve, at any time, upon surrender of his contract. 

The law of 1921 and all subsequent enactments relating to the taxa- 
tion of life-insurance companies have been based upon the theory 
that investment income over and above the earnings required to main- 
tain reserves and other interest-bearing liabilities constitutes the true 
income of life-insurance companies. 

Premiums are deposits by policyholders and not income. ay \ 
consist of three elements. The ‘Vv are the cost of mortality, a charg 
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for expense, and a discount for anticipated interest. If mortality ex- 
perience is more favorable than the death rate assumed, the actual 
charge against the premium is correspondingly less and the difference 
is returned to the policyholder. This payment is not a profit. It isa 
refund. If expenses are less than anticipated, that difference also is 
returned. Such refunds are called dividends. They are, in fact, the 
return of an overcharge. They represent the policyholder’s own 
money coming back to him. He simply receives the unused port ion 
of his own premium. No profit accrues to anyone on this transaction. 

Furthermore, if some of such margins are put to surplus to guard 
against future fluctuations in mortality, a fall in interest rates, an in- 
erease of expenses, or a drop in the value of assets which secure the 
integrity of reserves, the funds represented by such margins and so 
applied are still the policyholders’ own funds held for their benefit and 
protection. 

Therefore, in theory and in fact, the only true income arising in the 
whole life-insurance transaction is the interest earned on assets over 
and above the amount necessary to maintain reserves. The reserve 
interest is not income to the company because it represents a lability 
to the policyholder. It is tantamount to interest paid upon indebted- 
ness at a guaranteed rate. If you tax the interest required to maintain 
reserves in any significant degree, you invade the reserves themselves 
and, therefore, tax away solvency because the integrity of the reserves 
requires that they be increased year by year at the contract rate of 
interest. If the integrity of reserves is invaded, the solvency of the 
company is impaired. 

Considerations which make excess interest the true measure of the 
corporate income of life-insurance companies apply with greater 
theoretical force to mutual life-insurance companies than to stock 
companies. Actually, however, there is little essential difference 
either in principle or practice in the two operations. Both types of 
companies sell basically the same product in the same market at a 
comparable price in one of the most strongly competitive fields in 
America. 

Life insurance differs from all other enterprises in this respect: the 
mutuals dominate the business. The seven largest life insurance 
companies in the United States are mutuals, Approximately 80 percent 
of all insurance in force is on the mutual or participating plan. Ob- 
viously, therefore, the mutuals fix the competitive pattern for everyone. 
There are some sizable stock companies and some small mutuals but, 
as a generality, it is true that most of the large companies are mutuals 
and most of the small companies are stock. In many Western and 
Southern States vou cannot start a mutual company. 

A tax differential between stock and mutual companies would be an 
unbearable burden upon the young progressive stock companies, which 
are serving well both life insurance and the American public. So far 
as I know. no tax bill ever enacted by any legislative body in the 
United States has discriminated between the two classes of life insur- 
ance companies. With a single exception—a company appearing here 
today—no mutual company has ever asked for a tax advantage in this 
fiercely competitive market. The associations which I represent are 
clearly on record in favor of equal treatment. The result of such dis- 
crimination would be fatal to many small companies—serious to most 
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of them—and the net result would be to channel more and more of the 
business to the giants and less and less to their smaller competitors. 

The act of 1921 taxes life-insurance companies at the going corporate 
rate upon net investment income, less interest paid to policyholders, 
and less a deduction of 4 percent upon reserve funds required by law 
In 1932, the reserve deduction was decreased to 3% percent. Both of 
these figures were higher than the average reserve requirements of the 
companies but, on the other hand, substantial deductions granted other 

corporations as, for instance, the payment of heavy State taxes, were 

not accorded to life insurance companies. Initially, both of these acts 
vielded a satisfactory tax. However, the onset of the depression, 
accompanied by a severe decline in interest rates, caused the taxable 
margins of life insurance companies practically to disappear. There- 
fore, in 1942, when the urgent necessities of war required the canvas- 
sing of every possible source of revenue, the tax law relating to life 
insurance companies was again revised. 

It will be noted that, under the foregoing acts, the reserve deduction 
granted all companies is the same, although the actual interest re- 
serving rates of individual companies vary. This variation causes 
great difficulty in the practical and equitable application of the 
principle that the true income of life insurance companies is the excess 
of investment earnings Over reserve requirements. 

State laws which control reserves merely fix a minimum standard. 
Within statutory limits companies are free to determine era own 
reserve bases. Some companies assume that they can earn 31 percent 
on invested funds, others estimate 3 percent, still others, oy percent. 
Most companies have changed their interest estimates and, therefore, 
their reserve bases, with changing conditions. Some have different 
segments of their business on different bases, others have all reserves 
on the same standard. 

Obviously, the lower the interest assumption the higher the reserve 
will be and the higher the interest requirement the lower the reserve 
becomes, because it takes a greater sum compounded at 21% percent 
interest to accumulate a given amount in a specified period than if 
such fund were compounded at 3% percent. The difference is rough!) 
an increase of 5 percent in the reserve fund for each one-half-percent 
deduction in the interest assumption; for instance, if reserves on a 
2\-percent basis amounted to $1,000,000, they would be approxi- 
mately $950,000 on a 3-percent basis and $900,000 on a 3'-percent 
basis. 

It follows that a flat deduction of a given percentage of the reserve 
discriminates against one class of companies, and the use of the actual! 
interest reserving rate of each individual company discriminates 
against another class. This clearly appears from the following 
illustration. 

I have here a table. In the first part of that table, we have thy 
flat interest deduction of 3 percent as under the old law. Now, three 
companies, the same in every other respect, $100,000,000 of assets 
but one with a 3%-percent basis and one with a 3-percent basis and 
one with a 2'-percent basis, with the same assets and same interest 
incomes, Company A, because it is on 314 percent, would pay $275,000 
of tax; Company B, $200,000; and Company C, $125,000: whereas, 
if the actual reserving rate of each company is used, just the reverse 
is true. 
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Senator Mitirkin, Will vou hold up just 1 minute? 

Mr. Apams. Yes. 

Senator Miuurkin. I should like to look this over. 

Mr. Apams. You see, Company A gets 3 percent of $90,000,000; 
Company B, 3 percent of $95 ,000,000; ‘and C ompany C, 3 percent of 
$100,000,000; whereas, if you used the actual reserving rate, then 
Company A gets an advantage under the same cire umstances. Their 
interest deduction is 3% pere cent of $90,000,000, which is more than 
3 percent of $95,000,000, or more than 2% percent of $100,000,000. 
Again, all companies are on the same assets and same interest income. 
Company A would pay $50,000; Company B, $200,000; and Company 
C, $375,000. 

I shall have a little more to say about that later. 

When the corporate tax rate was low and taxable margins were 
small, the inequity of the tax distribution was at least tolerable. 
With the imposition of war rates the discrimination was greatly 
accentuated. It became obvious that the application of the previous 
pattern would develop grotesque differences between companies out 
of all proportion to dissimilarity of circumstance. It was in an 
endeavor to find a pragmatic solution of this vexatious problem of an 
equitable distribution of income tax between companies that an 
averaging process, through a device known as the Secretary’s ratio, 
was resorted to in the Act of 1942 and carried through into the so-called 
stop-gap law of 1950. 

The procedure was roughly as follows—that was very technical, but 
roughly as follows: A fraction was developed by using the interest 
requirements of all companies as a numerator and their net invest- 
ment income as a denominator. The result, which was proclaimed 
each year as the Secretary’s ratio, was 93 percent in 1942. Thus, all 
companies received a deduction of 93 percent of net investment Income 
for reserve requirements and were taxed at the gomg corporate rate 
on the remaining 7 percent of such income. Unfortunately a precipi- 
tate decline in the interest earnings of life insurance companies, 

resulting from conditions beyond our control, caused a rapid increase 
in the Secretary’s ratio until, in 1947, it rose above 100 percent and 
no tax was payable. 

This averaging process, arrived at by compromise to compose as 
far as possible the conflicting interests of companies of widely varying 
circumstances, in principle but with certam refinements, was carried 
over into the act of 1950. On 1951 operations under this law, if 
reenacted, such ratio would be approximately 88 percent, and all 
companies, therefore, would receive a deduction of 88 percent, and 
pay a tax at the going corporate rate on 12 percent of such income. 

Senator Byrp. May I ask this? What is the device that is known 
as the “Secretary’s ratio’? What does ‘Secretary’? mean? 

Mr. Apams. The Sec retary of the Treasury. 

Senator Byrp. The Secretary of the Treasury? 

Mr. Apams. Yes. 

Senator Byrp. In other words, the Secretary of the Treasury 
recommended this? 

Mr. Apams. He calculates it. He calculates that all of the interest 
income of the companies be fixed as a proportion of all their interest 
requirements. 
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Now it will readily be seen that this amounts, in fact, to a flat tax 
at a varying rate upon net investment income. For instance, if the 
reserve deduction is 88 percent of investment income and, therefore, 
the tax base is 12 percent, at a 52-percent corporate rate, which | hope 
you will not enact, the tax upon each company would be approxi- 
mately 6% percent of its net investment income. 

This averaging process has not eliminated inequities but it did 
smooth out certain peaks and valleys of discrimination. It does 
eliminate the tax penalty upon conservatism inherent in any indivi- 
dual plan based upon the excess-interest principle where, if a com- 
pany increases its reserves, it automatic ally pays more tax. 

However, defects and difficulties have already appeared in connec- 
tion with the stop-gap formula. In the first place, it is difficult to 
rationalize taxation according to industry averages instead of individ- 
ual experience. Such procedure is repugnant to the Treasury, has 
its severe critics in the business itself, and seemed to be seriously 
questioned by members of this Senate Finance Committee at our 
hearing last year. 

In the second place, it does have the unfortunate effect of taxing 
in substantial amount some companies which are actually not earning 
their interest requirements. 

In the third place—and this is most important—as interest rates 
fell violently, a number of companies engaged in a major program of 
reserve strengthening. This had the effect of reducing their reserve- 
interest requirements. Since the tax deduction granted each com- 
pany is dependent upon the average-interest requirement of the en- 
tire business, this action, particularly by the large companies, bore 
quite heavily upon those companies, many of them smaller ones, 
whose resources did not permit such an extensive program. There- 
fore, many small companies have had to pay higher taxes because a 
number of the large companies have done that “which these smaller 
companies themse lves could not afford to do. 

In the fourth place, it is already apparent that the continuation of 
the present formula would develop an inordinate tax in the near fu- 
ture, one beyond the fair share of life insurance as a business, in our 
opinion, one which would constitute an unconscionable exaction upon 
policyholders for the mere privilege of saving their own money, and 
one which might well impair the usefulness of the institution itself 
as a disseminator of great social benefits. 

The formula in the House bill would yield on 1951 operations 
almost four times the tax enacted by the war rate of 1943 although 
the investment income of life insurance has less than doubled. If 
the formula is continued the disparity will increase. I know of no 
business upon which the preparedness taxes of 1951 will exceed the 
war taxes of 1943 by such a disproportionate margin. I know of no 
informed man in our business who does not consider the present for- 
mula as a serious threat and who does not believe that if continued 
as a steeply progressive tax year by year it will ultimately blight an 
institution of great social significance which has served America 
exceedingly well. 

In my appearance before the Ways and Means Committee of the 
House in February of this vear, I stated that we were searching for 
a simplified method of taxation as a substitute for the highly technical 
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and somewhat complicated formula contained in the so-called stop-gap 
law. 

Senator Byrp. May I ask whether most insurance companies 
recommended the so-called stop-gap law? 

Mr. Apams. The majority of them. 

Senator Byrp. Will you go into that? 

Mr. Apams. I will come to that. 

Senator Mituikin. Mr. Adams, you started right off with the text 
of your statement, and I do not believe you elaborated on the com- 
panies that you are representing here. I believe it would be well to 
get that into the record. 

Mr. Apams. I shall be very glad to do that. May I do that at the 
end, because I do bring it in. 

Senator Miuurkrn. You bring it in later? I see. 

Mr. Apams. Yes. 

(See roster at end of testimony.) 

Mr. Apams. In an earnest effort to find a simple basis which would 
yield satisfactory income to the Government and distribute the tax 
burden fairly among the companies, we considered and tested a num- 
ber of formulas suggested by some of the most eminent actuaries in 
our business. Several of such proposals had great theoretical merit, 
but most of them were quite complicated because of the great com- 
plexity of the life insurance structure and the highly technical character 
of our operations. 

After much deliberation we have come to the conclusion that the 
most simple, practical, and equitable solution of the problem is the 
application of a flat percentage tax to net investment income, with a 
small company aliowance comparable to that granted in the general 
corporate tax law and an adequate special deduction for those com- 
panies which are not earning interest requirements. Most of the latter 
are small companies so that total revenue will not be affected greatly 
and furthermore their dilemma is a transient one so that it will be a 
diminishing factor. We also propose that the accident and health 
business of life insurance companies be taxed at a level comparable to 
that provided in the current act, as it has been for many years. 

This proposal, we believe, has the merit of great simplicity. It will 
provide a stable, substantial, and steadily increasing source of revenue. 
Unlike the stop-gap plan it is based solely upon individual company 
experience. It can readily be estimated in advance, which is a matter 
of significant importance in a business of essentially long-term nature, 
such as life insurance. It will distribute the tax burden basically 
among the companies according to size and among policyholders 
equally. One company will not be affected in its tax by the reserve 
assumptions or reserve changes of others. On the other hand, it will 
give needed relief to those companies who through special circum- 
stances are not earning their minimum reserve requirements currently. 
It will give such relief to all companies if violent economic changes 
should place them temporarily in that category. 

We suggest basically a rate of 6% percent upon net investment 
income. It is estimated that this proposal would yield over $125 
million in taxes in 1952 on 1951 operations. For 1949 operations 
under the stop-gap law, we paid $48 million at the then existing cor- 
porate rate of 38 percent. For 1950, we will pay about $75 million, 
based on an average rate of 42 percent. Ata 52 percent rate the stop- 
gap law would yield i in excess of $120 million on 1951 operations. 
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We have arrived at the rate of 6% percent because (1) it would 
produce about the same revenue as the stop-gap bill for the current 
year and, (2) it would produce the maximum amount which we believe 
the companies should be called upon to pay with due regard to their 
guaranteed long-term commitments to 83 million policy holders , Many 
of which were contracted years ago. , 

In 1943, our war taxes were levied on a basis which equaled 3.14 
percent of investment income. In 1949, the Treasury suggested as 
an alternative to the stop-gap bill a flat tax on net investment income 
at the rate of 3 percent. Our present proposal, which many in the 
business regard as too high, and is suggested only because of the great 
current necessity of the “Nation, is double the rate that was levied 
during the last war and more than double the rate acceptable to the 
Treasury 2 years ago. 

If it should be thought preferable to levy the going corporate rate 
on a fraction of investment income, as for example, a 52 percent rate 
on 12% percent of net investment income, that would be entirely 
acceptable to the life insurance business and, in fact, would be greatly 
preferred by some of our people. 

In this connection, it must be remembered that life insurance 
companies are taxed very heavily by the various States. In the 
aggregate we will pay to States and municipalities taxes, exclusive of 
those on real estate, of more than $150,000,000 in 1952. This burden, 
the increase of which is a constant threat, added to the Federal 
imposition at the level suggested, would amount to an over-all levy 
of about $3.50 on every $100 of policyholders’ net deposits. This is an 
onerous exaction upon an individual for the privilege of purchasing 
life insurance so that he and his dependents will not be a charge upon 
the State. 

Senator Mriuikin. Will you tell us the general nature of those 
State and municipal taxes other than real estate? 

Mr. Apams. Premium taxes, primarily, franchise taxes in munici- 
palities. By and large, we are taxed 2 percent of our premiums. If 
you pay your life insurance policy, the State tax gatherer gets 2 percent 
as you go in the door with your money. 

There i is an implication in some quarters that because life insurance 
companies are large they should be taxed heavily. As a matter of 
fact, these companies are big only because they owe so many people 
so much money. For instance, one life insurance company 1s one of 
the largest financial institutions in the world. It has about $10 
billion of assets. However, this fund represents the aggregate savings 
of 33 million police vholders who are sharing with each other through 
the medium of this company, which they own, incidentally, the hazards 
of an untimely death or a dependent old age, and have invested, on 
an average, a little over $300. of their savings to purchase such pro- 
tection for themselves and their families. 

Life insurance funds do not represent in significant degree the larg 
accumulations of the rich. Life insurance is an institution of th: 
average man. Policyholders exceed income-tax payers by 50 percent 
The savings of the average policyholder on deposit with the companies 
is about $700. The protection held by the average family insured 
is a little over 1 year of the breadwinner’s earnings. When you tax 
life insurance companies you are not taxing the profits of trade, 
nor are you taxing rich corporations. You are taxing in fact the 
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orphan’s pittance, the widow’s mite, and the slender competence of 
the aged and the infirm. 

All taxes levied will ultimately be borne by the policyholders. The 
load will fall upon the modest savings of plain people. They are the 
savers of the Nation, the bone and sinew of America. However, they 
bid fair to become the forgotten people at the bottcm of the economic 
pyramid. 

Neither are life insurance companies beneficiaries of the war boom. 
Inflation with its attendant increase of expenses, falls very heavily 
upon our business because our product is sold at a fixed price whic h 
can be adjusted to a very limited degree. Credit restrictions are 
bound to limit our investment opportunities and affect our levels of 
income. Furthermore, war has already increased our mortality 
losses and if all-out war should come in this atomic age, our mortality 
potential would be very serious. 

We recognize that our proposal is a pragmatic appreach to a re- 
curring and vexatious problem. Had there been a pat solution it 
would have been arrived at long ago. Treasury technicians have been 
studying the question since 1947. They have yet to come up with 
a suggestion for a permanent solution. This is not said in criticism 
but rather to emphasize the intricacies and difficulties of the problem. 
We believe that our proposal is the best, the fairest, and the most 
equitable yet devised. Its enactment will not preclude consideration 
of a different plan if the Treasury comes forth with one in the fullness 
of time. 

Our committee, which is composed, save for its chairman, of men 
eminent in life insurance, outstanding actuaries, leading lawyers, 
well-known investment men, and highly respected general executives, 
has labored long and bard upon this subject. The program here 
presented has the unanimous support of committee members. It 
was approved by unanimous vote of the governing bodies of the 
organizations composed of companies representing about 99 percent 
of all life insurance in the United States. 

Senator Mriurkin. In dollars, or in terms of numbers of policies? 

Mr. Apams. In dollars. It is not very much different, sir 

It was submitted to a special meeting of the entire membership 
and was there endorsed by an overwhelming vote. It represents the 
best thought of life insurance as to the fairest manner of levying a 
tax upon the business at a level which seems to be necessary in view 
of the present situation of the Nation and the state of the world. 

We earnestly request your acceptance of this proposal as a desirable 
way of ending the uncertainty regarding the Federal tax status of 
life insurance companies. 

Thank you for your courtesy, gentlemen. 

Senator Byrp. Are there questions? 

Senator Minurkin. What are the objections of those who did not 
join in this plan? 

Mr. Apams. There will be objection from one witness here this 
morning. I would much rather have him state it than myself. He 
believes, as I understand it, that the deduction should be geared to 
the individual reserving rate of each company, and our objection to 
that is this, that if my company, for instance, which started out on 
a 3% percent basis, feels that that is not conservative enough, con- 
sidering what may happen down the line, and if we have the resources 





1108 REVENUE ACT OF 1951 


and as a matter of conservatism and precaution increase that reserve, 
we automatically increase our tax under this formula, regardless of 
anything else. 

So if you put it on an individual basis, everybody being human, 
there is a strong incentive not to strengthen reserves because you pay 
a tax penalty for just putting up more security behind your policies. 

That is the defect. When I was here before, Senator, the stop-gap 
was the best thing we had arranged. If you will excuse this, I am 
not quite like my old friend, Senator Jim Watson, when someone 
asked him, “‘What is the consistency of your statement?’ and he 
said, “Sufficiency unto the day is the consistency thereof, sir.”’ 

Now, that is quite characteristic, because I, at least, am consistent 
on the record. I was for this flat tax a year ago, but we caucused, 
and the company had not yet seen the wisdom of my presentation. 
Now we have had 1 year, and they have seen the light, and I am 
very happy. 

Senator Byrp. What percentage of the insurance companies 
recommended the stopgap plan? 

Mr. Apams. A very large percentage of them. I cannot tell now. 
But it was a very large percentage of them in both organizations. 

Senator Byrp. Are there as many that favor this plan as favored 
the stop-gap formula? 

Mr. Apams. More. 

Senator Byrp. You mean, more favor this plan? 

Mr. Apams. More favor this plan. This is the nearest unanimity 
that we have ever had in our business. 

Senator Byrp. This is based entirely on the question of reserves, 
is it? 

Mr. Apams. As I say, it had its germ in part right here in this room 
a year ago. Senator Taft and Senator Millikin criticized this averag- 
ing process. I do not mean, they criticized it, but they questioned it. 
Why should two companies on different sides of the street both add 
their income together and be taxed that way? 

Senator Miuuirkin. I both criticized it and questioned it. 

Mr. Apams. Yes. 

Senator Mriuikin. And I was against it. 

Mr. Apams. I understand so. Now the Treasury has been opposed 
to it in theory, and the criticism has grown in our business because it 
resulted in tax on some companies that were not making their interest 
requirements, as an integral part of this. But the main question is, 
sir—and I want to be frank with you—this stop-gap bill, if it goes on 
and on and on, is going to increase the tax because of this reserve 
strengthening, just by the reserve strengthening, so that including the 
taxes by the States, you will be taxing polic. yholders in 3 or 4 years 
$4.50 a thousand instead of $3.75 a thousand. 

We think when we pay four times the tax when we have only grown 
twice, on preparedness taxes this year against war taxes in 1943, we 
are pretty good soldiers, even in this emergency. 

[ will tell you, sir. You may think when I talk about the widow’s 
mite, it might be “corny” or whatever you want to say. But that 
is the business we are in. There are 50 percent more policyholders 
than there are income taxpayers. That is, one-third of the policy- 
holders do not make enough to pay an income tax. And this is the 
traditional way for the American breadwinner to provide something 
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for his family. When the TNEC investigated this, and we came out 
with flying colors, and they said we did, Justice Douglas, who was 
the head of it at that time, said that it was obvious that the American 
public used life insurance more than all other savings institutions 
together for the protection of their families. 

Senator Hory. Mr. Adams, [I believe you stated that about 90 
percent, in volume, of the companies have recommended this plan. 
Do you know about what percentage in numbers? 

Mr. Apams. No. What I am saying is this. I represent here a 
joint committee of two organizations. Those two organizations, by 
unanimous vote of this committee, of the board of directors of both 
organizations, recommended this, and that represents 99 percent of 
all life insurance in force. Now, we'had a meeting in Chicago. It 
being July, I think we did pretty well. We got well over 100 there. 
And the vote in one organization was 94 to 8 in favor of this, and the 
vote in the other organization was 61 to 1. 

As always happens in a thing of that kind, the people that are 
satisfied are not nearly as likely to come as the people who are critics 
of the plan. 

Senator Minurkrnx. Did everyone receive adequate notice of the 
meeting? 

Mr. Apams. Everybody in both organizations. 

Senator Miuurkin. I asked you that because when we had the 
retroactive question up here, there was some claim that some of the 
companies importantly affected did not know what was going on. 

Mr. Apams. In the retroactivity matter, it was a question of general 
knowledge that was never brought home to anybody by formal notice. 
This was by formal notice of the meeting and the purpose of the 
meeting to every member of both organizations. 

Senator Minurkin. Thank you very much. 

Mr. Apams. There were many, many letters in addition. 

Senator Byrp. Are there further questions? 

Thank you very much, Mr. Adams. 

Mr. Apams. Thank you very much. 

(Mr. Adams submitted the following documents: ) 


ALC-LIAA membership roster, April 4, 1951 ! 


Acacia Mutual, Washington. 
Aetna Life,? Hartford. 
All States, Montgomery. 
American General, Houston. 
American Home, Topeka. 
American Hospital, San Antonio. 
American Life, Birmingham. 
American Mutual, Des Moines. 
American National, Galveston. 
American Reserve, Omaha. 
American Standard, Washington, 
Ameriean United,? Indianapolis. 
Amicable Life, Waco. 
Atlantie Life, Richmond. 
Atlas Life,? Tulsa. 
Baltimore Life,? Baltimore. 
Bankers Health & Life,? Macon. 
Bankers Life Co.,2 Des Moines. 
Bankers Life,? Lincoln. 
Bankers National, Montclair. 
Beneficial Life, Salt Lake City. 
See footnotes at end of table, p. 1112. 


86141—51——nt. 9—— 40 


Berkshire Life,? Pittsfield. 

Boston Mutual,? Boston. 
Business Men’s Assurance,? Kansas 
City. 

‘alifornia-Western,? Sacramento. 
‘anada Life Assurance,? Toronto, 
‘apitol Life,? Denver. 

‘arolina Life,2 Columbia, 8S. C. 
‘entral Life Assurance,? Des Moines. 
‘entral Life, Fort Scott. 

‘entral Life,? Chicago. 

‘entury Life, Fort Worth. 
‘olonial Life,? East Orange. 
‘olumbian Mutual. Memphis 
‘olumbian National,? Boston. 
‘olumbus Mutual, Columbus. 
‘ommercial Life, Phoenix. 
ommonwealth,? Louisville. 
‘onfederation Life,2 Toronto. 
‘onnecticut General,? Hartford 
‘onnecticut Mutual,? Hartford. 
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ALC-LIAA membership roster, April 4, 1951 '\—Continued 


Constitution Life, Los Angeles. 
Continental American,? Wilmington. 
Continental Assurance, Chicago. 
Country Life, Chicago. 
Crown Life, Toronto. 
Dominion Life, Waterloo, Ont 
Durham Life, Raleigh. 
‘astern Life,? New York. 
‘mpire Life & Accident, Indianapolis. 
<mpire State Mutual,? Jamestown. 
“quitable Society,? New York. 
Equitable Life,? Washington. 
Equitable Life,? Des Moines. 
Farm Bureau Life,? Columbus. 
Farmers & Bankers, Wichita. 
Farmers & Traders, Syracuse. 
Farmers Life, Des Moines. 
Federal Life & Casualty,? Detroit. 
Federal Life,? Chicago. 
Fidelity Mutual,? Philadelphia. 
Fidelity Union, Dallas. 
Franklin Life, Springfield. 
General American, St. Louis. 
George Washington, Charleston. 
Great American Life, Hutchinson. 
Great American Reserve,’ Dallas. 
Great National, Dallas. 
Great Southern, Houston. 
Great-West Life,? Winnipeg. 
Guarantee Mutual, Omaha. 
Guaranty Income,? Baton Rouge. 
Guardian Life,? New York. 
Gulf Life, Jacksonville. 
Home Friendly,? Baltimore. 
Home Life,? New York. 
Home Life of America, Philadelphia. 
Home Security, Durham. 
Home State, Oklahoma City. 
Homesteaders Life, Des Moines. 
Hoosier Farm Bureau, Indianapolis. 
Illinois Bankers,? Monmouth. 
Imperial Life,? Toronto. 
Indianapolis Life, Indianapolis. 
Inter-Ocean, Cincinnati. 
Interstate Life & Accident, Chatta- 
nooga. 
lowa Life, Des Moines. 
Jefferson National Indianapolis. 
Jefferson Standard,? Greensboro. 
John Hancock Mutual,? Boston. 
Kansas City Life, Kansas City. 
Kentucky Central L, & A.,? Anchorage. 
Kentucky Home Mutual, Louisville. 
Knights Life, Pittsburgh. 
LaFayette Life, LaFayette. 
Lamar Life, Jackson. 
Liberty Life, Greenville. 
Liberty National,? Birmingham. 
Life & Casualty, Nashville. 
Life Insurance Co. of Georgia,? Atlanta. 
Life Insurance Co. of Virginia,? Rich- 
mond. 
Lincoln Liberty, Lincoln. 
Lincoln Mutual, Lincoln. 


See footnotes at end of table, p. 1112. 


Lincoln National,? Fort Wayne. 
London Life,? London. 

Loyal Protective, Boston. 

Lutheran Mutual, Waverly. 
Manhattan Life,? New York. 
Manufacturers Life,? Toronto. 
Massachusetts Mutual,? Springfield. 
Metropolitan Life,2 New York. 
Michigan Life, Detroit. 
Mid-Continent Life, Oklahoma City. 
Midland Mutual, Columbus. 
Midland National, Watertown, 8. Dak 
Midwest Life, Lincoln. 


Ministers Life & Casualty, Minne- 


apolis. 

Minnesota Mutual,? St. Paul. 

Missouri Insurance Co., St. Louis. 

Monarch Life, Springfield. 

Monumental Life, Baltimore. 

Mutual Benefit,2 Newark. 

Mutual Life Assurance,? Waterloo. 

Mutual Life Insurance,2? New York. 

Mutual Savings, St. Louis. 

Mutual Service Life, St. Paul. 

Mutual Trust,’ Chicago. 

National Equity Life, Little Rock. 

National Fidelity, Kansas City. 

National Guardian, Madison. 

National Life & Accident,? Nashville. 

National Life Co., Des Moines. 

National Life,? Montpelier. 

National Life of America, Mitchell, 
S. Dak. 

National Old Line, Little Rock. 

National Reserve, Topeka. 

New England Mutual,? Boston. 

New World Life, Seattle. 

New York Life? New York. 

North American Accident, Chicago. 

North American Life Assurance, Tor 
onto. 

North American Life & Casualty, 
Minneapolis. 

North American Life, Chicago. 

North American Reassurance,? New 
York. 

Northern Life, Seattle. 

Northwestern Life, Seattle. 

Northwestern Mutual Life,? Milwau 
kee. 

Northwestern National,? Minneapolis. 

Occidental Life of California,? Los 
Angeles. 

Occidental Life,? Raleigh. 

Ohio National,? Cincinnati. 

Ohio State,? Columbus. 

Oid American Life, Seattle. 

Old Line Life,? Milwaukee. 

Olympic National Life, Seattle. 

Pacific Mutual,? Los Angeles. 

Pacific National, Salt Lake City 

Pan-American, New Orleans. 

Paul Revere,? Worcester. 

Peninsular Life, Jacksonville. 
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ALC-LIAA membership roster, April 4, 1951 \—Continued 


Penn Mutual,? Philadelphia. 

Pennsylvania Mutual, Philadelphia. 

Peoples Life, Frankfort, Ind. 

Peoples Life, Washington. 

Philadelphia Life, Philadelphia. 

Phoenix Mutual,? Hartford. 

Pilot Life, Greensboro. 

Pioneer Mutual, Fargo. 

Policyholders’ National, Sioux Falls. 

Postal Life Casualty, Kansas City. 

Presbyterian Minister's Fund, Phila- 
delphia. 

Protective Life,? Birmingham. 

Provident L. & A.,? Chattanooga. 

Provident Life, Bismarck. 

Provident Mutual,? Philadelphia. 

Prudential,? Newark. 


Life insurers conferenc 


Southwestern Life, Dallas. 

Standard Insurance Co., Portland. 

Standard Life of America, Pittsburgh. 

Standard Life of Indiana, Indianapolis. 

Standard Life Insurance Co., Jackson. 

State Capital, Raleigh. 

State Farm Llife, Bloomington, Ill. 

State Life, Indianapolis. 

State Mutual,? Worcester. 

State Reserve, Fort Worth. 

Sun Life Assurance,? Montreal. 

Sun Life of America,? Baltimore. 

Texas Life, Waco. 

Texas Prudential, Galveston. 

Travelers,? Hartford. 

Mnion Central,? Cincinnati. 

Tnion Labor Life,* New York. 

’nion Life,? Little Rock. 

Inion Mutual,? Portland, Maine. 

‘Tnion National, Lincoln. 

Mnited American, Denver. 

Inited Benefit, Omaha. 

‘nited Fidelity, Dallas. 

lnited Life & Aecident, Concord. 

Tnited Services, Washington. 

Inited States Life? New York. 

Inity Mutual, Los Angeles. 

’niversal Life & Accident, Dallas. 

Victory Life, Topeka. 

Volunteer State Wifes Chattanooga. 

Washington National, Evanston. 

West Coast Life, San Francisco. 

Western & Southern,? Cincinnati. 

Western Life,? Helena. 

Western Reserve, Austin. 

Western States, Fargo. 

Wisconsin Life, Madison. 

Wisconsin National, Oshkosh. 

Woodmen Central, Lincoln. 

World Insurance Co., Omaha. 

Acme Life Insurance Co. 

All States Life Insurance Co. 

American Life & Accident Co. of Ken- 
tucky. 


See footnotes at end of table, p. 1112. 


Puritan Life,? Providence. 
Pyramid Life, Kansas City. 
Reliable Life, St. Louis. 
Reliance Life,? Pittsburgh. 
Republic National,? Dallas. 
Rio Grande Life, Dallas. 
Rockford Life, Rockford. 
Rural Life, Dallas. 


Security Benefit Life, Topeka. 
Security Life & Accident, Denver. 
Security Life & Trust, Winston-Salem. 
Security Mutual,? Binghamton. 
Security Mutual, Lincoln. 

Service Life,2 Omaha. 

Shenandoah Life,? Roanoke 10. 
Southern Life & Health, Birmingham. 
Southland Life, Dallas. 


"e member companies 


American Life & Accident Insurance Co. 
(Missouri). 

American Life Insurance Co. 

American National Insurance Co. 

American United Life Insurance Co. 

Atlantic Coast Life Insurance Co. 

Atlatie Life Insurance Co. 

Atlas Live Insurance Co. 

Bankers Health & Life Insurance Co. 

Capital Life & Health Insurance Co. 

Carolina Life Insurance Co. 

Central Standard Life Insurance Co. of 
Illinois. 

Citizens Home Insurance Co. 

Colonial Life Insurance Co. 

Commonwealth Life Insurance Co. 

Connecticut General Life Insurance Co. 

Cosmopolitan Life Insurance Co. 

Delta Life Insurance Co. 

Dixie Life & Health Insurance Co. 

Dixie Security Life Insurance Co. 

Durham Life Insurance Co. 

Empire Life & Accident Insurance Co. 

Family Fund Life Insurance Co. 

Family Security Life Insurance Co. 

First National Life Insurance Co. 

Franklin National Life Insurance Co 

Gause-Ware Service Insurance Co. 

Guarantee Reserve Life Insurance Co. 

Guaranty Life Insurance Co. 

Gulf Life Insurance Co. 

Home Beneficial Life Insurance Co. 

Home Friendly Insurance Co. 

Home Seucrity Life Insurance Co. 

Home State Life Insurance Co. 

Imperial Life Insurance Co. 

Independence Life & Accident 
ance Co. 

Independent Life & Accident Insurance 
Co. 

Inter-Ocean Insurance Co. 

Interstate Life & Accident 
Co. 


Insur- 


Insurance 
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Life insurers conference member companies—Continued 


Kentucky Central Life & Accident In- 
surance Co, 
Liberty National Life Insurance Co. 
Life & Casualty Insurance Co. of Ten- 
nessee. 
Life Insurance Co. of Georgia. 
Lincoln Income Life Insurance Co. 
Lincoln National Life Insurance Co. 
Missouri Insurance Co. 
National Accident & Health Insurance 
Co. 
National Burial Insurance Co. 
National Life & Accident Insurance Co. 
North American Reassurance Co. 
Old Dominion Life Insurance Co. 
Palmetto State Life Insurance Co. 
Peninsular Life Insurance Co. 
Pennsylvania Mutual Life Insurance Co. 
Philadelphia-United Life Insurance Co. 
Pilot Life Insurance Co. 
Professional Insurance Corp. 
Progressive Life Insurance Co. 
Provident Indemnity Life Insurance Co. 
Public Savings Life Insurance Co. 
Quaker City Life Insurance Co. 
ALC members: 229. 


2 Membership in both ALC and LIAA (92), 
Membership in LIAA only (4). 


ComMPANY FEDERAI 
rHe Lire INSURANCE 
CONFERENCE 


ASSOCIATION 


The American 


Reliable Life Insurance Co. 

Republic National Life Insurance Co. 

Rio Grande National Life Insurance Co 

Southern Life & Health Insurance Co 

Southland Life Insurance Co. 

Standard Life Insurance Co. 
South 

State Capital Life Insurance Co. 

State Mutual Insurance Co. 

Superior Life Insurance Co. 

Suwannee Life Insurance Co. 

Texas Prudential Insurance Co. 

The Baltimore Life Insurance Co. 

The Union Life Insurance Co., Inc. 

Union Life Insurance Co. 

Union National Life Insurance Co. 

United Insurance Co. 

United Life Insurance Co. 

Unity Life Insurance Co. 

Unity Mutual Life & Accident Insurance 
Co. 

Universal Life & Aecident Insurance Co 

Vulean Life & Accident Insurance 

Washington National Insurance Co 

Wilson Life Insurance Co. 


of the 


Incomgs Tax PrRoGRAM OF THE AMERICAN LIFE CONVENTION 
OF 


AMERICA, AND THE Lire INSURERS 


Life Convention, the Life Insurance Association of America 


and the Life Insurers Conference propose that the present stop-gap law for taxing 
life insurance companies be replaced by a flat tax on net investment income, a 


outlined in Mr. Adams letter of May 2 to Chairman Doughton of the Ways and 


} 


Means Committee, modified, however, to give some relief to those companies 
which earn less than 105 percent of their reserve requirements. Implicit in the 
May 2 proposal is (1) a small company allowance to correspond with the $25,000 
exemption from surtax now allowed all corporations and (2) the coniinuation of 
the method and level! of taxing accident and health insurance. 

The above proposal, which is expressed in general terms, may be set forth in 
more specific detail, as follows: 

1) The tax base for any company would be (a) the normal tax net income, as 
defined in the present law, plus (b) the adjustment for accident and health in- 
surance reserves, if anv, amended in accordance with paragraph (3) below, minus 
the reserve interest deficiency deduction, if any, specified in paragraph (4) below 

(2) The small company allowance, corresponding to the $25,000 surtax exemp 
tion permitted general corporations, would be effected by imposing a tax of 
334 percent on the first $200,000 of the tax base and at 61% percent on all of the 
tax base in excess of $200,000. 

3) Maintenance of the status quo in taxing accident and health insurance 
would be effected by changing the factor 3% percent, where it appears in sectio1 
202 (c), I. R. C., to 26 percent. The reason for this is that 6% percent times 
26 percent is exactly equal to the corporate rate of 52 percent times 34 percent 

(4) The reserve interest deficiency deduction would be computed as follows 
Each company would calculate a ratio or fraction—A divided by B, where A and 3 
are defined as follows: 

A. (1) Net investment income without any deduction for tax-exempt interest 
and dividends, minus 

(2) 3% percent of accident and health insurance reserves, as now defined 
section 202 (c), I. R. C. 

B. (1) Interest required, 
for preliminary term, as provided in section 201 (c) (8), 


using actual valuation rates and reserves adjust 
I. R. C., plus 
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2) Interest on deferred dividends, as provided in section 201 (e) (5), I. R. ¢ 
sien 

(3) Interest paid as defined in section 201 (ce) (6), I. R. C. 

If this ratio is less than 100 percent, a special deduction of a maximum of X 
percent of the tax base (excluding any adjustment for accident and health insur- 
ance reserves) as otherwise computed would be allowed. If this ratio exceeded 
105 percent, no such special deduction would be allowed. If this ratio fell bet ween 
100 and 105 percent, the deduction would be proportionately between the maxi- 
mum percentage and 0. 

Senator Byrp. Mr. Edward J. Schmuck. 


Will you identify yourself, please? 


STATEMENT OF EDWARD J. SCHMUCK, ACACIA MUTUAL LIFE 
INSURANCE CO. 


Mr. Scumuck. I am Edward J. Schmuck, general counsel, Acacia 
Mutual Life Insurance Co. 

Mr. Chairman, in the interests of conserving the time of the com- 
mittee, I wonder if we might file for the record a formal memorandum 
that we have presented. I think that I can outline considerably more 
briefly at least the first three-quarters of this memorandum and 
perhaps refer to the memorandum for the last couple of pages. 

Senator Byrp. It will be made a part of the record. 

Mr. Scumuck. I appear representing only the Acacia Mutual 
Life Insurance Co. Our remarks are addressed solely to section 311 
of the pending revenue bill providing that the 1950 stopgap legisla- 
tion controlling the taxation of life-insurance companies 

Senator MILLIKIN. May I ask you, please, should we follow your 
statement, or are you talking off the statement? 

Mr. Scumuck. Sir, I am talking off the statement for the moment. 
[Continuing:] Controlling the taxation of life-insurance companies 
shall be extended to cover the current taxable year 1951. 

I think most life-insurance companies would prefer permanent legis- 
lation, but we must take cognizance of the fact that there are extremely 
heavy demands upon the Congress at this time, and particularly 
that the joint committee staff and the Treasury staff have not com- 
pleted their studies of the question of permanent legislation. The 
House certainly has taken cognizance of that in its action. 

As a practical matter, it seems realistic to suppose that whatever 
legislation is passed this year must of necessity be interim or stopgap, 
in its nature. 

We appeared before your committee in 1950. At that time, we 
discussed in detail the basic problem of the taxation of life insurance 
companies and our proposal of principles looking to its solution. I 
think a very brief reference to the substance of this discussion 1s 
pertinent to the suggestion that we make here today, that even if 
stopgap legislation is to be extended, for the taxable vear 1951, con- 
sideration should be given to an amendment to afford some measure 
of relief now to the companies that are prejudiced by the stopgap law. 

Mr. Adams has very ably and quite comprehensibly covered the 
essential features of the laws governing the taxation of life-insurance 
companies since 1921. He has pointed out the averaging method 
that has crept into these laws since 1942. 

We contend and have contended, and apparently we are now joined 
by the vast weight of the life-insurance companies in this business, 
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that any method of taxation, based on an averaging of a group o 
taxpayers, is essentially unsound, and will result in marked inequiti: 
and possibly imtolerable tax burdens for some of the taxpayers i: 
volved. It is utterly inconsistent with any other provision of th 
income-tax laws. 

No attention is paid under averaging formulas to the differenc: 
among the companies. Whether a company fails to earn enoug! 
interest to meet its polievholder requirements or whether it earns fo 
in excess of those requirements, each company reports and pays taxe- 
on the same percentage of investment income. 

Obviously, as some companies are penalized by such a method 
other companies gain marked tax preferences. 

The Government, too, suffers from these arbitrary and artificia 
formulas. Since 1921, in no single year has the Government ev: 
collected the full tax that would have been payable if each company 
had been paying taxes on its own free investment income over and 
above its policyholder interest requirements. 

On the basis of the studies that we have made and our conviction 
as to the averaging method, we concluded and proposed for your con 
sideration last year that a proper permanent method of taxation 
might be evolved from the following basic principles: 

1. That free-investment income is the only sound and proper tax 
base for mutual life-insurance companies; 

2. That the tax should be imposed on the basis of each mutual 
company’s individual free investment income without averaging or 
any other arbitrary formula. 

Senator Byrp. What do you mean by “free investment income’’? 

Mr. Scumuck. By “free investment income,” sir, we mean that 
each company should take its own investment income, what it is able 
to earn on its investments; from that it should deduct, of course, its 
investment expenses and then take the deduction with which we have 
been most concerned in all the years since 1921, that is, the deduction 
of interest necessary to meet our contractual and statutory obligations 
to our policyholders. The primary element of that, of course, is the 
interest that must be added to the reserves in order to maintain them 
at the necessary levels. 

Now, if a company’s earned income exceeds these interest require- 
ments, that balance we generally denominate as free interest or free 
investment income, and the theory of all the laws since 1921 is that 
that is properly taxable income, and with that theory we have no 
argument. Our sole contention is that the application of that theory 
should be on an individual company basis, with each company taking 
its own income and its own deductions and reporting its own balanc: 
and paying a tax on that balance. 

Senator Byrp. The deductions are the expenses of the company’ 

Mr. Scumuck. The expenses, plus these requirements for reserve 
and other policyholder contracts. 

Senator Byrp. You regard that as a part of the expense? 

Mr. Scumuck. Yes, sir, as a proper deduction. 

The third basic principle that we think might be taken into 
account— 

Senator Miniikin. Just for the sake of clarity, what happens to 
the free income? 

Mr. Scumuck. That goes into the pool, sir. It can be used for th: 
payment of dividends to policyholders. It can be used for paying the 
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operating expenses of the company. It can be used in a stock company 
for paying dividends to stockholders. There is no limitation upon 
the use to which the free investment income can be put. 

Senator Miuiikry. In a mutual company, it is held in the company 
one way or another, is it not, for the benefit of the policyholders? 

Mr. Scumuck. Yes, sir. 

Senator Mitiikin. In that kind of company, it obviously would 
not be paid to the stockholders? 

Mr. Scumuck. No, sir; not in a mutual company. 

That, of course, is the basis of the third consideration that we ad- 
vanced, that it is a fact that there is this difference in our business, that 
stock life-insurance companies are owned and operated for the private 
profit of their stockholdegs, and that with respect to them, the Congress 
might desire to consider some form of total net income taxation which 
would take into account all of the profits of the company from any 
source. 

Senator WiiuiaMs. Is the reserve for deductions that vou set aside 
any different for a mutual or a stock company? 

Mr. Scumuck. They are not, sir. 

Senator WiLuiaMs. They are the same? 

Mr. Scumuck. Yes, sir. 

Senator MiLurKin. | think it can be gathered from the testimony 
that preceded yours, but just so that we may have a connection with 
your own talk, what percentage in number of policies and value of 
policies is represented by mutual companies and by stock companies? 

Mr. Scumuck. I can give it to you by insurance in force, sir. 

Senator MILLIKIN. Take any base you want to. 

Mr. Scumuck. According to our latest calculation, approximately 
68 percent of the insurance in force in the United States has been 
issued by mutual companies and approximately 32 percent by stock 
companies. 

Senator Mixurkrn. Is that in terms of dollars? 

Mr. Scumuck. That is in terms of dollars of insurance in force: 
yes, sir. 

Senator Mruuikin. How abut numbers of policies? 

Mr. Scumuck. | cannot tell you that, sir. 

Senator MiLiikin. Maybe someone in the room can supply that. 

A Voice. Mr. Adams in his testimony, I think, quoted 80 percent. 

Senator MILLIKIN. Eighty percent mutual? 

A Vorcr. Yes, sir. 

Senator Minuiki1n. All right. 

Senator Byrp. Now, who fixes the reserves? The State agencies? 

Mr. Scumuck. The State laws impose limitations upon the manner 
in which the guaranteed interest rate of the reserves may be fixed. 
Those allow for reasonable flexibility, so that the individual companies 
have a choice as to what rate of interest they guarantee to the policy- 
holde ‘rs. That is the reason why you have some companies that are 

2-percent companies and other companies that are 3-percent com- 
panies. It is the determination by the management of what they are 
going to be able to earn and so guarantee to their policyholders. 

Senator Byrp. That is fixed by the State insurance bureaus of the 
different States? 

Mr. Scumvuck. It is controlled by them, sir. It is not fixed by them 
except as these outside limits are fixed. 
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Senator Byrp. | mean, 
required to have in 
fixes that? 

Mr. Scumvucx. That is fixed by the 

Senator Byrp. State laws? 

Mr. Scumucx. State laws, yes, sir. 

Senator Byrp, You have to have a permit in a State and comply 
With the laws of that State in order to sel] insurance? 

[r. Scumvck. Yes, sir. And that applies to every state in which 
the company chooses to do business, 

Senator Byrp. Are those 

[r. Scumuck. The laws governing reserves are re 
today, under the new laws that were put into effect 

on the books, the so-called CSO table 
Commissioners in the 1940’s. 
Senator MILurKk1n. Do you have 


the total] amount of reserves 


Ss that company js 
Proportion to the insurance Outstanding, who 


law, sir. 


laws uniform. as a rule? 

latively uniform 
In order to bring 
‘Ss that were worked out by the 


What you call a uniform State law 
on insurance? 
Mr. Scumucx. No, sir, 
Senator MILLIKIN. There is no such thing? 
Ir. Scumuck. No, sir; there is no uniformity of the entire insur- 
ance codes of the Various States. 


With this brief background of our ultimate Position, I would like to 
turn Specifically to the matters which are before your committee. 

The Proposal in section 33] of the Pending bill is to extend the 1959 
stopgap law without change. 


As Mr. Adams pointed out, the 
formula under that law, due to the combination of a rapidly falling 
Secretary’s ratio and increased corporate tax rates, has imposed an 
extremely heavy tax burden upon a substantial number of companies. 
The dissatisfaction with the stopgap formula has become fairly wide- 
spread in our business, 


le Tepresentative of the companies’ 
peared before you, has disavowed the . 
Proposed here, not only as stopgap but as Permanent legislation. lt 
does not seem hecessary here to labor the defects of that law 
At pages 4 to § of our memorandum, we have discussed some ot the 
details of the resultant inequities of the Stopgap formula Which were 
projected last year as inherent—— 


Senator Byrp. What part of last year was that? When Were these 
earings held? 
Mr. Scumuck. These were held, sir, in March of 1950. 
Senator Byrp. And this change has come about. When 
reach the conclusion that this present law was not a just law? 
[r. Scumuck. We have Opposed the ave 
outset, sir. We Starter 
Senator Byrp. We we 
companies at that time 
right, is it not? 
Mr. Scuituck. Yes, sir, 
Senator Byrp. When did they change their minds? Last March 
they said it was & good law. Now, when did they reach th 
that it was such a bad law? 
Mr. Scumuck. That has 
of this year, |] 


association who has just ap- 
stop-law which last year they 


did you 


raging system from the 
Opposing the Stopgap formula in 1949, 
re told that a large majority 


of the insurance 
advocated the s 


topgap proposition; that js 


€ conclusion 


been a development. sir, since February 
n February of this year, Mr. Adams appeared before 
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the House Ways and Means Committee and ther still supported the 
stopgap law. The change has come since that time. 

Senator Byrp. The last 3 or 4 months? 

Mr. Scumuck. Yes, sir. 

Senator Byrp. Suppose another change comes; do vou think a 
similar condition may occur, for which you are advocating a law now, 
and next year you might reach the conclusion that that is not a good 
law? 

Mr. Scumuck. It certainly is foreseeable, Senator, that given a 
rapid shift in economic conditions, there would be as much dissatis- 
faction with this flat tax formula that is now proposed as there has 
been with respect to the stopgap law. I would like to develop that a 
little later in my statement, if I may. 

Senator WituiAMs. Have the advancing interest rates in general 
had anything to do with the changing of the opinions on this law? 

Mr. Scumuck. Yes, sir; it has. It has had a very definite effect 
upon it. The result in the last few years in the life insurance has been 
a slightly increasing interest rate for the business, taken as a whole. 
That has been accompanied by a slightly but steadily decreasing 
required reserve interest rate for the business taken as a whole. 
-When you get one line running up and ancther line running down, 
you get an increasing margin of free interest, or free investment 
income, between those two rates, and that is why the Secretary’s 
ratio has been going down quite rapidly, and the resultant dissatis- 
faction has generated within the business 


Senator WiniiamMs. And advancing interest rates have reversed the 
formula so that taxes will increase under the old formula? 
Mr. Scumuck. Taxes will increase markedly under the formula, yes, 


sir. 

However, despite this trend within the business, as we have shown 
in our statement, there nevertheless is a substantial number of 
companies who either do not earn the amount of investment income 
that they require for their policyholder interest requirements or who 
earn it with but narrow margins which are not equal, on the whole. 
to what the average margins are for the business. 

If vou will refer, sir, to the table on page 5, for example, you would 
see that in the year 1950, of 156 companies that we were able to 
study, 27 had no free investment income. They failed to earn their 
requirements; 41 more had less than the average free investment 
income; 88 had more than the average free income. But the 27 and 
the 41, those 68 companies, still had to pay taxes as though they had 
the average of free investment income. 

Senator Byrp. Is that the same as net investment income? 

Mr. Scumuckx. No, sir. 

Senator Byrp. On page 7 you refer to net investment income. 

Mr. Scumuck. No, sir. Net investment income under the law is 
defined as the gross investment income of the companies, minus the 
the investment expenses. And that, under the law, is net investment 
income. 

Senator Byrp. Now, free investment income adds to it your 
reserves? 

Mr. Scumuck. It takes from the net investment income the reserve 
interest that is required. 
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Senator Byrp. Is that the only factor that is different between the 
free investment income and the net investment income, the question 
of the reserves? 

Mr. Scumuck. Reserves and the other interest that we must set 
aside for policyholders. We pay interest on dividends that are held, 
and we pay interest on contracts under which we undertake to pay out 
an insurance policy over a term of years. 

Senator Byrp. In both of them, the factor of expenses is a factor? 

Mr. Scumuck. Yes, sir. 

Senator Byrp. The free income and the net income? 

Mr. Scumuck. They are contract commitments to policyholders. 

Senator Mriuixrn. Let me ask you this question, please. I am not 
asking you to accept in the assumption, but assuming that generally 
speaking, there is virtue in the proposal made by the preceding witness, 
would the inequities be taken care of by spec ‘ial exemption for com- 
panies that do not meet their interest requirements? 

Mr. Scumuck. We do not believe so, Senator. We believe that so 
long as you have an arbitrary factor in the method of taxing life 
insurance companies, you are going to have inequities against some- 
body. Now, let us take their proposal. They propose that every- 
body pay.a tax at the rate of 6% percent of their net investment income 
with no deductions. Then they say, if a company does not earn the 
amount of interest that it requires for its policyholder reserves, we 
will give that company a credit, and under the action that was taken 
by the company association it was proposed that that credit be a 
maximum of 30 percent of the amount of the tax computed at the 
6} rate. 

Now, if you took that 30 percent figure, or if you took a 50 percent 
figure, that company is still paying taxes on free investment income 
that it did not have. 

Senator Mriiiixin. I am just “free-wheeling”? here now. But 
supposing that there were a complete exemption in that kind of case. 

Mr. Scumuck. A 100 percent exemption? 

Senator MILLIKIN. Yes. 

Mr. Scumuck. Certainly for those companies that did not earn 
their required interest, you would be giving relief. You would still, 
however, be imposing, in our opinion, a disproportionate tax burden 
upon the companies that had only narrow margins above the amount 
of interest that they require. 

Let me illustrate that, if I may. Let us take a company today that 
is making its required policyholder interest, and let us say 6 percent 
above that required amount. Now, under this formula, that com- 
pany would pay 6% percent of its total net investment income as taxes 
I am not a good mathematician, but I think that would work out at 
about pretty close to a 0.115 percent rate applied on the whole free 
investment income. 

There is an amount that that company must get from some other 
source than its investment income, because it does not have enough 
free investment income to pay the 6% percent tax rate out of that 
income. On the other hand, you will take another company, and there 
are companies actually today in this situation, another company that 
needs only 75 percent of its investment income to meet its require- 
ments for policyholders. Now, if you taxed that company, let us say, 
on a 50 percent basis, that company should pay the Government 
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12% percent of its net investment income, but under this formula they 
pay only 6% percent. 

Senator MILuik1In. You are concerning yourself now with a com- 
pany that is not embarrassed by its inability, for whatever reason it 
may be, to meet its interest policy requirements. Is that not what 
you are talking about? But I am putting the emphasis on the com- 
pany that is not able to meet its interest requirements, and therefore 
it oecurs to me tentatively that perhaps some kind of exemption could 
be worked out to take care of that particular kind of company. 

Mr. Scumuck. That would certainly solve the problem for those 
companies. In 1950, for example, it would have solved the problem 
for these 27 companies that did not earn their investment income. 
It would have resolved this tax problem. For the other 41, you would 
still be imposing upon them a tax that would be disproportionate be- 
cause their spread of free interest would not be enough, so that the 
tax at 6% percent would not be a fair tax as to those companies. 
They would get some relief, Senator, but not in our opinion the relief 
to which they would be entitled. 

Senator Hory. What is your comment on the statement under the 
stop-gap law that we now have that it tends to be a burden on reserves 
and would deter the building up of reserves, because if you build 
them up, you would increase the taxes? 

Mr. Scumuck. Sir, we are of the firm opinion that that argument 
is more theoretical than real. If a company is determined to follow 
the process of what is called strengthening reserves, we do not believe 
that that company would modify its sound business judgment simply 
on the basis of whether it would or would not pay a slightly higher 
tax, because the strengthening of the reserves necessarily supposes 
that that company has the assets to accomplish the strengthening. 

Now, if it has those assets, it has to make a business judgment to 
do one of three things. It is going to let the money lie in the assets 
of the compay, in a surplus account or in a special reserve account, 
ot it is going to distribute the money in the form of dividends to 
policyholders, or it is going to distribute the money, if it is a stock 
company, in the form of dividends to stockholders. 

Now, we have never been able to persuade ourselves that when a 
company had the assets and had the financial ability to do it, it 
would be deterred from a reserve strengthening process, simply 
because of a tax situation. 

Senator Hory. Is this tax very burdensome? For instance, as 
applied to the increasing of reserves, is it a consequential amount. 
under the present stop-gap law? 

Mr. Scumuck. It could be, sir, particularly in a larger company; 
ves. 

Senator Byrp. What would the largest company pay in dollars? 
Do you have any figures on that? 

Mr. Scumuck. Under what method, sir? 

Senator Byrp. Under the stop-gap law. 

Mr. Scumuck. Under the stop-gap formula? 

Senator Byrp. The total is how much? 

Mr. Scumuck. We did a little estimating on the basis of some 1950 
figures. These are necessarily rough. 

Senator Byrp. What would your company pay under that? 

Mr. Scumuck. Under the stop-gap formula? 
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Senator Byrp. Yes. 

Mr. Scumuck. If we would take what would be the rate for this 
year, the assumed 87% percent, the Secretary’s ratio for this year, 
our company’s tax for 1951, based on our 1950 figures, would amount 
to about $457,000. 

Senator Byrp. What would it amount to under this bill that you 
are now proposing? ; 

Mr. Scamuck. Under which, sir? 

Senator Byrp. Under the proposition that you now present, what 
would it amount to? 

Mr. Scumuck. On free interest? 

Senator Byrp. Yes. 

Mr. Scumuck. About $265,000 or $266,000 on the basis of the 
modified stop-gap law which we propose for 1951, it would be $361,000 

Senator Byrp. Would the total bring in as much money? 

Mr. Scumuck. Yes, sir, we think it would bring in more. We 
think we can demonstrate that, sir. 

Senator Byrp. Your company pays just a little more than half? 

Mr. Scumuck. But there are other companies that would pay 
considerably more than they are paying at the present time. { 

Senator Byrp. You think the total would bring in $125,000,000; is 
that what the present law is? 

Mr. Scumuck. We think substantially more, sir. 

Senator Byrp. How much more? 

Mr. Scumuck. I have some figures here that are based on taking 
50 percent of the average and 50 percent of the individual experience 
of the companies, and on that basis we figured out that for 1950 the 
flat tax proposal which the company associations have advanced 
today would have brought in about $112,200,000 from 125 com- 
panies. We could not get them for the whole business. The stop-gap 
would have brought in $114,350,000 for these 125 companies, and 
the 50-50 proposal, which I would like to discuss with you would have 
brought in about $114,330,000. Now, with the increased margin of 
free interest, that figure under the 50-50 proposal would go up, and 
we believe would exceed the amount under the flat tax or the stop-gap 
formula. 

Senator Byrp. But for the first year it would be about the same? 

Mr. Scumuck. For the first year, it would be roughly the same, 
yes, sir. 

Senator Byrp. Very well. 

Senator Mruirkrn. Pursuing that exemption business a little fu 
ther, what would be the bad policy effects of such an exemption? 
I am talking about general policies for preserving the integrity of th: 
insurance system. Would it encourage loose practices of any kind? 

Mr. Scumuck. | doubt it, sir. 

Senator Miuurkin. What is the relation of an exemption of that 
kind to the self-determined rates of interest which the compan) 
imposes upon itself for reserve purposes? 

Mr. Scumuck. I think theoretically you could do what has bee! 
done here. You could establish a relationship between the exemptio! 
and the company adjusting its guaranteed reserve interest rate to tak: 
advantage of the exemption. 

Senator Miriurkin. That is exactly what I am talking about. 
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Mr. Scumuck. In theory you could. In practice, sir, we think it is 
inconceivable that it would be done. 

Senator MinurKkin. Could some kind of limitation be put on that to 
accompany an exemption proposal? 

Mr. Scumuck. Senator, that would impose a complication that I 
think would be almost worse than some of the formulas we have had 
in the past. 

Senator Minuikin. That is the trouble with most of these things. 
You push in one place and you bulge out in another. 

Mr. Scumuck. Yes, sir, and that is why we think that you can take 
out the push and the bulge if you just put us all on an individual 
basis and let us report and pay on that basis. 

I would like to refer in a little more detail to this flat-tax formula 
that has been proposed here. 

Senator Mruiikin. May I ask you, if it is a proper question, and if 
it is not, forget it, what is the interest rate that your company deter- 
mines for itself for the purpose of its reserves? 

Mr. Scumvuck. Our current interest rate, sir, is 2! - migpees 

Senator MiLuikin. Has that varied a great de al i , say, the last 

6, or 7 years? 

Mr. Scumuck. Yes, sir. 

Senator Miuurkin. Within what range has it varied? 

Mr. Scumuck. In the last 5 or 6 years? 

Senator Min. LIKIN. Yes. 

Mr. Scumuck. In 1948, I believe it was, we reduced it from 3 per- 
cent to 2% pere ent. L think it was in 1938 that we reduced it from 
3% percent to 3 percent. 

Senator Miuuikin. The lower rate that vou impose on yourself, the 
higher your reserves? 

Mr. Scumuck. The higher the amount of the reserves, yes, sir. 

Senator Mivurkin. Thank you. 

Mr. Scumuck. This flat-tax formula is a rather interesting proposal. 
I think we have established here that for all practical purposes, for the 
year 1951, it probably would make little difference whether you had a 
tax imposed under the stopgap formula or under this flat-tax proposal. 
Roughly, that would come out the same, except as you might reduce 
the amount under the stopgap formula by reason of this proposed 
reduction of tax for some of the companies. 

For future years, however, the situation is a very different one. 
This flat-tax formula is purely arbitrary. In effect, what it does is 
create a frozen Secretary’s ratio. It takes no account for tax purposes 
of the experience of the life insurance companies, either individually or 
collectively. It takes no account of signific ant changés in general 
economic or other conditions affecting the income and other operating 
results of the life insurance companies. If these changes were such, 
for example, as to reduce markedly the earned interest rate of the 
life insurance companies, the tax burden under the flat-tax proposal 
might have serious adverse effects for individual companies. 

Conversely, under currently foreseeable conditions, we believe the 
proposed method would work out to be unfair to the Government, 
since the free investment income of the life insurance companies is 
increasing, whereas this proposed formula will freeze the percentage of 
the net investment income which the Government would receive. 

Senator Mitirkin. Would that be true in a period of depression? 
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Mr. Scumuck. That the Government would receive more taxes 
than the life-insurance companies should properly pay. 

Senator Mi..ikin. You say that under the present trend of things, 
perhaps the Government would not get enough out of the formula 
proposed. 

Mr. Scumuck. Yes, sir. 

Senator Mriuikin. Would the converse be true in a depression 
period? 

Mr. Scumuck. If the 6%-percent rate were maintained, the converse 
would be true, sir. But as I pointed out, in that situation you 
would possibly have serious consequences for individual companies 
by maintaining that 6% percent. And I would be under no illusions 
that we would not be in here hollering for a reduction. 

Senator Miturkin. Nor would I. That is what we are here for. 

Mr. Scumuck. The other thing that concerns us with this formula 
is that in our opinion it is as unsound in principle as it isin result. |) 
is a complete abandonment of the fundamental concept that in the 
determination of an income tax you set up your income, you set up 
your proper deductions, you strike a balance, and you pay a tax on 
that balance. The company associations have vigorously maintained 
that position for over 30 years. Every law we have had since 192) 
has taken account of that position. 

Now we abandon it for pragmatic purposes, as Mr. Adams has said 

What are those pragmatic purposes? In the first place, we think 
it is a quite patent effort to minimize taxes. In the second place, it is 
obviously a vehicle to execute the determined purpose of a number o! 
the companies in this business that income taxes shall be paid accord- 
ing to the order of the size of the companies without respect to their 
relative ability to pay income taxes. 

Mr. Adams, in his own statement today, pointed up that fact. To 
us, it is a position that has no reason except perhaps that it is a neces 
sary one if the companies that gain by these averaging methods are to 
maintain their preferential tax positions. 

The favorable aspects that we can point to on this 64-percent pro- 
posal is that it does embody the recommendation that a reduction be 
afforded for the companies that need it under any averaging formula 
That to us has been particularly interesting because it is the first 
recognition that these people have given to the burdens that the aver- 
aging methods are imposing upon a substantial number of companies, 
and it is the first concession that they have made that the operating 
results of the individual companies should be taken into account in 
determining the amount of taxes which each company must pay. 

On the basis of the authority that they had when the company 
associations got through voting on this thing, that is, to recommend 
1 30-percent adjustment, we made a number of studies and calcula- 
tions and have come up with an alternative that we think is somewhat 
fairer and will give more effective relief to a number of life insurance 
companies while providing what we consider an adequate base of 
revenue for the stop-gap period. 

If I may, sir, I would like to go to page 10 of our statement and 
read in toto the discussion of this alternative proposal. 

The proposed modification of the flat tax formula is an admission 
that the operating results of each individual company are a prope! 
consideration in determining its tax liability. The modification pro- 
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posed is deficient, however, in that, first, it fails to give adequate 
relief to the companies that need relief, and, second, it fails to com- 
pensate for the resulting reduction in tax revenues by taxing additional 
free investment income of those companies which benefit from the 
averaging. The modification of the stop-gap formula which we pro- 
pose will tend to minimise both of these deficiencies. 

In making this suggestion, we wish to emphasize that it is proposed 
as a compromise for stop-gap legislation only and is in no way a 
withdrawal from our firm conviction that any averaging form ula is 
inequitable to a substantial number of companies, is unsound in 
theory and result, and is not the proper basis for permanent legisla- 
tion. 

Our proposal is quite simple. We suggest that each individual 
company compute its tax, at the normal corporate income tax rate, 
first, according to the stop-gap formula, and, second, on its own free 
investment income for the taxable vear 1951. The amount of tax 
payable by the company would be equal to one-half of the sum of 
these two taxes. 

Senator MILLIKIN. State that again, will you? 

Mr. Scumuck. We propose that each individual company shall 
compute its tax at the normal corporate income tax rate, first, accord- 
ing to the stop-gap formula, and, second, on its own free investment 
income for the taxable vear 1951. The amount of tax payable by the 
company would be equal to one-half of the sum of these two taxes. 

In other words, 50 percent would be on the average and 50 percent 
on the individual operating experience of the company for the year. 

Even the technical and drafting work in connection with our pro- 
posed amendment of the stop-gap law would be minimal, since the 
essential details are covered by existing provisions of the Internal 
Revenue Code. 

The stop-gap formula would continue as under the 1950 law, ex- 
tended for 1 year. The computation by each company of its own 
free investment income would follow closely the provisions of the 
present law. From the net investment income, each company would 
take as a deduction the interest required for its reserves, using its 
own valuation rates and its reserves adjusted for preliminary term. 
It would also deduct interest on its deferred dividends and interest 
paid on supplementary contracts. These items are now defined in 
sections 201 (c) (3), (5), and (6) of the Internal Revenue Code. 

This proposed modification gives 50 percent weight to the average 
experience of the industry and 50 percent weight. to the individual 
experience of each company. It would result in distributing the tax 
more equitably among the companies on the basis of their ability 
to pay. 

The distribution of tax under the several formulas can be illustrated 
if we consider their effect upon two companies, each of which is 
assumed to have $10,000,000 of net investment income. Company A 
is assumed to need only $8,000,000 for its policyholder interest re- 
quirements, while Company B needs more than its total net invest- 
ment income. Company A thus has $2,000,000 of free interest over 
and above its required policyholder interest. Company B has none. 
Assuming a secretary’s ratio under the stop-gap formula of 87‘) per- 
cent and a corporate tax rate of 52 percent, the tax liability of these 
companies under the formulas would be as follows: 
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You will note that for Company A, under either the stop-gap 
formula or the flat tax formula, the tax would be identical. It would 
amount to $650,000. Under our proposal, however, Company A, 
with its $2,000,000 of free investment income would pay an increased 
tax in the amount of $845,000. 

Now, Company B, on the other hand, under the present stop-gap 
formula, without modification, would also pay a $650,000 tax. Under 
the flat tax formula, with a 30-percent reduction, Company B would 
pay only $455,000 of tax. 

Under our proposal, Company B’s tax would be reduced to $325,000. 
However, the gross tax revenues that would be paid by these two 
companies would be slightly higher under our proposal than it would 
be under the flat tax formula, although in both cases the gross from 
these two companies would be less under the modified proposals than 
under the stop-gap formula. 

Obviously, Company B needs the relief of its tax burden which is 
provided under the proposed flat tax formula, but it needs more and 
should be given the greater relief afforded by our proposed modifica- 
tion of the stop-gap formula. Equally obviously, Company A has 
the ability to pay additional tax under our proposal. It has no proper 
cause to complain of the reduction, under this formula, of the tax 
preference it enjoys because of the averaging method. 

We tested the present stop-gap formula, the proposed flat tax 
formula and the proposed modified stop-gap formula which we are 
here suggesting on the basis of the data available to us for 125 com- 
panies for the year 1950. For the purpose of comparing the formulas 
on an identical basis, we assumed a secretary’s ratio for 1950 of 87% 
percent and a corporate tax rate of 52 percent. These calculations 
indicate that, on the assumed bases, the flat tax formula would have 
produced in 1950 approximately $112,220,000 tax revenues from the 
125 companies; the stop-gap formula would have produced approxi- 
mately $114,350,000 of taxes, and the modified stop-gap formula 
would have produced approximately $114,330,000 taxes. 

Therefore, our studies satisfy us that under current conditions our 
proposed modification of the stopgap formula would produce ade- 
quate tax revenues for the year 1951, when compared with either the 
stopgap or the proposed flat-tax formula. 

In fact, if the trend toward increased margins of free interest con- 
tinues through 1951, as is expected, our proposal would produce 
greater tax revenues for this year than either of the other two for- 
mulas. Though a number of companies would pay less taxes under 
our proposal than under the other formulas, additional taxes would 
be collected from those companies having the greater margins of free 
interest, with the result that the revenues of the Government would 
not be adversely affected, and might even be increased in 1951, by 
our suggested change. 

We, therefore, strongly urge consideration of our proposed modifi- 
cation of the stopgap formula for the purposes of stopgap legisla- 
tion applicable to the taxable year 1951. 

If I may, I would like to sum up the observations and conclusions 
that we presented here today. 

1. The inherent unsoundness and innate inequities of the stop- 
gap formula have been demonstrated by the results of its applica- 
tion to the 1949 and 1950 income-tax liability of the life-insurance 
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companjes. The formula has been abandoned by its original advo- 
oe 

. The proposed flat tax formula is more arbitrary than the stop- 
gap formula and is at least equally unsound and inequitable in its 
result. However, the proposed modification under this formula for 
the benefit of the companies which do not earn or barely earn their 
required policyholder interest is a recognition by the averaging 
method advocates that at least some effect must be given under the 

tax law to the actual experience of individual companies in deter- 
mining their tax liabilities. 

Senator Miuuikin. May I ask at that point, under your formula 
any company that is not meeting its inte rest requirements for reserve 
purposes could be compelled to pay taxes? 

Mr. Scumuck. Yes, sir. 

Senator Mituikin. Why should they? : 

Mr. Scumuck. We think in the final analysis they shdul 1 not, sir. 

The proposal is made in the pending bill, though, as the House 
has passed it, that the stopgap formula be continued for the vear 
1951. That, roughly, would produce a tax burden upon those com- 
panies equivalent to the 6'4-percent flat tax that the company asso- 
ciations proposed except that they, in turn, propose that it be reduced 
by some percentage. 

Now we have made a proposal for » flat reduction of 50 percent of 
the amount that they would pay under the stopgap formula. We 
would like to see that a hundred percent and we think eventually we 
will see it a hundred percent. 

Senator MiniiKkin. Thank vou. 

Mr. Scumuck. This proposed modification, — properly tending 
to reduce the mequities of the flat tax proposal, is inadequate 
wae as te. 

. The proposed modification of the stopgap formula is a more 

asonable and equits able formula for purposes of te mporary legisla- 
ia than either the stopgap formula in its present form or the 
proposed flat tax formula. 

The only sound, fair, and reasonable basis for permanent taxa- 
tion of life insurance companies, consistent with the general provi 
sions of the income-tax laws, is to impose the tax upon each compan) 
upon the basis of its own individual operating experience, without 
averaging or any other artificialities. 

Unless there are more questions, 1 would like to express our appre- 
ciation for the privilege of appearing before your committee this 
morning. 

Senator Byrp. Thank vou, sir. 

(The prepared statement submitted by Mr. Schmuck reads in full 
as follows:) 


and 


STATEMENT ON BEHALF oF Acacia Mutuat Lirk INSURANCE Co, 


Acacia Mutual Life Insurance Co. appreciates the opportunity to present to 
your committee its views with respect to section 311 of H. R. 4473, adopted by 
the House of Representatives and now pending before the Senate. This section 
extends for another taxable year, 1951, the average valuation rate formula, 
generally termed the stopgap formula, which provides the method for comput- 
ing the deduction for required policyholder interest which life insurance com- 
panies are permitted to take in establishing their taxable income for income-tax 
purposes, 
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We would prefer, as probably would most life insurance companies, that fina 
action effecting a permanent solution of the problem of taxing life iInsuranc 
companies might be taken now by the Congress. To that end, we presented to 
your committee last year a detailed and comprehensive analysis of the probk 
and our suggestions of appropriate bases for the permanent taxation of lif 
nsurance companies. 

However, in its discussion of section 311 of the pending revenue bill, the Con 
mittee on Ways and Means stated, at page 22 and 23 of the accompanying report 
that progress has been made in the studies looking to the development of perma 
nent legislation covering life insurance company income taxation, but that an ex- 
tension of stopgap legislation for 1 vear is necessary to provide additional ti: 
for the completion of the pending studies. During our appearance before yo 
committee last year Senator Millikin initiated and Senators Hoey, Taft, Marti: 
Byrd, and Myers joined in the questioning of a representative of the Treasi 
Department concerning the averaging concept which is the basis of the stopgap 
law and was the basis of the 1942 law. It may be recalled that, under the qu 
tioning, the Treasury representative expressed his opinion that the averagi 
concept is essentially unsound but stated, in effect, that the Treasury then su; 
ported a stopgap solution (even though it was based on averaging) while t! 
basic problem of permanent legislation is studied. The Treasury has not brou, 
in a proposal for permanent legislation this year. In this situation, and cons 
ering the extremely burdensome demands upon the Congress at this time, 
seems appropriate to accept without further discussion that any legislatio 
covering life-insurance company taxation which is passed this year will be inter 
or stopgap. 

However, we would like briefly to review the basic problem and to discuss t 
results and impact of the stop-gap formula and the alternative proposal whic! 
understand will be submitted to your committee on behalf of the associations of 
life-insurance companies, which has been termed the flat tax formula. In add 
tion, we would like to present for the consideration of your committee a t! 
alternative for interim taxation which is a proposed modification of the stop 
formula. 

THE PROBLEM AND ACACIA’S BASIC POSITION 


The basic position of this company was discussed with the Senate Finance 
Committee on March 29, 1950. Our formal statement, and the colloquy co 


cerning it, appear in the record of hearings before the Committee on Finance o; 
H. J. Res. 371 at pages 69 to 97. 

In our presentation, we reviewed the successive laws covering the taxatio: 
life-insurance companies since 1921, including the then pending stop-gap formu: 
Each of these laws was based on the theory that the only true taxable income of : 
life-insurance company is the excess of its investment income (interest, divide: 
and rents) over its investment expenses and the amount of interest require: 
meet contractual and statutory obligations to policyholders. This theory 
completely sound, at least as to mutual life-insurance companies. The law 
since 1921 have applied, without regard to fundamental distinctions, to bo 
stock and mutual life-insurance companies. 

Each of these laws has contained arbitrary and artificial factors for the deter 
mination of the allowable deduction for required policyholder interest. Thes 
arbitrary artificialities have attained increased importance under the 1942 a: 
the stop-gap laws, based on the so-called industry-wide method of taxation. 

Under the stop-gap formula, the investment income of all life-insurance con 
panies is lumped together. Next, the amount of interest needed by the life-insur- 
ance companies for policyholder reserves and other interest payments to polic) 
holders is lumped together, except that if any company needs more interest tha: 
it earns, the excess over the earnings of that company is dropped. The ratio of 
the second total to the first establishes for the industry as a whole the percenta 
of the investment income (called the secretary’s ratio) which theoretically 
what is needed to satisfy policyholder interest requirements. Then, the stop-¢ 
law requires that each company use that industry average percentage of its inve: 
ment income in computing its deduction for required policyholder interest, as 
though that average percentage were its actual interest requirements. Th. 
balance is considered taxable income and tax is paid at the normal corporate rat 

No attention is paid, under this averaging formula, to the differences am: 
the companies—the fact that some are very large and some are very small, som 
have made reasonably high interest guaranties to policyholders while others ha 
made much smaller guaranties, some have high investment interest earni! 
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rates and others have low, some have large sums of investment income not needed 
for policyholder requirements while others have none. Nor does this formula 
recognize that some are mutual companies operating solely for the benefit of their 
policyholders while others are stock companies operating for the private profit 
of their stockholders. 

In our 1950 presentation, we showed the unfair and inequitable impact that 
the averaging method has upon many companies in our business. In some com- 
panies, the net investment income is less than their policyholder required interest. 
In many other companies, the percentage of earned interest needed for policy- 
holder requirements is far higher than the arbitrary industry-wide average 
Yet all of these companies must report and pay tax on the same percentage of 
their investment income. Each of these companies, by reason of the averaging, 
is penalized and forced to pay an unjust and disproportionate tax. Of course 
as is obvious, the method also gives an important tax preference to a substantial 
number of other companies, some of which earn free interest far in excess of their 
interest required for policyholders. 

We also pointed out that, as a result of the arbitrary and artificial factor in 
the various laws since 1921, the Government has never realized in any year 
since 1921 the full tax that would have been payable if the individual companies 
had been paying taxes in each year based on the amount of free investment income 
of each company over and above its policyholder interest requirements. 

Our studies have convinced us that much if not most of the difficulty for bot! 
the Government and the life-insurance companies over the matter of income 
taxation of these companies has resulted from the artificialities, the arbitrary 
factors and the averaging methods introduced into the various tax formulas since 
1921. We believe that the problem can be minimized and perhaps eliminated 
and the Government will derive continuing revenue in a satisfactory amount 
the Congress will impose the tax on each life-insurance company, as it does on 
all other taxpayers, on the direct basis of the actual income and the actual dedu 
tions of each company, eliminating the averaging and all other artificial formulas 

As a result of our analysis, we concluded, and therefore submitted to vour 
committee for consideration that a proper permanent method of taxation, fair to 
each individual company and to the Government might be evolved from the 
following basic principles: 

1. Free investment income is the only sound and proper tax base for mut 
life-insurance companies. 

2. The tax should be imposed on the basis of each mutual company’s individu 


ua 


Acal 
free investment income and without averaging or any other artificial or arbitrary 
formula. 

3. The total net income basis is not a sound and proper basis for the taxation of 
mutual life insurance companies. 

1. Some form of total net income basis would seem to be sound and appropriate 
for taxing stock life insurance companies, taking into consideration the fact that 
the stock life insurance companies are owned and operated for the private profit 
of their stockholders. 

We are still committed to these principles and convinced of their fundamental 
soundness. We sincerely hope that they will form the basis of permanent legis- 
lation when it is before the Congress for consideration and that at that time all 
artificial and arbitrary formulas will be discarded once and for all from the tax 
laws affecting life insurance companies in favor of direct taxation based on t¢! 
individual experience and results of each company. 


STOPGAP FORMULA 


The stopgap formula described in the preceding section was adopted in 1950 
and made applicable to the taxable vears 1949 and 1950. The Secretary’s rati 


or industry-wide percentage deduction for required policyholder interest was 
based on the operating results of the companies for the vears 1948 and 1949 


respectively. 

The Secretary’s ratio thus established for use in the tax returns covering th 
taxable year 1950 was 90.63 percent. This meant in effect that for the taxable 
vear 1950 each company, without regard to its own requirements, took a deduc- 
tion of 90.63 percent of its net investment income and paid a tax on 9.37 percent of 
that income at the regular corporate rate. 

We do not have access to the confidential income tax information concerning 
each life insurance company, but we have been able to compile from various 
statistical sources the data necessary to compare for 156 companies the 1950 
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results under the stopgap formula with what they would have been had these 
companies been taxed directly on the basis of their net investment income and 
their own actual deductions for required policyholder interest. This study dis- 
closes that 27 of the 156 companies had less net investment income in 1950 thar 
their required policyholder interest. Nevertheless, these companies were penal 
ized under the averaging method of the stopgap formula by having to pay taxes 
on 9.37 percent of their net investment income. In addition, 41 more companies 
had more investment income than was required for their individual contractual 
and statutory obligations to policyholders but the margin between what they need- 
ed and what they earned was less than the 9.37 percent of their investment incom: 
upon which they had to pay tax. For these companies, the tax paid amounted 
to a substantially greater percentage of their actual free interest than the normal 
corporate tax rate. Eighty-eight companies required less than 90.63 percent of 
their investment income in 1950 for their interest obligations to their polievholders 
These 88 companies gained a definite tax advantage as the result of the stop-gap 
formula since they were enabled, as a result of the averaging, to pay taxes at less 
than the normal corporate tax rate applied to their actual free interest and to shift 
a part of their proper tax burden to the other companies. 

\ breakdown of these companies by size is of interest and is shown in the follow- 
ing table: 


Millions admitted 3 Group 1! Group 22 | Group 33 | Total] 


Over $1,000 p 10 
$500 to $1,000 t 
$300 to $500 7 6 
$100 to $300 17 
$50 to $100 } 13 15 | 


Under $4 


] 


Total 


Group 1: Investment income less than required interest in 1950. 
2 Group 2: Required interest less than investment income but greater than 90.63 percent of investment 
ne in 1950 
troup 3: Required interest less than 90.63 percent of investment income in 1950. 


For the taxable vear 1949, the secretary’s ratio under the stop-gap form 
was 98.55 percent. We were able to secure the comparative data for that vear for 
259 companies. This study discloses that 67 of these companies had less invest- 
ment income in 1949 than their required policyholder interest. Thirty eight 
had more investment income in that year than their required policvholder interest 
but their requirements exceeded 93.55 percent of their investment income. One 
hundred and fifty four companies required less than 93.55 percent of their ir 
vestment income in 1949 for their interest obligations to their policyholders and 
therefore benefited from the averaging formula. A breakdown of these companies 
by size is shown in the following table: 


Millions admitted assets, Dec. 31, 1949 Group 1! | Group 2? 
Over $1000 
$500 to $1000 
$300 to $500 
$100 to $300 
$50 to $100 


Group 1: Investment income less than required interest in 1949. 
Group 2: Required interest less than investment income but greater than 93.55 percent of investn 
income in 1949 


Group 3: Required interest less than 93.55 percent of investment income in 1949. 


These tables confirm previous studies concerning the effect of the averaging 
1ev show again that a substantial number of companies are prejudiced b) 
averaging method and that, in general, the advantages of the averaging forn 
accrue most strongly to the larger companies, while proportionately more of | 
smaller companies suffer from the inequities and unfair discrimination of 
averaging method. 

The over-all trend within the life insurance business is toward increasing mar- 
gins of free interest, reflecting in general slightly higher earned interest rates 
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accompanied by a steady decline in the guaranteed reserve interest rate on all 
insurance in force. Nevertheless, as is shown by the tables, a substantial num- 
ber of the companies still do not earn the amount of their required policyholder 
interest and additional companies have less free interest than the average. For 
these companies, the general trend, coupled with the substantial increases in the 
corporate tax rate, emphasizes the burden which is imposed upon them by the 
averaging formula, The burden will be even greater for the taxable year 1951, 
since it is estimated that the secretary’s ratio will fall to somewhere between 87 
percent and 88 percent while the corporate tax rate is proposed to be increased 
to 52 percent. 

We sincerely urge upon your committee that, even for stopgap purposes, 
recognition be given to the substantial unfairness of the stopgap formula in its 
present form and that your committee consider a change now in the tax law 
which will give some measure of relief to the companies that are prejudiced by 
the stopgap formula. We shall discuss later in this memorandum two possible 
means of affording such relief. 

The dissatisfaction within the life insurance business over the past and pro- 
jected results of the stopgap formula recently became obviously vocal and more 
widespread. Companies which had perhaps not considered, or at least had not 
participated in the discussion of the principles underlying the stopgap formula 
and the fundamental unsoundness of that formula, became impressed with the 
inequities of its application. Even the original sponsors of the stopgap legisla- 
tion, the company associations within the life insurance business, have now with- 
drawn their support of that formula. 

The stopgap law is unsound legislation which should be removed fron 
law at the earliest possible moment. 


FLAT-TAX FORMULA 


The representatives of the joint committee on company Federal income tax of 
the two associations of life insurance companies have been instructed to present 
to the Senate Finance Committee a proposed substitute for the stop-gap formula. 

In essence, this proposal is that all life insurance companies shall pay a tax 
amounting to 6% percent of their net investment income (interest, dividends, and 


rents less investment expenses). Under this method, the companies would not 
be allowed any deduction from net investment income for the interest required 


1 


to be set aside or paid to policyholders out of the net investment income 
companies. The tax under this proposal would be subject to a small 
allowance to correspond with the $25,000 exemption from surtax 
corporations and subject also to a modification or reduction of 

tax to afford some relief to those companies whose net investment i 

than 105 percent of their required policyholder interest. 

The figure of 6% percent was arrived at, as shown in a letter from the chairman 
of the joint committee to the chairman of the House Ways and Means Com- 
mittee, dated May 2, 1951, by assuming that the percentage deduction for required 
policyholder interest for the year 1951 under the stopgap formula will be in the 
neighborhood of 87 percent of net investment income and applying an assumed 
corporate rate of 50 percent to the resulting 13 percent taxable income If tl 
tax rate is 5 percent, the assumed percentage deduction would be 87% px 
Given the reasonable accuracy of both the assumed percentage deductio1 
1951 under the stop-gap formula and the corporate tax rate under the pet 
tax legislation, it would make little difference as to the current taxable ) 
whether the tax on the life insurance companies was imposed under the stoj 
formula or under the proposed flat-tax formula, except for a proposed 
tion of the latter, which will be discussed later. 

\s to the future years, however, the situation would be very ( 
posed flat-tax formula is purely arbitrary. It takes no accou 
of the experience of the life insurance companies, cither ind 
tively. It takes no account for tax purposes of significant 
economic or other conditions affecting the income : 
life insurance companies. If these changes were such, for exampl 
reduce the earned interest rate of the life insurar compan 
under the flat-tax prope sal might have serious adverse ef 
companies. Conversely, it is obvious that if current trends 
posed method will be unfair to the Government, since the free invest: 
of the life insurance companies appear 


und other opera 
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to be inereasing, whereas 
formula would freeze the percentage of the net investment 
Government would receive. 





1130 REVENUE ACT OF 1951 


The proposal is essentially unsound. In addition, it is an amazing reversa] 
by the company associations of a basic position consistently maintained and 
vigorously supported for over 30 years. 

The interest earnings of life insurance companies are vital to the maintenance 
of the reserves upon life insurance policies which are necessary if the compani: 
are going to accumulate the funds to make it possible to perform their contract: 
with their policyholders. If, for any reason, including the fact that the tax laws 
require the payment of too much taxes, any company is unable to add to it 
policy reserves in any year the amount of the interest guaranteed by its polic 
contracts, the solvency of that company is impaired. The chairman of the 
joint committee of the company associations summed up this basic concept 
his statement to the Committee on Ways and Means as recently as February 28 
1951, in the following language: 

“Therefore in theory and in fact, the only true income arising in the whole lif 
insurance transaction is the interest earned on assets over and above the amount 
necessary to maintain reserves. The reserve interest is not income to the compa: 
because it represents a liability to the policyholder. It is tantamount to inter 
paid upon indebtedness at a guaranteed rate. If you tax the interest required to 
maintain reserves in any significant degree, you invade the reserves themselves 
and therefore tax away solvency because the integrity of the reserves requires 
that they be increased year by year at the contract rate of interest. If the integ- 
rity of reserves is invaded, the solveney of the company is impaired.” 

The flat tax proposal, abandoning the sound concept of & deduction for required 
interest, shockingly violates the fundamental principle so ably expressed in th: 
foregoing quotation and which has been recognized in all income tax laws applicable 
to life insurance companies. 

The entire proposal, in our opinion, is a patent attempt to minimize the taxes 
of some life insurance companies, under present and foreseeable conditions, while 
preserving the determined purpose of a number of companies in the business 
that income taxes shall be paid in order of size of the companies, rather thar 
according to the ability of each company to pay such taxes on the basis of its 
individual operating results. 

This position is necessary to preserve the preferential tax treatment of thos: 
companies which benefit from any averaging method. Under the flat tax formula 
for example, some companies would pay taxes which would represent a 25 percent 
or even lower rate of tax on their actual free investment income. ‘The disad 
vantages and inequities to the other companies, except perhaps for the minor 
modification of the flat tax which is proposed, and the unfairness of the proposal! 
to the Government in future years, are completely disregarded. The dangerous 
possibilities of the flat tax formula for many companies in the event of a serious 
reversal of present economic conditions are ignored. 

We are confident that the unsoundness of the flat tax formula is so clear that 
the plan would not commend itself to your committee, except perbaps as a sub- 
stitute for the stopgap formula for the current taxable year. However, i 
desirable to discuss that portion of the proposal which provides for reduction « 
the tax in the case of certain companies. 

The proposed modification is that the amount of tax computed on the basis of 
6% percent of net investment income shall be reduced by 30 percent for thos 
companies which fail to earn net investment income exceeding their policyholder 
required interest. The 30-percent deduction shall be graded down proportion- 
ately as the earnings of the individual company exceed its interest requirements 
until the deduction becomes zero when the earnings amount to 105 percent 
more of the requirements. 

This proposed modification is particularly interesting in that, to our knowledg 
it is the first time that the proponents of the flat tax formula have given pul 
recognition to the unfair and often harsh burden that their artificial averagi 
formulas have imposed upon many companies. It is also their first concess 
that the operating results of the individual company should be taken into acc 
in the determination of the amount of taxes which the company must pay. 

To the extent that the proposed modification or allowance would give r 
to a number of companies who do not now earn their required policyholder inter 
rT earn it with but a very small margin of free interest, the flat tax propo 
with the modification, would result in greater fairness to those companies for | 
current taxable year than would the stopgap formula. It would not rem 
the tax preferences now accorded to companies whose investment income s 
stantially exceeds their required interest. Nor would it give full or in our opin 
even adequate relief to those companies which most need it because of their 
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failure to earn their required interest. But it would give some relief to a number 
of companies and, as to those companies, would be less discriminatory in its 
impact than the present stopgap formula. 

Senator Byrp. Senator Lucas, would you like to be heard? 

You have spent many hours in this room. 


STATEMENT OF SCOTT W. LUCAS, APPEARING FOR THE ACACIA 
LIFE INSURANCE CO. 


Mr. Lucas. Yes, I have, sir. 

Senator Byrp. You have rendered distinguished service on this 
committee. I have not seen you in the well before. 

Mr. Lveas. It is the first time I have been in the well. I can add 
nothing to what Mr. Schmuck has said except to say that in my 
opinion, as one who has been around this committee room for a long, 
long time, that he has presented a very illuminating, forcible, and con- 
structive argument in the position that he takes, both from the stand- 
point of permanent legislation for life-insurance companies, as well as 
this temporary proposal that he is seeking to have the Congress adopt 
at this time. 

It strikes me, Mr. Chairman, and gentlemen, that sooner or later, 
and the sooner the better, the Congress of the United States is going 
to have to recognize the principle that Mr. Schmuck is advocating 
here for the Acacia Life Insurance Co., taxing life-insurance companies 
on & company-by-company basis, and not on the averaging formula 
under which we have this stopgap legislation, which is utterly unsound, 
inequitable, and unfair to many, many small insurance companies in 
this country. 

I should like to conclude by saying, as you all know, that the Acacia 
Life Insurance Co. is a small company. It has been advocating this 
principle for the last 25 years before committees and before insurance 
conventions. But because it is small, it has been outvoted nearly all 
the time. 

But nevertheless a principle is involved here, in my opinion, which 
is exceedingly sound. The staff and the Treasury should take serious 
cognizance of it in their exhaustive study for the next vear, if you are 
going to have permanent legislation in the near future. I sincerely 
hope that we will have such legislation soon because we have had the 
experience under the averaging laws of seeing life-insurance companies 
in 2 years pay no tax whatsoever. 

Certainly, that cannot and should not happen again. There should 
be a permanent law on the books whereby these companies would pay 
in line with their ability to pay. That is the statement that Senator 
Taft made last year in that most interesting colloquy that was had 
here between Senator Millikin and Senator Hoe ‘v, Senator Taft and 
others, when Mr. Schmuck presented the position of the Acacia Life 
on permanent legislation for life-insurance companies. 

| read it time and again, and it is to me one of the most interesting 
colloquies that was had before this Finance Committee. 

Senator Byrp. Thank you very much, Senator. Are there any 
questions? Thank you. 

Mr. Scumuck. Thank you. 

Senator Byrp. Thank you, both of you gentlemen. 





1132 REVENUE ACT OF 1951 


Mr. Lucas. Thank you, Senator. 
Senator Byrp. The next witness is Mr. John A. Lloyd. Please 
identify yourself, sir, to the reporter. 


STATEMENT OF JOHN A. LLOYD, VICE PRESIDENT, THE UNION 
CENTRAL LIFE INSURANCE CO. 


Mr. Luoyp. My name is John A. Lloyd. I am vice president of 
the Union Central Life Insurance Co., Cincinnati, Ohio. 

T am speaking for that company. 

In March 1950, when the subject of the taxation of life-insurance 
companies was before this committee, I appeared as a witness against 
the proposals in what then was known as House Joint Resolution 371. 
While that bill, as you will remember, included a provision which 
pn have levied taxes retroactively for the years 1947 and 1948 

also contained the same provisions on a temporary or stopgap basis 
as are in the bill presently under consideration. Your committee 
wisely recommended against the retroactive features and they were 
stricken from the Revenue Act of 1950. 

The wisdom of our opposition to the stopgap proposal has been 
confirmed with the passage of time and today I appear, representing 
the Union Central Life Insurance Co., to testify against the reenact- 
ment of the same old stopgap proposal, which now makes its appear- 
ance in H. R. 4473. Where, 16 months ago, there were comparatively 
few life-insurance companies which res ahzed the dangers inherent in 
the stopgap proposal, today, after a year of its operation, all life- 
insurance companies—so far as I iene and I have made an effort 
to determine the facts—see this proposal in its true perspective, and 
all are vigorously opposed to it. 

Our reasons for opposing the life-insurance taxation provision of 
H. R. 4473 may be summed up, in part, as follows: * 

1. Because it levies taxes upon the basis of an artificial, unrealistic 
unfair, and discriminatory formula. 

2. Because the tax it develops does not and cannot reflect the 
operational result of the company to be taxed. 

3. Because if the theory upon which it is based were to be adopted 
as a permanent measure, it would, over the years, produce taxes so 
unconscionably high as to be confiscatory of the capital contributions 
of the policyholders of many and possibly of all companies. 

Because this year it would develop such high taxes on some com- 
panies as to constitute a confiscation of portions of funds paid to those 
er unies by policyholders in the form of premium deposits. 

Because it is a temporary measure and does not meet the urgent 
nna of the life-insurance business which is for a permanent form o! 
taxation, ending the uncertainties which now make the problems of 
management so very difficult. 

We strongly urge the adoption of the proposal prese nted by Mr 
Adams who testified here today re presenting the practically unanimous 
views of the life-insurance companies. That plan provides for a tax 
at the rate of 615 percent upon the net investment income of each life- 
insurance company, with reduction given in the instance of thos 
companies which have not earned from investments or are having 
difficulties earning from investments the amount of interest necessary 
to meet policy reserve requirements. 
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Senator Mitirxin. May I pursue my thoughts which are entirely 
tentative and do not at this time represent any fixed opinion on my 
part? 

Why should a company that is not meeting its reserve requirements 
in the way of interest, pay any tax? 

Mr. Luoyp. Well, the Senator asked me a question which goes to 
the heart of the theory which, if it were not for certain practical con- 
siderations, I should be glad to embrace. 

From the standpoint of pure principle and pure reason, I must agree 
that that is the proper end to be reached. 

The taxation of life-insurance companies has become such a difficult 
problem over the years, and the necessity for getting a permanent, 
well-reasoned and well-founded statute on the books is so important 
that we began to search for compromise formulae. 

We came in here a year ago advocating exactly what we thought 
was, in principle, the thing to do, which was that company that had 
no net investment income should pay no taxes until it had net invest- 
ment income after reserve requirements were taken care of. But we 
find ourselves faced with stopgap again. Stopgap is—I am almost 
tempted to use the word—a ‘“‘wicked”’ form of taxation. We, there- 
fore, having been in the camp of the opponents of the company 
organizations last time, began to seek some way out of the wilderness. 

They came before the Ways and Means Committee of the House 
Mr. Adams has testified that they were seeking a way out, that they 
would like to present a new proposal, that they were endeavoring to 
find one. If they could not find one they would recommend the stop- 
gap for another year and they kept on seeking and finally they came 
up with the flat 6'-percent proposal. 

We thought thaé the original 6%: proposal bore upon the companies 
who had not earned their interest requirements almost as heavily as 
the stopgap did. 

We began to work with those two methods of taxation, the stopgap 
and the flat 6%-percent plan. Frankly, we felt that we had no chance 
to get an exemption for the company that was not earning its interest 
charges. 

There have been a lot of loose statements made about life-insurance 
companies; they did not pay their taxes, and so on, by people who did 
not understand the situation. 

So, we went to our company organizations and we proposed approxi- 
mately what Mr. Schmuck has proposed this morning and in ham- 
mering that out on the anvil of discussion with other companies and 
with the technical staffs emploved by the company organizations, we 
reached the conclusion that that was halfway as bad as stopgap 
for half of it it had the stopgap provisions. 

When we got to the point of trving to adjust the thing, we came up 
with the conception that those companies that were having difficulties 
with interest requirement earnings could be given a proper credit 
that would enable them to build the surplus funds from which they 
can make their interest earnings, and so we are going to propose 
here in a little bit, another modification that we think is a little more 
practical than Mr. Schmuck’s. 

Just before the Ways and Means Committee got ready t in 
the House the company organizations completed their studies, and 
they came up with the 6%-percent proposal. It was, [ think, but a day 
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or two before the House committee acted; so that I do not think th. 
House committee—and I am not criticizing them; I think they 
could properly have done as they did— had time to give this the 
consideration that it should have had. 

But to get back to your question to which I may have spoken 
too long and perhaps I have not answered it to your satisfaction 
the real answer is this: That we, in speaking on this subject of th: 
credit for companies having difficulty with interest reserves—I am 
not just speaking for our company, I have been asked by a number 
of companies, some which make their interest requirements and some 
which do not, to discuss this matter with the committee. 

As a purely practical matter, in the hope of getting a permanent 
tax bill, or at least of getting relief from the stopgap, we come in her 
and say that we would rather get the best credit that we can get and 
try to get some kind of a tax bill under which the companies can live 
I do not know whether I have answered your question satisfactorily, 
but that is the real situation. 

Our reasons for advocating this proposal include the following: 

The proposal is applicable to the operation of each company and 
is simple to understand and easy to apply. 

It eliminates industry-wide averaging and other so-called global 
treatment. 

Each company will apply it to its own operations and its tax will 
no longer be affected by the policy reserve interest changes of other 
companies or by the investment policies of its competitors. 

Each company will be in a position to estimate its tax liability 
in advance and to adjust its operations thereto. 

4. It will produce slightly more revenue in 1951 than is provided 
for in H. R. 4473. In my opinion, the amount will increase auto 
matically and steadily through the years as the business of life 
insurance develops under sound conditions. 

5. It never can produce the unfortunate situation developed by th: 
old law in 1947 and 1948, when no tax resulted. 

Our proposal is not a perfect one. But it is a practicable one and a 
workable one and is the first such to be developed in recent yea 
upon which the life insurance business agrees almost with wpenemaity 

Stop-gap, makeshift legislation applied to permanent problem 
generally is bad legislation. This truth is particularly applicable 
the business of life insurance. Life insurance is a long-time enterpris« 
The management of life insurance companies must plan not in terms 
of years but of generations. It must continually look as far into th 
future as it is possible to see clearly, and to provide for such contin- 
gencies as it can find in its long vision. It should have as definit: 
knowledge of foreseeable factors as is possible, and taxation is one of 
those foreseeable factors which can be provided for permanently 01 
at least for the foreseeable future. 

Senator Mitirkin. Theoretically, could it be argued—I think 
has been argued theoretically—so far as mutual companies are con 
cerned, there is no taxable income. There might be a capital gains 
question or capital loss questions, but there is really no income tax 
as such, under a proper conception of capital gains and losses, as 
contrasted with regular income. 

I mean, is the theory correct that in a mutual company the compan) 
is simply, in real effect, holding the capital of the policyholder? 
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Is that theory correct? 

Mr. Luoyp. Yes; that is an exactly correct theory. I do believe 
that a mutual company which has income from investments net and 
above the interest income required to meet its reserve requirements 
should pay a tax on that net investment income. 

Senator MILLIKIN. Yes, sir. 

Mr. Luoyp. But that income differs from any other receipts the 
company has. 

The policyholder in a mutual life insurance company puts up the 

capital w ith which the cémpany operates when he makes his premium 
de posit. 

Senator Miiuixin. Well, I do not think that there is any chance 
of putting the insurance business on a capital gains and loss basis. 

But just 

Mr. Luoyp. For a long-time business that would be very difficult. 

Senator Miuuik1n. Yes; it would be very difficult and the matte: 
of getting taxes is very prac ticable, and so I assume you continue to 
believe that some part of the income of some companies will be taxe: 
as income. 

But I was just wondering as a matter of theoretical interest whether 
an argument could be made that there should not be an income-tax 
problem in a purely mutual company, simply on the theory that the 
policyholders 

Mr. Luoyp. If you carry that theory clear out to its ultimate con- 
clusion, the policyholder owning everything, including any increment 
on the investments on what he put in it, how it developed, that theory 
might go on to that point. 

Senator MiLuikin. Well, | would not carry it to that point. 

Mr. Lioyp. | would not, either. 

Senator MILLIKIN. But it is just to experiment with the pure | 
of the situation. 

Mr. Luoyp. | think something might be said at this junct 
you mentioned a mutual company, and the witnesses who preced 
me, Mr. Schmuck in particular, mentioned the two different kinds of 
companies, and since we are a stock company in the process of mu- 
tualization, and no longer a stock company and not strictly a mutual, 
[am a perfectly impartial witness on that subject. 

But I do think the committee should have this in — that stoc! 
companies write mutual-type insurance, too. In that mstance the 
policyholder makes the same kind of a premium de ea he makes in 
a mutual company, so that it is not quite so easy to just say that the 
life insurance companies are all either sheep or goats. 

The kind of business that is on the books and the policyholder’ 
rights in that business make it a little difficult to just say that wi 
call one kind one kind, and one another. 

Senator Mriuikin. I understand. 

Mr. Luoyp. I was talking about the long-term aspect of life 
ance and the need for a long-term law. 

That being true, we believe it should be so provided. 

\We urge you to put an end to the uncertainties of tempora 
legislation. Four years is too long for the unknown to be the normal 
in as important a matter as taxes. 

It is just as easy to write a permanent law as it is to enact a stop- 
grap measure. If a mistake is made, Congress can rectify it as simply 
if it is permanent as it can if it is stopgap. 
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It has been Suggested that further congressional studies should be 
made. We will be glad to cooperate with anyone ma king such a study 
If these efforts produce a better solution than our proposal we wl] 
embrace it: but whether we do so or not, Congress can adopt it. 

May we Suggest, however, that since 4 years of studies have not 
produced any other acceptable solution, it is but practicable to enact, 
without temporary status, our Proposal and, if further studies develop 
a better plan, adopt it then. 

Meantime, life insurance companies will not be left tow 
wilderness of stopgap. 

In the interest of good business and good government. we urge you 
to enact permanent legislation now. 

[ should like to direct the attention of the committe 
sion that credit on the tax be given to 
difficulties in earning sufficient interest from i 
policy-reserve-interest requirements. 

The last figures ] had, and they are quite current within a year. 
are that there are 87 such companies, out of the 200-and-some Which 
we checked and, in the comment I shall make upon this phase of oyp 
tax proposal, I speak not only for myself but for a large number of 
companies both within and without that group. The two Nation-wide 
organizations of companies approve the principle underlying the 
Suggestion which I shall make. That principle is an essential part 
of their proposal. 

It seems to be in order here to discuss for a moment the Situation 
in which these 87 companies find themselves. They are fine com- 
panies, strong, safe, and well managed. No proper criticism can 0) 
has been made of their position and none is implied. The reasons 
which underlie the Situation whereby they are not currently earning 
from investments the interest to meet policy reserve requirements 
vary with the condition which prevails in each company, 

In each instance upon which I have information. the 
interest required to be earned and 
steadily and rapidly. Tho entire life-insurance business has suffered 
from low interest yield. A year or two age the list of companies not 
earning policy-reserve-interest requirements would have been much 
larger than it is today. 

If current trends In investment Yield continue, in another year 
there will be a sharp decline in the number of companies encountering 
difficulty with interest earnings and the list will, in the near future, 
pass out of existence, 


Senator MinurKr. Has that come about 
rates? 
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through rising interest 


Mr. Luoyp. Through rising interest rates, 

Senator Minuiki. Tes that substantia] 
felt at this time? 

Mr. Luoyn. It is quite substantial. 
throughout the entire business. 

Senator Miniixi. Ip the type of investment that 
panies are permitted to go into? 

Mr. Luoyp. That is right. Mortgage anc 
going up. It is quite substantial. 
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Mr. Luoyp. Well, I am not an investment authority, although I 
have some responsibilities in the investments made by our compaauy. 

The rate on bonds has gone up 30 to 40 basis points, if my memory 
is correct. 

We only buy the very top type of securities. 

The interest on ordinary dwelling mortgages has gone up from 
either 4 to 4% in what we would call AAA type, and from 4% to 5 in 
the ordinary run-of-mine mortgage, and when vou apply that much 
spread over the assets of a great corporation which is tryvimg to earn 
money on it for the benefit of its policvholders, you get a considerable 
increment, 

Senator Mituikryx, Are good investments of the two types 
mentioned available, readily available, to insurance companies? 

Mr. Luoyp. Yes, sir. 

Senator Byrp. On farm mortgages you said 4 to 4% percent? 

Mr. Luoyp. | said the type of property on which the rate was set 
isnow 44%. The type of property on which it was 41 is now 5. 

Senator Byrp. Are those farm mortgages or land mortgag 
buildings? 

Mr. LLoy D. | am. not too familiar with the farm Mmortgace problem 
now atall. There was a time when I was, because we had $150,000,000 
of them, but Iam not any more. We have not been in that market 
for some time. I could not answer that question. 

Senator Byrp. What is vour average rate from the Governments 
do you know? 

Mir. Luoyp. I do not believe I can answer that. I do not have that 
accurately and I would not want to guess at it, Senator. 

Senator Mituikix. You have a mixture, I suppose, of short-terms 
and long-terms? 

Mr. Luoyp. Oh, yes. 

Senator Byrp. You have got 2's, I suppose? 

Mr. Luoyp. I would not want to guess about it. 

Senator Minurkin. Is there an average in the insurance business on 
Government securities in portfolios, does anvone know? Just 
roughly? 

Mr. Bruce SHEPHERD (general manager, Life Insurance Association 
of America). It is somewhere around 2.40, J CUeSS, but most of the 
money is in the longer-term Governments. 

Senator Miniurkin. Thank you. 

Senator Byrp. Go ahead. 

Mr. Luoyp. The writing of new business on current interest assump- 
tions should, barring unforeseen contingencies, ultimately eliminate 
the problem. 

[t is important that these companies have the proposed tax credit 
for the impact of the full tax without this credit upon them will mate- 
rially hamper the proper development of contingency reserves and 
needed surplus and the strengthening of policy reserves either directly 
or through the setting aside of funds for that purpose. 

Taxes, by being too burdensome, can defeat the very purpose of 
taxation itself, if by their drain upon investable funds they prevent 
the normally expected increase of earnings. Our credit proposal will 
climinatejthat danger. 
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The problem is a temporary one and, when the companies no longe: 
encounter difficulties in earning their policy requirements, they shoul 
and gladly will pay the full tax provided for in the plan. 

Senator Miiurkrin. It follows logically, does it not, from your 
suggestion that these companies that are in difficulty, due to the rising 
rate of interest, will get out of their trouble within a relatively short 
period of time. That being true, there will be no substantial loss of 
revenue insofar as those companies are concerned? 

Mr. Luoyp. That is right. 

Senator Mruuikrn. Yes. 

Mr. Luoyp. Our recommendation is that the credit given by 50 
percent of the tax, and that this be allowed where interest require- 
ments are not earned from investments, with the reduction graduated 
downward until 105 percent of the interest requirement is earned. 
The graduating provision is necessary to provide stability and give 
opportunity for steady development. 

We suggest, in the interest of simplicity, that the burden of asking 
for this credit and of proving a right to it be placed upon the companies 
Such a plan of administration will relieve the Bureau of Internal 
Revenue of this chore. 

While there are 87 companies which probably will receive the credit 
this year, the amount of tax revenue involved is quite small. This is 
true because most of the 87 companies are small. The 50-percent 
reserve interest credit proposal will only reduce the tax revenue from 
the 6%-percent plan by $2,500,000 in 1951. 

In our judgment, the 50-percent credit we advocate is particularly 
necessary for small companies, for one of the many evils of the stopgap 
plan is that the tax will bear so heavily upon them as to retard and 
perhaps even prevent their growth. We believe these companies 
should grow and prosper, and we plead with you not to strangle them 
in their cribs with the stopgap tax plan. 

The estimate of tax from life-insurance companies to be produced 
by H. R. 4473 is approximately $123,700,000 on 1951 business. 

Our proposal, which includes the 50-percent reserve interest credit 
will produce approximately $125,000,000 in revenue for the same 
period, more than $1,000,000 in excess of what the stopgap will 
develop. 

To sum up, we believe that the stopgap proposal of H. R. 4473 
contains uncontrollable and inherent features which bear upon life 
insurance in such a manner as to be confiscatory of the interest of 
policyholders. We urge you to end stopgap. 

The 6%-percent flat ‘tax, with reserve interest credit, is a workable, 
practicable, acceptable solution to what has long been a most trouble- 
some problem for some 600 companies and more than 80 million 
policyholders. We urge you to adopt it. 

Thank you very much. 

Senator Brrp. Thank you very much, Mr. Lloyd. 

Mr. Luoyp. Thank you, sir. 

Senator Byrp. The acting chairman must go to the floor because 
of some legislation he is interested in and which is now coming up, 
and I will ask Senator Millikin to hear the two other witnesses. 

Senator Mriiirkin. Mr. Woods, would you mind identifying your- 
self to the reporter? 
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ger STATEMENT OF CECIL WOODS, PRESIDENT, VOLUNTEER STATE 


uld | LIFE INSURANCE CO. 

our Mr. Woops. I am Cecil Woods, president of the Volunteer State 
ing Life Insurance Co. of Chattanooga, Tenn. 

ort Senator Mriuirk1n. Make yourself comfortable, Mr. Woods. 

of Mr. Woops. Mr. Chairman, with respect to the statement of the 


former Senator from Illinois in regard to the size of his company, 
I want to say at the outset that in a company my size, we feel that his 
company, the Acacia Mutual, is a very large company. 

We are not anywhere near ready for many years to talk in terms of 
a billion dollars, and I believe I more nearly represent the cross section 
of the smaller companies than anyone that will probably appear 
before the committee today. With that statement, I would like to 
open my remarks. 

I am Cecil Woods, of Chattanooga, Tenn., president of the Volun- 
teer State Life Insurance Co., a stock life insurance company organized 
in 1903 under the laws of Tennessee. The Volunteer State does busi- 
in 11 States and has 182 million dollars of insurance in force and has 
47 million dollars in assets. In its relation to the largest companies, 
my company may be classed as a small one. Nume grea there are 
many times more of the small companies such as the Volunteer State 
than there are of the large ¢ ompanies. Although I am currently 
president of the American Life Convention, I am appearing as presi- 
dent of the Volunteer State. 

I appear in opposition to section 311 of H. R. 4473, the proposed 
Revenue Act of 1951, which would extend for the year 1951 the 
so-called stop-gap formula for the taxation of life insurance companies. 
In lieu of the extension of that provision, I strongly support the 
formula providing for a 6):-percent tax on the net investment income 
of life insurance companies with appropriate adjustments (1) to 
reflect the $25,000 surtax exemption applicable to corporations 
generally and ( 2) to grant a measure of relief to those companies 
encountering iif ulty in earning the interest required on their policy 
reserves. 1 shall discuss the adjustments in some detail at a sub- 
sequent point in this statement. 

The Treasury, the staff of the Joint Committee on Internal Revenue 
Taxation, the Ways and Means Committee, and the members of this 
committee last year regarded the 1950 stop-gap provision only as a 
temporary expedient, an expedient considered necessary, because the 

various parties who were interested in this subject had been unable to 
reach a solution which could be regarded by all of them as entirely 
satisfactory. 

When the 1942 tax formula brought about a no-tax situation in 
1947, there developed a conviction on the part of the lief insurance 
business generally that it should resume its proper position among 
the country’s taxpayers and, notwithstanding the social purposes 
served by the life insurance business, it should contribute its fair share 
to the cost of the Government. Such differences of opinion as have 
developed among companies and between companies and govern- 
mental agencies have not been on the question as to whether life 
insurance companies should or should not pay taxes but rather as to 
the method of taxation. Iam frank to say that there is probably more 
unity of feeling, with respect to this tax problem and the tax formula 
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now proposed, among the life insurance companies of the United 
States than one could expect to find in any business where taxation is 
the issue, and the amounts of money involved are very substantial 
indeed. 

As an executive of one of the 229 companies for which Mr. Adams 
has appeared today, I am well aware of the enormous amount of study 
that has been given to this problem by his committee. The consolida- 
tion of opinion behind this proposal could not have come without 2 
great deal of discussion. Many meetings of committees and organiza- 
tions have been involved. Company executives in large numbers 
have participated in these meetings. As a result of these, I can say 
to you today that with the exception of a very few companies, th: 
proposal made by Mr. Adams meets with the overwhelming support 
of the life insurance companies throughout the United States as a 
simple, practical, and sensible method of taxation of the life insurance 
business. The level of taxation proposed is as high as can be imposed 
on the business without serious damage to it. It is the most equitable 
plan that has been suggested in the distribution of the taxes panes 
the several companies. In my opinion the adoption of this plan for 
the taxation of life insurance companies is a constructive step which 
will receive the support of the business generally. 

I mentioned two features of the 6's-percent proposal which T wish 
to discuss in somewhat greater detail. These features are an essential 
part of the proposal. This inclusion assures the support for the plan 
of a large number of small life insurance companies. 

One of these features is the incorporation of a surtax income credit 
comparable to the $25,000 credit applicable to corporations generally. 
Provision is made in the proposed Revenue Act of 1951, as passe “ by 
the House, for corporations subject to regular corporation income tax 
rates to pay normal taxes at the rate of 30 percent on their normal tax 
net incomes and surtaxes at the rate of 22 percent on their surtax net 
incomes. In calculating the surtax net incomes, a deduction of 
$25,000 is allowed. Except for certain minor items not important 
here, such corporations would be made subject to a tax of 30 percent 
on the first $25,000 of net income and 52 percent on the remainder 
In the case of life insurance companies this adjustment could be made 
by imposing a tax of 3% percent upon the first $200,000 of net invest- 
ment income and 6}; percent on any investment income in excess of 
that amount. 

The other feature of the 6':-percent proposal is the provision which 
would grant tax credit to companies having difficulty in earning 
interest in an amount sufficient to cover their policy-reserve-interes' 
requirements. This is a very serious matter to any life insurance 
company; yet it is a condition which prevails in the case of a number 
of well-managed companies. 

As has been explained in other testimony before this committee, 
premiums upon life-insurance policies are calculated on the assumption 
that interest will be earned upon reserves at a definite rate. To make 
good on its policies, the company must earn interest at the rate so 
assumed on its investment of the policy reserve during the life of the 
policy. Otherwise, its ability to meet its obligations may be seriousl\ 
impaired. A tax on investment income at a substantial rate, without 
some recognition of this situation, could be an intolerable imposition 
on companies in such a position. 
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The relief proposed is a substantial reduction in the amount of tax 
of any company which has difficulty in earning net investment income 
in excess of its reserve interest requirements. The reduction would 
reflect the extent of the difficulty. No reduc tion would be available 
to any company whose net investment income exceeded its reserve 
interest requirements by more than 5 percent. It is calculated that 
such adjustme nt might result in reduci ing the aggregate amount of tax 
otherwise collected only by 1 or 2 percent for the year 1951. After 
1951 it is anticipated that the reduc tion would be much less. 

There is one further point relative to the taxation of life insurance 
companies to which I would address myself. It is not involved in the 
pending bill nor in the 6%-percent proposal. It is involved in an 
alternative proposal previously made to the Ways and Means Com- 
mittee of the House and again made to you today. It is the suggestion 
that it would be appropriate to apply different tax formulas to stoc! 
and mutual life insurance companies. 

There is probably no phase of the tax problem on which there is 
more solidarity of opinion among the companies than on the continu- 
ance of the principle of identity of treatment. Only one company 
has ever suggested that a distinction be made ‘in the tax treatment of 
these two types of companies. I feel quite safe in saying that all 
other companies, stock and mutual, large and small, North, South, 
East, or West, are firm in their conviction that the adoption of such 
a proposal would be a serious mistake. 

The life insurance business is regarded by the public generally as 
a big business. In terms of aggregates it is large. It is large because 
the American people have entrusted large amounts of their savings 


to us. Probably 80 percent of the insurance in force in the United 


States is on the mutual or participating plan. The remainder 
the nonparticipating or guaranteed premium plan. 

While there are differences in corporate organization and certain 
legal differences as to the relationship of the parties involved in the 
business of the two classes of companies, they operate side by side it 


is on 


L) 


intense competition, but in a legal and economic climate that has 
favored neither one over the other. This is a healthy situation which 
which our company and the business as a whole wish to preserve. 

Mutual companies charge relatively high premiums and return 
unused margins to policyholders. Stock companies charge lower 
premiums, depending upon their forecasts of future experience to be 
realized sufficiently closely to permit them to meet their obligations. 
Cost of the policy in a mutual company, therefore, is the result of 
actual experience while the cost of a policy in a stock company is the 
result of anticipated experience. For all practical purposes, the com- 
panies operate side by side with a reflection of actual experience on 
the one hand and anticipated experience on the other. Historically, 
stock companies have been relatively accurate in their estimates of 
future experience and have thus been able to maintain an effective 
competitive position with mutual companies. 

We think that the continuance of this balance is sound and in the 
interest of the American public. It gives free choice to any individual 
as to the particular type of organization he may prefer without his 
choice being affected by artific ial influences resulting from preferences 
expressed in terms of ‘discriminatory taxation. Except for the sug- 
gestion to which I refer, there has heretofore been no threat of tax 

86141—51—pt. 2——_52 
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imposition at either the State or Federal level which would place 
either of the two classes at a disadvantage. 

As has been pointed out from time to time, preponderantly the large 
companies are mutual companies and preponderantly the small com- 
panies are stock companies. Practically all the companies organized 
in the last 30 or 40 years, and they have been many, are stock compan- 
ies. These smal] stock companies are the lifeblood in the stream of 
life insurance organization at the present time. I think most of you 
will agree that it is good for the economy of the United States that 
we shall have new life insurance companies organized from time to 
time. You will probably agree that nothing should be done which 
would discourage the organization of new companies or which would 
stifle them at their very beginnings. 

A competitive disadvantage taxwise to these companies would result 
in discouraging the formation of new companies, it would encourage 
the mutualization of existing stock companies, and would be a serious 
deterrent to the growth of small companies generally. It could sound 
the death knell of stock life insurance and lead to the concentration 
of the business in the hands of mutual companies. 

While the larger part of the outstanding insurance is mutual, the 
number of stock companies exceeds by far the number of mutual com- 
panies. New companies have entered the life insurance field in sub- 
stantial numbers during the last 50 vears. They have found a field 
of fair competition. It ‘has been accorded them by State governments 
and by the Federal Government. I do not believe that large mutual 
companies would favor a competitive advantage resulting from a tax 
law which would discriminate in their favor. On the other hand, the 
small stock companies are not seeking subsidy. They do, however, 
seck that they not be placed at a competitive disadvantage as against 
the large mutuals. In whatever tax formula that is devised, they ask 
that it be such that it will involve no competitive disadvantage to 
them. 

In conclusion, I strongly oppose the extension of the 1950 stop-gap 
formula. I strongly support the continuance of the long-established 
principle of a nondiscriminatory tax upon stock and mutual companies 
alike. I also urge the adoption of the 6%-percent proposal. 

Senator Miiurkrix. Thank you very much, Mr. Woods. 

Mr. Woops. Thank you. 

Senator Mriurkin. Mr. Linton? 

It is a pleasure again to see you, Mr. Linton. Will you identify 
yourself, please? 


STATEMENT OF M. ALBERT LINTON, PRESIDENT, PROVIDENT 
MUTUAL LIFE INSURANCE CO. OF PHILADELPHIA 


Mr. Linton. Thank you, sir. 

My name is M. Albert Linton, and I am appearing as president of 
the Provident Mutual Life Insurance Co. of Philadelphia. 

This year I am also president of the Life Insurance Association of 
America, and I very much appreciate your permission to testify on 
H. R. 4473. 

My purpose in testifying is to give the reasons why we support the 
proposal to levy a flat tax on the investment income of a life insurance 
company, using illustrations based on our company’s operations. 
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The Provident Mutual favors the proposal to determine its tax by 
applying a flat rate to its investment income as compared with the 
old plan which is continued in H. R. 4473. The use of the flat rate 
would do away with the industry-wide averaging process of the old 
plan, and our tax would no longer be affected by the reserve changes 
or investment results of other companies. I might say that what the 
large companies do in that regard does have a very large effect upon 
the smaller companies, especially. 

It is perhaps unnecessary to emphasize here the unusual nature of 
the life insurance business which differentiates it from other lines of 
business. The receipts of a life insurance company consist chiefly 
of capital contributions from its policyholders. They carry with them 
liabilities that leave very little unencumbered margin. First of all, 
come the payments that must be made under policy contracts, such 
as death claims, matured endowments, surrendered policies, and 
euaranteed incomes to policyholders and beneficiaries whose funds 
have been left with the company. Second come the expenses of man- 
agement. Finally, there are the reserves that must-be set aside to 
assure beyond perad venture the payment of future claims as they 
fall due—many of them a generation or more hence. 

It is this provision for future claims that presents unique problems. 
State laws prescribed the minimum provision that must be made to 
meet these liabilities. However, when conditions call for it, companies 
should take advantage of the provisions of the laws which enable them 
to add to their reserves beyond the minimum the laws require. 

From the point of view of the policyholder, nothing is more im- 
portant than the ultimate safety of his company and the assurance 
that his family and he will receive the protection of the promised 
benefits as they fall due. Many of us in this room, in common with 
tens of millions of others, want to be assured that our life insurance 
policies are sound and will be paid without fail when due. 

A basic reason why a law taxing a company’s individual so-called 
free or excess interest income, such as has been proposed by Mr. 
Schmuck, for example, would be dangerously unsound, is that it offers 
a tax concession to companies which fail to make adequate provision 
in reserves to safeguard their promises to policyholders. Making 
such provision has been exceedingly important in recent years as 
interest rates have declined drastically and make it necessary to make 
substantial additions to reserves, much in excess of statutory re- 
quirements. 

This may be illustrated by the experience of the Provident Mutual. 
Prior to 1935 our policies provided for the earning of 3% percent 
interest on all reserves and gave policyholders the right to elect income 
settlements when the policies were terminated by death or maturity, 
also involving a guarant y of 3% percent interest. As interest rates 
declined below 3 » pere ent it became essential to use a greater propor- 
tion of the premium income from these policies to increase reserves so 
that the contracts would be carried out should the interest earned in 
the future remain below 3% percent—as indeed it has for several vears. 
As a consequence, about $15 million have been added to the reserves 
on our old 3%-percent business simply to offset the probable interest 
deficiency. Had the excess interest resulting from this reserve 
strengthening been taxable as such, as it would have been under any 
individual company excess-interest plan, it is clear that there would 
have been a strong incentive not to strengthen reserves. 
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Now Mr. Schmuck said that he felt that any company which had 
the funds would not hesitate to strengthen its reserves. That change 
of $15 million in the strengthening of our reserves under the excess 
interest theory of taxation ‘would mean an extra tax to our company 
every year of at least $600,000 a year. 

It is very clear that we would have thought many times before wi 
increased our reserves by $15,000,000 voluntarily and thereby in- 
creased our tax $600,000 a year. 

We would have been tempted, of course, to have paid that out in 
increased dividends and to have reduced the security behind our 
contracts, and we ought not to have that kind of a tax incentive to do 
the wrong thing. 

After discontinuing in 1935 the issuance of new policies on a 3 
percent basis, the Provident Mutual adopted new forms of policies 
calling for the earning of lower rates of interest. Our present policies 
call for a 24% percent rate. These policies under present conditions 
show excess interest earnings. It is clear again that if our excess 
interest, as such, had been taxable there would have been a strong 
incentive to adopt rates of premiums calling for the earning of 
higher rate of interest, say 3 percent. This would have meant 
adopting premiums with very small interest margins. In this way 
the taxation of excess interest as such would have provided an incentive 
to take a chance with the safety of our contracts. 

It is considerations such as these which lead us to support the flat 
tax on investment income as against taxes on a company’s so-called 
excess or free interest income. 

Now, in saying this I include the modification for small companies 
and for companies not earning their required interest, which has been 
outlined to you already. 

Senator Mruiirkin. Can you give me any good reason why a 
company that is not earning the type of interest which you describe 
should pay any taxes? 

Mr. Linron. Well, theoretically, I suppose, they should pay no tax 
Psychologically, in the eyes of the public, it would be a very difficult 
situation because in all probability a mutual soeeey woul | be paying 
dividends to its policyholders, and people would say, “Well, if they 
are able to pay any dividends to policyholders, they aechalde should 
pay some income tax.” 

Now, theoretically they probably should not pay any. I think 
it is the psvchological situation that the companies would find them- 
selves in if they paid no income tax that really makes them feel they 
should try to find the funds to pay some, even though they have not 
got the interest margin. 

Senator Mriiikin. It appears to me that outside of this special 
field where we have got to be especially careful not to disturb the 
integrity of what the policyholder has, abe of the insurance field, 
you do not pay any taxes on profits unless you have them. 

Mr. Linron. Well, that would lead to no tax on some companies. 

Senator Miturkin. People comment sometimes on the fact that 
& man who is supposed to have a very large income does not pay any 
tax, but sometimes he cannot pay the tax because he has losses to 
offset the income. 

Mr. Linton. Yes, sir. 





REVENUE ACT OF 1951 1145 


Senator Miturxrn. And for psychological reasons, should we put a 
tax in other fields on people who are not making profits? 

Mr. Linton. Well, perhaps some of the companies that are not 
earning their interest rates should in the past have strengthened their 
reserves and they did not. 

Now, then, it would put a premium on their not doing that, in a 
way—it is a complicated situation. 

Senator MiLurkin. Yes, I admit that. I am just probing around to 
try to satisfy several things that are in my mind. 

“Mr. Linvon. Yes. 

Senator Miuurkin. And, as I said before, I have no fixed notions 
on this thing. If we had some higher wisdom operating in our individ- 
ual affairs, and were proper incentives applied, it might be possible 
for many people that do not pay income taxes to be paying them. 
But we do not apply the tax on that theory. 

We apply the tax when there is a profit. 

Mr. Linton. | think it is mainly the psychological 

Senator MILLIKIN. Is it not true that in the insurance field, where 
we must be especially careful not to injure the policyholder, is there 
not a double reason for not taxing a profit which does not exist? 

Mr. Linron. Of course, to a certain extent whether or not there is 
an excess interest, if you go back over the history of the company, 
may depend on what the company has done with its funds. 

Senator Miuuikin. Yes; that is also true, Mr. Linton, in our 
private affairs. 

Mr. Linton. That is right. 

Senator Miuiikin. | could give you many reasons why certain 
people have not paid income taxes. We have lost that revenue be- 
cause they did not handle their affairs properly; but, at the same time, 
we do not tax them unless they make a profit. 

Mr. Linron. Well, we do not want to have an incentive for them 
to not strengthen their reserves. 

Senator Minurkin. No. [am just wondering how the principle of 
no profit, no tax could be incorporated with an incentive to get them 
out of that situation as rapidly as possible. 

Mr. Linron. Well, as was pointed out, approximately 87 companies 
would not earn their interest in 1951, but for two reasons; first, 
because interest rates seem to be going upward, and because the 
interest is going down as they issue new policies at lower rates of 
interest, it probably will be a short time relatively before most of 
those companies, perhaps all of them, in 2 or 3 years, will be earning 
all of their required interest. 

So it is a temporary situation there. 

Senator MILLIKIN. Suppose that we assume that interest rates will 
improve in the foreseeable future. Let us simply assume that. How 
would it be to exempt these companies, these 87 companies to which 
you refer, from any tax payments so long as they do not make what 
we term profits in this business, but put a time limit on that? 

Mr. Linron. That might be— 

Senator MixuurKin. Then, bring in the formula which has been 
proposed here. 

Mr. Linron. There might be some basis for that. 

Senator Miuikrn. That gives the incentive to get out of that 
situation. It gives temporary relief against a situation which they 
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probably cannot get out of immediately; it does not do any violence, 
as I see it, to the policyholders’ interests. 

Mr. Linton. Well, it would be very interesting to make a tax 
concession which even those companies had not had the temerity to 
come and ask for, but it is a very interesting theory. 

Senator MiuurKin. I am thinking out loud, and probably not think- 
ing very well on it. 

Mr. Linron. Well, there is a lot to be said for it. 

I think I got to this point in my statement where I said the flat tax 
does not provide an incentive to avoid doing what should be done fo: 
the protection of policyholders and in the public interest. Although 
this form of tax is not perfect, it is the best solution of the tax problem 
we have been able to find. 

As to the suggested 614-percent tax rate, my personal opinion is 
that it is on the high side. 

Now, at the height of the war in 1943, the tax of our company was 
3.26 percent of investment income. Here we would pay twice that 
rate, 644 percent, which seems like a pretty heavy tax to pay under 
peacetime conditions, twice the rate we paid at the height of World 
War II. 

Senator Mriirk1n. What we are really paying on now are two wars 
We are paying the costs of World War II, and now we are paying for 
world war II], and that means more revenue. 

Mr. Linron. All right. 


2] 


Two years ago the Treasury suggested 3 percent, and I want to 
compliment them on the simple principle which finally the industry 
came to see. 

We apparently looked for a very complicated plan and, as so often 
nape ns, we finally came around to a simple one, and the Treasury 


saw it 2 years ago, and we might have recognized it as an industry. 

For the Provident Mutual a tax at the 6 V4 percent rate means a cur- 
rent tax of about $1,300,000 a year. When this is added to the taxes 
(other than the real estate taxes) we pay to the States, we find that th: 
total is equivalent on the average to about five out of every hundred 
dollars of the net cost of our insurance to policyholders. 

Now, Mr. Adams used a figure for the industry of $3.50. In ou 
case we have a heavier tax because of the large funds that are left wit h 
us by our policyholders to provide income to their beneficiaries an 
also the large average reserve per thousand, so we pay a very so 
tax, relatively, under this plan, but we are willing to go along t 
provide harmony. I would prefer to have seen 54% rs ather than 6 
percent. A 61% percent tax would yield about $125 million from th: 
entire life insurance business. This would be in addition to ove! 

*$150 million paid to State and local governments. We believe this i 
a heavy tax to le y against policyhok lers on the money they ar 
setting aside for the future protection of their families and themselve 

Senator Miuiikin. May I ask, Mr. Linton, is the tendency to t 
life insurance in the States up or down? 

Mr. Linton. On estates? 

Senator Mriurkin. The States. You are speaking oi State vaxati! 

Mr. Linron. Oh, the State taxation. 

Senator Miuuirkin. Is there a tendency to run that up on insurance 
companies? 
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Mr. Linron. Well, there is very seldom that the legislatures of 
the States meet that there are not proposals to increase the tax rates. 

There are proposals continually in the various States to do that, 
I think almost without exception. Some get through but naturally 
we present the arguments, and we have been successful in many in- 
stances in keeping them from increasing. 

The average rate is in the neighborhood of 2 percent, but there is 
a tendency to up them. 

Senator Miturkrn. That is 2 percent on premiums? 

Mr. Linton. Yes, sir; on premiums, that is right. We urge you, 
therefore to replace the stop gap law with the proposed 6% percent 
flat tax. This is the limit beyond which life insurance should not 
be asked to go. 

Senator Miiirkin. Can you tell us, Mr. Linton, whe at the present 
Treasury attitude is toward the proposal we have here‘ 

Mr. Linton. Well, as I gather, the Treasury attitude is that they 
think, perhaps, they can find a better solution to the problem, and 
they would like to have the stop gap continued and continue study of 
it with the idea of a permanent solution, say, a year hence. 

Well, we think this simple plan is the one that should be adopted. 
Then if somebody comes up with a better plan, O. K. 

The disadvantages of the stop gap have been pointed out by pre- 
sons who have preceded me, in every case, and we think it should be 
gotten rid of, and we should adopt this simple plan which people can 
understand. It is a good deal fairer to the small companies than the 
stop-gap, and it is the type of thing which we think should be adopted, 
and then if it is possible to find a better plan in this complicated situa- 
tion, then it can be done. 

Senator Mruuikin. I think there is considerable delusion in the 
notion of permanent legislation. This world and the economy of this 
world are changing and do ch: ange so rapidly, that there is no wisdom 
in the world that can make sound permanent legislation on anything. 

Mr. Linton. Put it this way, we will not announce the fact that 
it is temporary. 

Senator Miturkin. That is right. 

The end point is to have the best legislation that we can evolve. to 
fit the circumstances we can foresee. 

Mr. Linton. Right. 

Senator Miturkin. And we cannot see very far ahead. 

Thank you, Mr. Linton. It is good to see you again. 

Mr. Linton. Thank you. 

The CHarrmMan. I submit for the record two memoranda submitted 
by Milo J. Warner dealing with the taxation of life insurance companies 
about which we have received oral testimony today. 

Dore, Lewis & WARNER, 
Toledo, Ohio, July 16, 1951. 
Re taxing formula for life insurance companies under the 1951 revenue act. 
Hon. Watter F. Grorce, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR GEORGE: On Tuesday, Julv 17, 1951, the Senate Finar 
mittee will hear representatives of the life insurance industry on the ab 

The Prudential Life Insurance Co. of America, whom I represent and for whom 
[ have done quite a bit of work during the past few years on the Hill, is naturally 


quite interested in having enacted a sounder and more stable formula of taxation 
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of life insurance companies than that provided by the so-called stop-gap formula 
which the House bill would continue for another year. 

I have asked Mr. Louis R. Menagh, Jr., vice president and comptroller of the 
Prudential and also a member of the joint committee of the Life Insurance Asso- 
ciation of America and the American Life Convention on this subject, to give me a 
letter presenting his personal views on this important subject. 

Copy of Mr. Menagh’s letter to me of July 13, 1951, is enclosed herewith. As 
supplementing the testimony of the representatives of the life insurance industry 
who testify on Tuesday, July 17, I feel it should be quite helpful to the Senate 
Finance Committee. I respectfully submit it herewith for that purpose and trust 
that it will receive favorable consideration. 

Sincerely yours, 


Mito J. WARNER. 








THe PRUDENTIAL INSURANCE Co. OF AMERICA, 
Newark, N. J., July 13, 1951. 
Mr. Mito J. WARNER, 


Toledo 4, Ohio. 


Dear Mivo: In a mutual life insurance company the only income is the income 
from investments. So-called premiums are merely capital deposits made by the 
policvholders which are eventually returned to them or their beneficiaries. | 
think this point can be demonstfated most easily by imagining there were a 
company Which did not invest its premiums but merely kept them in a vault from 
which the payments were withdrawn when the policyholders died. In that case, 
it would be clear that nothing has happened except a redistribution of capital 
contributions. This concept that investment income is the only true income has 
been the basic concept in the Federal taxation laws from 1921 to the present 
To undersiand the present problem, I think it is necessary to go back to the 
original 1921 act which provided that the companies be taxed on the excess of 
their interest earnings over the interest required to maintain their reserves 
This interest required was, however, not the true interest required, but was 
obtained by a somewhat arbitrary formula which, while denying the companie 
many valid deductions, gave the companies an allowance which was greater 
than the true interest required, namely 4 percent. The Revenue Act of 1942 
reduced this ¢ 


would actual 


illowance for interest requirement but still left it in excess of what 
v be required and it was not until the so-called stopgap legislatio: 
that the industry was taxed on the basis of the actual interest required to maintain 
reserves, 

What has produced the difficulty in the discriminatory stopgap legislation is 
that, while still denving such valid deductions, it represents strictly the actua 
interest required. Consequently it imposes too heavy a discriminatory burden 01 
the life insurance industry, so heavy a burden that its continuance into the future 
would, in my opinion, endanger the financial solvency of many life insurance 
companies. The reason for this is that the stopgap legislation does not take int 
account in any way other deductions from income which are allowed all other 
types of corporations For example: 

1. We should receive full credit for tax-free interest and the 85 percent dividend 
credit 

2. We should receive a deduction for taxes paid to States and municipalities 

3. We should be allowed a deduction for maintenance of the accounts of pure 
indebtedness funds such as supplementary contracts and dividend deposits as 
should be recognized that the cost of maintaining the accounts of such borrowed 
funds must be met from the income arising from the investment of the funds. 

4. To the extent a group annuity trust meets the requirements of section 165 
interest earnings should be exempt entirely from tax. Bank trusts which qua 
under section 165 are entirely exempt from tax under section 511. 

5. All investment expenses and taxes should be allowed. 

If these discriminations which appear in the stopgap legislation were eliminated 
we would find that in a mutual life insurance company there is no taxable incom 
according to the concepts applied to corporations in general, with the result that 
if the life insurance industry is to pav a tax, and it has signified its willingness to 
so, such a tax must be on a somewhat arbitrary basis. The 6%-percent tax 01 
investment income is such a tax. 

This 6%-perecent tax can be rationalized in two ways: 

1. If the adjustments cited above were limited arbitrarily to 87 percent of the 
net investment income, a 50-percent tax rate would be the equivalent of a 6 


percent tax on investment income. 
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Under the tax law of 1942 to the present time, the Secretary of the Treasury 
yearly promulgates the so-called secretary’s ratio representing the relationship 
between the actual interest earnings and the interest required to maintain reserves 
aid this ratio applies to all insurance companies’ taxes during the subsequent year. 
This ratio fluctuates widely and it would seem more in the interest of all concerned 
were it to be stabilized at an arbitrary figure. On the basis of a 50-percent tax rate 
to produce the equivalent of a 6%-percent tax on investment income would require 
a statutory frozen requirement ratio of 87 percent. 

I think without exception all of the large eastern companies would dislike to 
have the law call for a flat tax of 6% percent on investment income. It was, how- 
ever, the thought of the committee that to attempt to put forth the law in a tech- 
nical form as of this late date and under the conditions prevailing at the present 
time in Washington would make our cause hopeless. Our thought was that 
although it would be presented in its initial stages as a flat 64-percent tax, when 
it came time to draw up the law, every effort would be made to tie it on the cor- 
porate tax rate by one of the devices I have mentioned. You will remember that 
at the time of the last Senate Finance Committee hearing the point was brought 
out that under the stopgap law, a company which was not earning its required 
interest would still have to pay the same rate of tax as a company with ample 
margins. In an effort to overcome this, it is our suggestion that a special deduc- 
tion be allowed for such companies. A company which does not have interest 
earnings sufficient to provide their interest required will have their income-tax 
payments reduced. This will help about 87 companies, most of them small, 
and will be exceptionally helpful to the Union Central. As most of these com- 
panies are small companies, the loss of revenue to the Government will be com- 
paratively minor. Our objections to the stopgap legislation beyond those already 
expressed above are: 

1. If any company changes the interest basis used in calculating its policy re- 
serves, the action affects the taxes of all companies. Similarly, any changes in 
investment practices of a company affect the taxes of all companies. This would 
not happen under the suggested plan. 

2. Life insurance is a long-range business and the stopgap basis 
so widely that companies find it difficult to plot their long range financial 

3. The basis of the tax is only partially a valid one and it seems 
its invalid features will be sufficiently important in the future to resul 
for payments from the companies far in excess of their ability to pay. 

4. It is important to the public that the life insurance companies continue the 
conservative practices which have characterized the institution. If, howeve 
the discriminatory stopgap law continues, there will be several temptations 
the part of comparies to relax the standards of their policy reserve requir 
in order to avoid substantial increases in taxes. 

A Federal income tax which calls for a payment which 

» percert of net investment income represents in itself a larg: 
viet rs. Taken in conjunction with State and municiy 
of real estate amounting to $150 million, it would mean that ry 
set aside by people to take care of their dependents, 5 cents would go to pay 
two types of taxes. This is a severe burden to put on th rift. [ have never h 
of any suggestion to levy taxes as severe as this on bank deposits and 
are many reasons why such a tax might be considered more applica 
deposits than life insurance deposits. In the case of banl 
deposited may be used for a great variety of purposes, but 
surance deposits, most of it is used to take care of people who ot] 
unable to support themselves and would become wards of the stat 

Sincerely yours, 


AT} 


Lot is R 
Vice Pre dent 


Hon. Water F. Greorcer, 
Chairman, Senate Finance Committee, 
Senate Office Ru lding, Washington, dD. ¢ 

Dear Senator Georce: It would seem that thi 
dividend provisions of the 1951 revenue bill as pass 
feasible or desirable in that there is serious question 
cost of administration and the cost to the taxpayers 
hardships which are bound to be placed upon many 
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it, including many charitable endowment funds, are justified by the speculative 
and questionable benefits. 

There is enclosed a memorandum setting forth some of the effects and impacts 
of such provisions upon life insurance companies. On July 11, 1951, the Senate 
Finance Committee heard some very able representatives of the life insuranc 
industry on this matter. The enclosure is mainly to supplement the statements 
of these witnesses. It was prepared by and under the supervision of the comp- 
troller of the Prudential Insurance Co. of America in conjunction with other 
department heads, including the legal department of that company. 

I feel that this memorandum should be helpful to the committee, and I am 
respectfully submitting it herewith for your careful, and I hope favorable 
consideration. 

Sincerely yours, 
Mito J. WARNER. 


MemMorANDUM Re Errect Upon Lire INsturRANCE CoMPANIES OF WITHHOLDING 
PROVISIONS IN 1951 REVENUE BILL As PASSED BY THE HovUsE 


1. Withholding of 20 percent on corpcrate interest and dividends received by a 
life-insurance company.—This is a most peculiar provision because the Revenue 
Act of 1950 contained an acceleration program for payment of corporate incom: 
tax. Under this program, by stages the payment dates would be advanced until! 
in 1954 and thereafter, the tax liability would be paid in two installments. [1 
the case of life-insurance companies, this feature would not only nullify the entire 
acceleration program but more than the tax obligation would be collected on the 
average more than 9 months ahead of the due date. 

This will result in a very substantial interest loss to policyholders and requiré 
rearrangement of investment commitments. 

Exempt corporations may recoup such withholding currently from their liability 
for payroll taxes, with any excess refundable quarterly. 

The obvious solution is to exclude corporation holders of such securities from 
the withholding provisions. 

For example, let us suppose that the income-tax liability for 1952 of an insurance 
company would be $20,000,000, and conservatively let’s say the withholding on 
corporate interest and dividends received in 1952 would be the same figure. 
Thus roughly the entire 1952 obligation would have been collected and turned 
over to the Treasury as of July 1, 1952. Actually the acceleration program in 
the 1950 Revenue Act provided for payments as follows: 


Due Mar. 15, 1953 (40 percent) _...........- ee ee ee ee _.. $8, 000, 000 
igne June 15, 1950 (40 neréent) ........-...-....-....- 8, 000, 000 
Due Sept. 15, 1953 (10 percent) _~_---- eae ae 2, 000, 000 
Due Dee. 15, 1953 (10 OD ORIIG esis cies ms os Se ee oC ee 000 


aera su bien edn ee: Goo 


As this liability was on the average liquidated as of July 1, 1952, the interest 
loss is as follows: 


a 


Rough 
proportion 
of year Interest 
collected loss to 
in advance policyholder 
First instaliment, $8,000,000 xX 34 = $6,000,000 X 3 percent iat ee $195, 00 
Second installment, $8,000,000 1 = $6.000.000 x 334 percenmt................. . 26 
Third installment, $2,000,000 x 1%4 = $2,500,000 X 3% percent_... --.- walled 81,2 
Fourth installment, $2,000,000 x 1% = $3,000,000 xX 344 percent- oe : 97 







633 
(We understand the Life Insurance Association of America feels wit hholdins 
would not be applicable to corporate mortgages; we are not so sure.) 

Subject to certain interpretations of the statute, for instance if corporal 
mortgages are subject to withholding, the withholding could exceed the ultimate 
liability. 

lt must be remembered in 1952, that in addition to the loss of 20 percent 
interest and dividends withheld at source, the Prudential will be currently liqui- 
dating its liability for 1951 tax under the 1950 acceleration program as follows 
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Percent 
Mar. 15, 1952 s ; : 35 
June 15, 1952 aire eee a 35 
Sept 15, 1952 ; 15 
Dec. 15, 1952 7 Tes sae 15 


We are confident that when the Senate Finance Committee becomes aware of 
the impact of this provision on the financial operations of selected financial 
corporations, including life companies, they will not permit the 1950 acceleration 
program to be nullified through the back door. 

Another unusual point is that the 20-percent withholding on the total dividends 
received by corporations, is inconsistent with the 85-percent exemption of such 
dividends from corporate taxes. 

Exempt corporations, including exempt savings institutions such as savings 
banks, can recoup such withholding tax from the payroll taxes. If such payroll 
taxes are not sufficient, a refund may be secured quarterly. Also as to regulated 
investment companies, such withholdings can be recouped from the 20-percent 
withholdings on dividends paid to shareholders. 

It is somewhat surprising that the commercial banks have not objected to this 
withholding as corporate bonds held by them would be involved. However, 
because of the proportion of their portfolio in governments and loans, as distinet 
from corporate securities in registered or coupon form, they may feel they are not 
seriously involved. 

They are, however, attacking the provision because of the additional work 
involved as the paying agent for such corporate interest. 

2. Withholding of 20 percent on interest credited to dividend deposits and on 
interest paid on policy proceeds.—Under ‘‘Dividends deposits’ there is a con- 
tractual requirement to compound interest at not less than a guaranteed rate. 
The effect of the 20 percent withholding is to abrogate the contract and require 
compounding at a 20 percent lower rate. For example, where the contract 
provided for compounding at 3.5 percent, the rate would in effect be changed to 
2.8 percent. 

Legality of this procedure will undoubtedly be questioned as it will abrogate 
this provision and in many cases disturb the insurance program as arranged for 
the policyholder. 

Many policyholders may insist on repaying the tax withholding to maintain 
their insurance program, which together with the withholding procedure could 
lead to untold administrative expense. 

The maximum amount of withholding tax would be about $700,000 for Pruden- 
tial. Under claim settlements, the same result would obtain. Insurance pro- 
graming of such payments would be disturbed, the contractual rate would be 
reduced 20 percent and the amount of tax raised would be nominal in light of 
the administrative expense involved and the wholesale wrecking of pl: 
insurance estates which to many beneficiaries represent bread in the bread | 
coal in the coal bin and, in the preponderance of cases, the barest of family 
comforts. Governments should tread carefully when seeking to diminish these 
funds of self-reliance. The effect of this withholding provision is to discourage 
the self-reliance practiced by the thrifty when they seek to provide for the bare 
necessities of life for their beneficiaries through life-insurance premiums. 

This withholding applicable to life-insurance companies is discriminatory and 
unsound and as such should be eliminated by the Senate Finance Committee. 


Senator Miiiikin. We will recess until 10 o'clock tomorrow 
morning. 

(Whereupon, at 12:3: 
on Wednesday, July 18, 1 


» Pp. M., the committee recessed to reconvene 
951, at 10 a. m.) 
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WEDNESDAY, JULY 18, 1951 


Unirep Srares SENATE, 
COMMITTEE ON FINANCE, 
Wash ington, D. €?. 
The committee met, pursuant to recess, at 10 a. m., in room 312, 
Senate Office Building, Senator Harry F. Byrd presiding. 
Present: Senators Byrd, Hoey, Frear, Millikin, Taft, Butler of 
Nebraska, Martin, Williams, and Flanders. 
Also present: Elizabeth B. Springer, chief clerk. Colin F. Stam, 
chief of staff, Jomt Committee on Internal Revenue Taxation. 
Senator Byrp (presiding). The acting chairman is informed by 
Senator Dirksen that there is present a delegation from the Bavarian 
Legislature, Germany. Mr. Getzer, I understand, is the chairman. 
So, we desire to welcome you gentlemen here to America, and we 
hope that your visit will be profitable, and that you will enjoy it. 
We will ask the delegation to stand so that they can be presented to 
us. [Applause.] 
The meeting will come to order. 


The first witness is Mr. Newsom. Take a seat, please, sir, and 
identify yourself. 


STATEMENT OF HERSCHEL D. NEWSOM, MASTER, THE NATIONAL 
GRANGE, ACCOMPANIED BY J. T. SANDERS, LEGISLATIVE 
REPRESENTATIVE, AND LLOYD C. HALVORSON 


Mr. Newson. I am Herschel D. Newsom, farmer from Indiana, 
and present in the capacity as master of the National Grange. 

Senator Byrp. Proceed. 

Mr. Newson. The National Grange believes that farmers of 
America are anxious to give their utmost in productive effort and to 
accept the full measure of their fair share of the bill to pay the cost 
of Government, including our mobilization effort to preserve freedom. 
American democracy is built upon acceptance of individual respon- 
sibility, and although our form of government and our type economy 
provides a maximum of freedom and opportunity, as well as material 
advancement, it likewise demands more of the individual than any 
other type government or economy. If we are to prove ourselves 
worthy of the inheritance of the American system, we must prove our 
willingness to accept that individual responsibility and to discipline 
ourselves. If we do not have that capacity, who is to prevent us 
from living beyond our means, robbing our children, and destroying 
ourselves through inflation? We must, insofar as is economically 
possible for us to do it, pay our way as we go. 
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There are two possible exceptions—the first is war. If total war 
comes, survival may be the only issue. Paying the bill may then 
necessarily be left in part to the future We should, however, will 
ingly make substantially increased personal effort both in the field 
of “produc tion and in the field of meeting our individual tax liability. 
When peace comes, however, or when opportunity presents itsel| 
we must set out immediately to retire the debt within a reasonab|, 
period. 

The second exception lies in self-liquidating projects which can wel! 
be undertaken in periods of depression. In such a period of time, wi 
should not confuse economy with sound investment. The present 
situation does not call for either of these exceptions, however. 

America’s role as the major champion of the cause of constitutional 
government and of the dignity and liberty of the individual is a com- 
plex one. We must therefore dedicate ourselves primarily to thi 
extension as well as the preservation of individual liberty and respon 
sibility. 

To that end, Grange members accept as a reality the necessity o! 
full mobilization of the Nation’s finances, as well as the partial mobili- 
zation of our material resources and manpower. We must utiliz: 
the high level of national income to strengthen our fiscal position and 
lessen or remove any apparent need for direct price controls, which 
are at best only partially effective for limited periods of time, rathe: 
than to permit that high level of national income to compete in th: 
market for an inadequate supply of consumer goods and _ there! 
create an inflation that might disrupt our economy. 

Unless we have the courage to adopt a pay-as-we-go program, the 
Nation’s mobilization effort will inevitably result in a substantial) 
higher national debt with the corresponding rise in the cost of living 
as a result of the added inflationary pressure arising from that debt 
no matter what measures are used to disguise this increase. The 
idea that we can all consume more goods and services at a time when 
a growing portion of our national production is being taken off thi 
market to fill mobilization requirements is false. There is no easy 
way to wage war against the Communist forces of the world dnd there 
is no easy way to combat inflation. It is our judgment that we shall 
have to take a reduction in our level of living as a result of the mobili- 
zation program. The people have not generally been told this but 
it is inescapably true. There is no way that we can shift the burden 
of this rearmament effort to another generation honorably or morally 

Senator Minturn. May I ask the witness a question, Mr. 
Chairman? 

Senator Byrp. Yes, sir. 

Senator Miniixin. The evidence here indicates that in fiscal yea: 
1953, which starts in less than a year from now—assuming the passage 
of the House bill or assuming the passage of any bill that will raise 
from 7 to 10 billion or 6 to 10 billion; pick your own figure—we will 
have a deficit of from 20 to 30 billion dollars. Can we cover that b) 
taxes? 

Mr. Newsom. I have grave doubts as to whether there is an\ 
possibility of covering that kind of item with taxes. I think I will 


answer that question a little more fully as we proceed a little furthe: 
in the testimony, sir. 
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What I am trying to say is that we have to take several of these 
things into account. I think that we should adopt as our major goal 
a determined policy of paying our way through this effort insofar as 
it is possible to do so, without imposing an individual tax liability 
that may prevent the individuals from consuming the prospective 
supply of consumer goods, on the one hand, or without imposing a 
tax liability on the business of the country, either through corporate 
or excess-profits rates, that will stifle incentive and hamper the very 
productive effort that we must have. 

We have tried to say that a little bit later on. I will be glad to 
answer the question in further detail now, but I think perhaps, if you 
will permit me to read another page of this, it will in part be answered; 
and, if it is not fully answered, we will be glad to try. 

Senator Mriiikin. Go ahead. 

Mr. Newsom. To attempt to shift the burden to a future genera- 
tion, as we did in our previous war effort, might well wreck our whole 
economy and rob that generation of the freedom that it is our duty 
to hand to them. The real cost of this effort in terms of fewer goods 
and services must be borne currently. 

On the basis of the figures presented to this committee about 
2 weeks ago by the Director of Mobilization and on the basis of the 
estimated tax revenues under existing provisions, we feel that the 
administration was justified in requesting an increase of $10 billion 
in Government revenue. We further feel that it was entirely sound 
to call for a major portion of that increase through increased personal 
income-tax liability. 

Greater reliance on individual tax liability, rather than on hidden 
taxes derived through the suppliers of goods and services, by taxing 
income in the hands of the individual at a highly graduated personal 
income-tax rate, can both increase the revenue of the Treasury and 
safeguard purchasing power where purchasing power is needed most. 
It is the individual’s responsibility to support the Government and 
not the responsibility of the Government to support or even subsidize 
the individual. 

Tax liability must be based upon “ability to pay” and “benefits 
received.”’ In tending to overemphasize “ability to pay,’’ we have 
come to almost actually ignore it. The placing of greater portions 
of the gross tax liability on corporate businesses of the Nation has 
actually been a method of passing that tax liability on, in the form of 
hidden taxes, to the ultimate consumer. The family of low-income 
and large needs pays the tax liability of utility corporations or other 
suppliers of necessities, out of all proportion to its ability to pay. 

By the same token, the family receiving high income and often 
with less food and fewer pairs of shoes to purchase is not taxed accord- 
ing to ability to pay in this method of raising governmental revenue. 

What I am trying to say, gentlemen, is that the family head with 
an income of, let us say, $2,000—and we have a lot of them in rural 
America with an income of less than that and perhaps a dozen children 
to buy shoes for, or at least let us say a dozen pairs of shoes to buy 
per year—is, in our judgment, paying the income-tax liability of the 
corporation that manufactures those pairs of shoes out of all propor- 
tion to his ability to pay it, compared with the high-income person 
who, perhaps, has no children to buy shoes for, and there is grave 
injustice in this heavy load of hidden taxes. 
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Senator MrILuikin. One aspect of what you are saying was developed 
—_ the other day. One of the witnesses—I think he picked the 
$2,500 income as his bracket with which to illustrate—said that the 
taxes of a family of the type that he was describing amounted to 
about $750 a year, and over $400 were concealed taxes. 

The concealed taxes passed down from the taxes that were on the 
middle- and upper-income brackets; so, if vou increase your taxes 
on the middle- or upper-income bracket, it means thai they are 
passed to the lower brackets where you have your most dynamic 
consumption. 

Mr. Newsom. That is right. 

Senator Mriuikin. How are you going to stop that? 

Mr. Newsom. I am not sure that we have the political courage 
if you please; that sounds like a harsh accusation, but I do not know 
of any other term—I do not think we have the political courage to 
assess the portion that I think we should assess of this cost of govern- 
ment against individuals on a highly graduated income rate. 

Senator Minurkin. But, assuming that you assess it, all tax costs 
are ultimately passed on, and they increase their burden the further 
down the scale they go. How are you going to stop that? 

Mr. Newsom. Well, in my opinion, the w ay to stop it is to make up 
our minds that it is the individual that must pay the bill in the final 
analysis. So, let us assess it against him in the first place rather than 
against the businesses and the corporations of the country, so that we 
will have a chance—assuming that we do have the courage to do it— 
so that we would have a chance to apportion that tax liability on the 
individual justly and fairly. 

Senator Minirkin. Put it on the individual, put it on the corpora- 
tion. The corporation is simply a conduit for the individual- 

Mr. Newsom. That is right. 

Senator MI.ikIN (continuing). Put it on the corporation; put it 
on the individual, if you will, but it is a cost of his business; it is a cost 
of a corporate business; it is a cost of individual business and, therefore, 
it is going to be passed on. To whom is it going to be passed? It is 
bound to be passed to the fellow who consumes the goods, to the fellow 
who rents, to the fellow who buys consumer goods. 

How are you going to keep that burden from being passed on to the 
bracket which is the least able to pay for it? 

Mr. Newsom. I am simply saying that, if you put it on the indi- 
vidual in the first place, the individual who is finally receiving either 
the wages or the div idends or the profits, his share of the profits out of 
a given business, assessed not on his business but on him as an indi- 
vidual, there is no place for it to be passed on. 

Senator Horny. Under the present law, as passed by the House, the 
individual is assessed up to a maximum of 94! percent. 

Mr. Newsom. Frankly, as we will say in a few seconds, we think 
the administration’s proposal for a horizontal four-point increase in 
individual income-tax liability had a great deal more justice and 
equity and was a great deal more realistic in the present high-income 
and inflationary situation than the House action was. 

Senator Hory. I was just wondering; you say put it on the indi- 
vidual directly. 

I was wondering if the taxes now do not go pretty heavily on the 
individual when under this bill it would reach up to 94% percent? 
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Mr. Newsom. We have a very small staff in our National Grange 
office. We have a couple of ge mntlemen with me here, in whom I have 
a lot of confidence, but there is a limit to how far they can go. We 
do not profess to have made a complete study as to tts this rate 
should be graduated to assess the load equitably, but I am saying to 
you now that I think, had we accepted the administration’s proposal 
to increase the individual-income rate by a horizontal four-point in- 
crease down the line, rather thanto juggle that one and increase each 
individual’s present liability by 12!; percent, which, in our opinion, 
creates further disparity than the administration proposal would have 
created—there is just a limit as to how much we can get out of the 
higher incomes, and by the same token I am trying to say that those 
of us in the lower-income brackets have a responsibility to support 
the Government, at Jeast im a time like this, that I think we are not 
sharing to our full measure. 

Senator Minuikin. Assuming that a $2,500 family—assume it—is 
paying $750 a year in taxes, does not that strike you as a pretty 
heavy burden for that kind of family which has to buy the shoes 
that you are talking about? 

Mr. Newsom. Yes, sir. But, by your own statement a moment 
ago, 50 percent or more—TI do not recall your figures, but 50 percent 
or more—of that tax load that that individual is carrying is in the 
form of hidden taxes. 

I am saying to you that if we have the courege to assess tax liability 
on him individually, and keep it off of the pairs of shoes he is buying, 
we will lower the cost of his consumer goods and services by taking 
the hidden tax out of them. 

Senator Mitirkin. How are you going to do that? That is what 
I am trying to get at. Let us make it very specific: How are you 
going to take the hidden tax out of a pair of shoes? The hidden tax 
out of a pair of shoes carries the taxes on the farmer who raises the 
livestock that provides the hide; it carries the hidden taxes and all 
other taxes on the fellow who raises the grain to put into the cattle; 
it carries over to and passes on from every processor—the profits end 
the mark-ups of every person who touches the hide until it becomes 
a pair of shoes, and afterward until it reaches the retail shelves. 

How are you going to take it out? 

Mr. Newsom. Perhaps, it would not be possible to take all of the 
hidden tax out, if you are assuming that that portion of hidden tax, 
us you call it 

Senator Mitirkin. As you call it. 

Mr. Newsom (continuing). Which goes into the production of the 
hide out on the farm and is a legitimate cost of production, if you call 
that a hidden tax—the hidden tax that I am talking about is this 
terrific and increasing corporation tax that we have been assessing 
against the company that is manufacturing the shoes. 

Senator Miuikin. Yes. 

Mr. Newsom. They, in turn, let us say, pay a million dollars in 
corporation taxes. There is just one place for them to get that—at 
least there is just one place that they are going to get it—and that 
is through tacking it onto the product of that corporation or the 
pair of shoes. 

Senator MiuurKkin. That is right. That also applies to all of the 
economic processes in that part of the economy that is sustained by 
individual effort, as distinguished from corporate effort. 

86141—51—pt. 2——53 
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Mr. Newsom. What I am trying to say to you is just this: From 
a theoretical pot of view—now, understand, under the presen} 
emergency, I do not think we can remove all of the corporation taxes 
We are not advocating that, as you will see in just a moment. Bu 
if we can keep our coal steadily before us, if our goal is as sound as | 
think it is, then we should move in the direction of relieving that sho 
corporation, since that is the one we are talking about for illustration 
here, of as great a portion of its corporation-income tax as we possih 
can. 

Now, it may be when we do that we will have to invoke some sort 
of high-level excess-profits tax with sound definition where the pro! 
becomes excess, to enforce a distribution of the earnings of that 
company back to the individuals who are stockholders or partners 
or owners of the company, so that it will become available to asses 
an individual tax liability. 

What I am saying is that if we take: the direct corporation tax o/| 
of that shoe company, then they immediately can take that amount 
out of the price of their pair of shoes or their profits are going to go 
up, one or the other, and we attack it from that end. 

Senator Miuurkin. Let us taxe a look at that. 

Mr. Newsom. All right. 

Senator MILirKkin. Let us assume you did that, thelatter. And 
then what does the individual damand? He demands higher wages, 
and he demands higher dividends, and how are you going to stop thi 
operation of those two forces? 

Mr. Newsom. Well, I said a moment ago that we have gone too 
far down this road of trying to fool the people into thinking that the) 
are not paying their cost of government. We have gone too far in 
trying to assess our tax liability on a political basis against the busi 
nesses which have no votes, if you please, and spare the individual, o1 
soften the effect on the individual, because we do not want to antag 
onize the voters, frankly. 

It has been going on for a long time in this country. There is 
nobody who is individually to blame. I am saying that it is time for 
us to look the situation over and chart our course. 

Senator Miturkin. What I am getting at is, all through this hear- 
ing I have been trying to get at, and touching the same subject you 
are touching, and that is to emphasize the hidden tax that affects 
the people in the lower income brackets, and measure it and see whiat 
its impact is, if anything can be added to it, see what, if anything 
that has been one of the purposes of this inquiry. We have been at 
it with witness after witness, but no one has yet come up with a ae 
whereby you can add it either to the middle or upper individual in 
come brackets or add it to the corporations without its being passe: 
down to the mass consumer. 

Mr. Newsom. I think we have such a plan. 

Senator Miuurkin. I would like to hear it. 

Mr. Newsom. But I ask you to recognize that in this time when 
we are talking about spending 78 billion dollars in 1953, and nearly 
that much in 1952, we probably will have to recognize that we can- 
not relieve tax liability any place, but I simply am trying to say in 
these next few words of ours here that if and when we come to a tim 
when we are getting substantially in the black, or if and when we 
come to a time when the tax liability of this country is a deterrent on 
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the productive capacity of this country, then I think is the time that 
we want to give earnest attention to ‘reliev ing the businesses of this 
country of that kind of tax liability that is passed on to the consumer 
and try diligently to assess the ‘liability on the individuals them- 
selves, ac cording to a fair and just formula. 

Senator Mruirkin. Well, you are really talking to the inequity of 
double taxation that is represented in the profits of a corporation. 

Mr. Newsom. I think so. 

Senator Miuurkin. That is what you are really talking about. 

Mr. Newsom. Yes, I think so. 

Senator Miiuikrin. And there is obviously a lot of room for debate 
on it, and I would not now take a debating stand againist it. You 
present a great practical problem when you have got an existing 
source of revenue that may have certain inequities in it, and there 
may be certain philosophic ‘al objections to it. It is very difficult te 
wipe it out and start all over again. 

‘The corporations would be tremendously pleased to be excused 
from all taxes to have those taxes passed on to the dividends of the 
stockholder. 

But the corporation executive who advocated taking it off of the 
corporation would be the first one in here to holler about putting it 
on his personal income taxes. 

Mr. Newsom. Lam aware of that fact. Frankly I feel that those of 
us in agriculture, being in the middle, so to speak, are, perhaps, 
in as good a place as anybody in the country to assume some measure 
of leadership in this direction because we can do it without perhaps 
as much fear of being charged with selfishness as either the laboring 
group or the business group could be. We are trying to approach it 
on a basis—— 

Senator Mruuikin. I agree entirely that in logic, assuming you 
had devices to prevent unfair and unjust and tax-evasion acc umula- 
tion of capital of a corporation; assuming you had those devices, and 
assuming that they were workable, assuming those things, you could 
run the finances of this Government on a personal income tax basis. 
It all comes to the personal tax, anyhow, one way or the other. 

Mr. Newsom. That is right. 

Senator Minurkin. But that is a big fancy theory in which I will 
join with you in logic, but we are trying to make a tax bill for this year. 

Mr. Newsom. I know it. 

Senator Mituikin. I am just wondering what we could do about 
it this year. 

Mr. Newsom. We are going to try to tell you what we think ought 
to be done this year, but we want you to do that with a realization of 
what your best opinion—and we hope it is in agreement with our 
best opinion—as to what the ultimate, long-time objective in a tax 
program is. 

It is too big a job to solve it at any one time. 

Senator MILLIKIN. I will give you an objective that does not quite 
meet everything you are talking about and that is to balance your 
budget and reduce taxes, which we demonstrated could be done back 
in the Eightieth Congress and which I hope, the Lord sparing, I 
shall participate in doing after this war is over. 

That is one way to relieve your tax burden. 





1160 REVENUE ACT OF 1951 


Mr. Newsom. I do not think we will take vigorous disagreement 
with that. I think we may disagree in part with what you have just 
said in that I frankly believe, as 1 think I will say in perhaps just the 
next paragraph, that rather than to try to reduce taxes and there- 
after reduce Government expenditures 

Senator Mruurkin. It would all be done the same time. We did 
it at the same time. 

Mr. Newsom. All right. Let me read this next paragraph. 

Senator MILLikin. We brought about a balanced budget, reduced 
the expenditures, and reduced taxes and it can all be done at the 
same time. Go ahead. 

Mr. Newsom. I doubt if I am qualified to go into that discussion 
too deeply with vou any further than the rest of this statement does 

Senator Miniixrn. Well, I am sorry I interrupted you. 

Mr. Newsom. A major factor in the cost of living of every American 
today is the cost of Government. The surest way to reduce that 
excessive cost of Government wherever possible is to be sure that 
150 million American pay their just share of the cost of Government 
directly, and are aware of its amount. We will then have 150 million 
Americans definitely interested in governmental as well as personal 
austerity—and we'll get it. 

General economy in Government as well as courageous curtailment 
of all governmental expenditures, not essential in the present emer- 
gency, must be our goal. Let us all be vigilant, however, that we 
do not provide justification for two common present-day charges. 
There may be real grounds for the charge that “the more you spend, 
the more you're likely to get,’ or that “the better job you do in 
Government, the more you get nicked.’’ These indictments of a hori- 
zontal percentage cut may be justifiable. In some cases, however, 
horizontal cuts in appropriations on the percentage basis must be 
made, but in those cases, administrative authority to apportion 
reductions in sepenialiaaes may be the logical answer to these charges 

In making a proposal that the Grange made some time ago for a 
horizontal cut within the Department of Agriculture, we immediately 
were faced with evidences, in some measure, | think pretty satisfactory 
evidences, that this or that division had been wasteful, or perhaps 
another division had really tried to do a good job, and now then the) 
were taking a horizontal cut, which is not equitable. 

I say there is no substitute in the final analysis for a certain amount 
of authority to adjust that kind of inequity. 

Senator Mitirkin. Let me ask vou this: Have the farm organiza- 
tions ever combined to make a thorough functional study of th 
Department of Agriculture with the end point of making recommen- 
dations as to which functions could be done away with so far as th 
farmer - concerned? 

Mr. Newsom. Well, that is a question that is a little bit embarrass- 
ing to me because I recognize that it is a desirable function that we 
should have provided to the country; but, frankly, our own organi- 
zation—lI will not attempt to speak for the others now—is not ade- 
quately financed to carry out such a study. I do not know, maybe 
we do not manage our affairs as well as we could, but we operate in 
Washington terminology at least, on a financial shoestring, and that ts 
one of the assignments that we would like to get to, but I do not know 
how we can get to it, and I want to say further that we do have some 
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fundamental differences in the farm organizations that might make 
that one both difficult, on the one hand, and very constructive on the 
other, if we could just do it. 

Senator Miuuirkin. | would like to make this observation: This is a 
political institution and it should be a eps ‘al institution. As long 
as any time any one proposes here in the Congress to take off some 
function of the Department of Agriculture, and immediately an enor- 
mous propaganda comes up as though you were stopping the moon 
and stars and the rain from falling, as long as the farmers themselves 
will not aid in combating that kind of thing, you are going to have the 
continuance of the very thing you are complaining about. 

Mr. Newsom. I recognize that fact, sir, fully, and it is just one of 
the several things that worries us. 

[ do not pretend at all that agriculture is free from blame in this 
situation. Asa matter of fact, it may be a little bit out of the province 
of this committee, but I think that we must analyze pretty thoroughly 
and completely the whole basic foundation of our present farm pro- 
grams. I think they have been conceived in conditions of chaos and 
despair, low income, and [ think we had better rebuild a farm program 
that is predicated on a high level of income. 

Senator MiLurkin. If you gentlemen—you have magnificent organ- 
izations, and if you gentlemen could get yourselves together and take 
the Department of Agriculture, which receives the largest contribu- 
tions of any agency, does it not, Senator Byrd? If you should take 
that agency, function by function, and not decide these things at the 
high level, but decide in meetings and at round tables with your 
farmers, and say, “Are you willing that this function be abandoned?” 
and finally come up with collated and unified demands on that, you 
will get the relief that you are talking about. Until something of that 
kind is done, you are not going to get much relief. 

Mr. Newsom. Well, if 1 may be personal for a moment, I should 
like to say that having been on this national scene only about 6 months, 
I still hope that maybe we can get into that sort of an assignment one 
of these days. I recognize its need and I pledge to you that we are 
going to try to get to a study of that kind. But I must confess that 
we have had some basic differences even within our own membership 
on that very discussion. 

Senator MinturKkrn. It will be an enormously constructive thing if it 
can be done. 

Mr. Newsom. I agree. 

Senator Miuurkin. Maybe you have your political differences 
within your own organizations. 

Mr. Newsom. Well, I think that perhaps we should have, and 
maybe we will get the best answer if we face them. 

Senator Mriuuikin. That is right. 

Senator Byrp. Along that view, the Congress has submitted a 
plan for the agricultural appropriations. 

Mr. Newsom. We did, too. Frankly, we have a great many 
farmers—I am trying to remind myself that I am not permitted to 
speak as an individual now that I ¢ arry the title of ‘‘Master of the 
National Grange’’—we have a great many farmers who are in dis- 
agreement, and, to some extent, I think the basis of their disagreement 
is pretty good, with either the statement that we have submitted, or 
the statement that the Farm Bureau submitted or either of us. 
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Senator Byrp. Do you deal in your statement with the proposed 
reductions? 

Mr. Newsom. Not in this statement. 

Senator Byrp. Give the committee some further idea of what 
the Grange does advocate in the present existing Agricultura! 
Appropriations Act. What do they propose as reductions? 

Mr. Newsom. We made that assignment to our legislative repr 
sentative here in the national office, Dr. Sanders, who is here with me 
I expect that he can answer that question, if you will permit that sor 
of thing, a little more accurately than I might. 

Basically, I gave you the answer just a moment ago when I sai 
what we proposed, but I would like to introduce J. T. Sanders, o 
legislative representative. 

Senator Byrp. If you prefer to submit a memorandum to the com- 
mittee, that will be all right. Would you make a brief statement? 

Mr. Sanpers. Briefly, our proposal, as Mr. Newsom has just sai 


was that we did not have the time and did not feel ¢ apable of going 


into the Department’s budget, item by item, because we knew that 
if we undertook such a study with no more force and no more tiny 
that we would make grievous errors, and we suggested an over- 
cut, or a selective cut, if the committee preferred. 

Senator MILuikin. I may suggest that your cut was an over-a 
cut. 

Mr. SanprErs. Yes, sir. 

Senator Mitiixin. Any approach of that kind results in this: 


You have to delegate the cutting power to someone in the executive 


agency, and it is then turned into a political lever, to produce the mos 
political discontent that can be worked out. 

In other words, the cut always will be intended to arouse the mos! 
opposition to the cut, and it works that way; we have seen it wo 
that way. That is why I was suggesting that the thing be approach 
functionally, and if we had a recommendation from the farm organiza- 
tions on the functions that could be abandoned, we would ha‘ 
something to go to town on. 

Mr. Sanpers. Well, I think that there is a great deal to the th 
that you are saying. But in our testimony we had to face the reali 
of a resolution that told us to favor cutting Federal expenditu: 
and inrorder to do that with a feeling of assurance that we were 1 
ignorantly cutting where we should not be cutting, we suggested 
the committee that we thought that the committee had more resources 
and we suggested that they cut either selectively or—that they co. 
selectively but allow flexibility of administration afterward. 

Now, the objection to that I fully realize is that you may no! 
conscientious and real meritorious allocations of the cuts. 

Senator Mitiikin. That is right. 

Senator Byrp How much of a cut did you recommend? 

Mr. Sanvers. About 10 percent we suggested, and we fell 
that would probably be reasonable. 

Senator Bryp. Ten percent of the total appropriation? 

Mr. Sanpers. Yes; of the over-all budget of the Department. 

Senator Byrp. Is that in official form? This bill will come up 
the Senate within the next 10 days. 


Mr. Sanpers. Yes, sir. Our testimony is on record. We testilicd 


before ee at 
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Senator Byrp. We would like you to give this committee, which is 
charged with raising the funds . 

Mr. SanpErRS. We could give you a copy of the testimony. 

Senator Byrp. We would like a statement as to what the grange 
recommends in the way of reductions, in as much detail as possible. 

Mr. Sanpers. We will be glad to do that. 

(The following information was subsequently furnished for the 
record.) 


NATIONAL GRANGE, 
Washington D. C., July 25, 1951. 
Hon. Harry FLoop Byrp, 
Washington, D. C. 

DeAR SENATOR Byrp: On July 18 when National Master Herschel D. Newsom 
was testifying before the Senate Finance Committee you requested us to file with 
the committee a statement on our recommendations of reductions in the ap- 
propriations of the Department of Agriculture ‘“‘in as much detail as possible, as 
to what the Grange recommends in the way of reductions.” 

In response to this request I am filing herewith a portion of my testimony of 
July 11 before the subcommittee of the Senate Appropriations Committee that 
considered appropriations for the Department of Agriculture. 

You will note that in this statement we deal with specific cuts for the following 
items: 

1. Reduetions in the appropriations for the Bureau of Agricultural Economies 
exclusive of appropriations for crop and livestock estimates. 

2. Reductions in research funds for cooperative marketing for the Farm Credit 
\dministration. 


In addition to these two items we believe for the reasons given below in connec 
tion with each listed cut, that cuts can well be made as follows: 

1. PMA payments, possibly, in view of the present emergency, coul 
about a half of the appropriations for these payments during the pa 

2. Since allotment or quota programs are in operation for onl) 


} 


ar and this work will probably not be increased next vear, allotme: 
ministrative expenses can and should be reduced. We belie 
ould be from the $30 million recommended to at least $10 or $12 
3. We also believe that since the price support purchases of 
Credit Corporation for the coming year will be on a mucl 
rinal, a cut of $3 million from the administrative funds of this agency 
However, this recommendation is conditional on any additiona 
needed to take care of any additional duties that may be placed 
Credit Corporation by the Defense Production Act now in conference. 
We believe that appropriations for Rural Electrification Admi 
for next year should not exceed a total of the loans made during the 
is doubtful if supplies and other emergency limitations will per 
loan program in excess of that of the past vear. 
It is important, however, to permit the shift of the $25 m I 
llion additional loan fund for Rural Electrification Administration t 
ossible loan funds for telephones, thus reducing the Rural Electrification inis- 
tration additional loans from $100 million to $75 million and increasing additional 
loans for telephones by $25 million. 
Very sincerely yours, 


sllinr 


J. T. Sanvers, Legis 


STATEMENT BY J. T. SANDERS, LEGISLATIVE COUNSEL, THE NATIONAL GRANGE, 
BEFORE THE SENATE COMMITTEE ON APPROPRIATIONS SUBCOMMITTEE ON 
U. S. DEPARTMENT OF AGRICULTURE. 


The position of the National Grange for all possible reductions in nondefense 
expenditures of all kinds places us in a very difficult position so far as the Depart- 
nent of Agriculture is concerned. Regardless of this difficult position we say 
that the Department should take its share of these cuts. At our last annual 

sion in November 1950 at Minneapolis we passed a resolution as follows: ‘‘No 
iemocracy which lacks the courage to tax its people sufficiently to live within its 
ncome can long survive. But economy in Government, as well as courageous 
urtailment of all governmental expenditures not essential in the present emer- 
gency, must be our goal.”’ 
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As much as our organization cherishes and appreciates the work of the Depari- 
ment of Agriculture, and as valuable as its work is to the Nation, we do n 
believe it should be exempt from the sorely needed cuts in Federal expenditures, 
We are not, however, able to tell this committee where specific cuts should 
made and how much the cuts should be. If it is to be the policy of the Congr 
to reduce nondefense expenditures of the Government around 10 percent, then i) 
all probability Congress should make a 10-percent cut in the Department. [i 
such an over-all cut is made across the board, or even if an aggregate of 10 per- 
cent is selectively cut from the Department’s appropriation with the greatest care 
possible by the Congress, we believe grave mistakes will be made. We doubt 
that the Congress can by any amount of possible effort avoid making such errors. 

I would first like to point out a few such mistakes made by the House con 
mittee in the bill they sent to the Senate and then later suggest a possible means 
of providing for corrections of these probable errors that are likely to result fro: 
any action the Congress may take on these cuts. 

The House, we believe, made an error in its proposed cuts in research for the 
Department. Let me preface these remarks on research funds by stating that 
doubtless wasteful and sometimes foolish use of research funds have been mad 
by the Department. Research is always an elusive and often an indefinable effort 
It is highly personal and as such it is often colored by individuality. Especia 
is this true in Agriculture. I was in Government research work for 20 years and 
can now see that much of the detail work that I came in contact with did not 
seemingly yield benefits in excess of cost. But this was decidedly not the casi 
for the work in the aggregate. 

The National Grange fought hard for the passage of the 1946 act expanding 
the research of the Department. We are disappointed that the appropriatio: 
have almost completely ignored the accelerated authorizations for research carried 
in this act. Indeed it is doubtful if proposed appropriations by the House hav: 
as much research purchasing power as the appropriations made immediately after 
the passage of the act. We trust that the Senate committee will recommend 


it 


much more liberal appropriation than the House recommendations carry. Wi: 
doubt the wisdom of cutting these appropriations under last year’s. If the com- 
mittee will examine the annual report of the ARA or will examine the speech of 
Deputy Administrator Byron T. Shaw before the Western Society of Soil Scienc: 
at Salt Lake City June 21, 1950, they will find numerous examples of how this 


type of research is entirely justified as a defense activity. 

Another error made by the House, we believe, was its recommended cut of the 
Bureau of Agricultural Economics. This cut, we understand, although it ager 
gated about a proportional cut for the BAE as a whole, was all placed on the work 
of the Bureau that does not pertain to crop and livestock estimates. Doubtless 
it was not wise to cut crop and livestock estimates during the present emergency 
but it was unsound to ask the remainder of the Bureau to carry the entire cut 
amounting to around 21 percent of the balance of the Bureau’s work outside of 
its crop and livestock estimates activities. We believe the Bureau should carry 
only its proportionate cut based on its non-crop-and-livestock-estimates ap- 
propriation. Such cuts are very destructive in any essential research organizatio 
and the BAE is one of the most essential and important jobs done by the Depart- 
ment. This importance is magnified by defense. 

Thereis one other item that we think is very important—the proposed cut of t] 
House Committee for the Cooperative Research and Service Division of the Farm 
Credit Administration. This Division is largely engaged in research on Coopera 
tives. Presently only this item of $580,000 comes from appropriations out of t! 
total funds of $2.9 million used to carry on the Federal work of the Farm Cri 
Administration. The proposed cut in the Cooperative research funds amounts to 
18 percent cut of the total appropriated funds—a cut that would practically des 
troy any research organization as it will most surely do in this case. 

The National Grange has always been an unfailing advocate of cooperati' 
efforts among farmers. We consider this item of cooperative research indispensa 
ble. We can see reason for a cut of around $60,000 or around 10 percent of t! 
item of $580,000 but can see no logic to the proposed House cut unless the purp 
is to destroy this research work. We can’t believe that the House committee had 
this in mind; yet such a cut would practically compel a complete abandonment 
of currently operated projects. 

I stated above that I am firmly convinced that no Congress can undertake an 
over-all cut of considerable proportions of nondefense activities of the Government 
without doing unknowing but grave damage to some of the thousands and thou- 
sands of complex activities of each department. We believe that this will h 
true for either selective or for across-the-board flat cuts. 
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We believe, however, that such probability of damage could be g1 eatly reduced 
and mitigated, if e ach department were appropriated a supplemental eecaae 
funds,’”’ amounting to, let us say, 10 percent of the aggregate of all cuts made. 
The purpose and use of this fund would be to relieve the most serious areas of 
damage done by cuts in appropriations. The Secretary should have freedom to 
use this fund to relieve the most damaging cuts. Such a fund would be a verv 
effective insurance against most serious areas of damage and could be the basis of 
the Congress making cuts, without the serious qualms which every Congressman 
or Senator must have, when he votes for these cuts, and if he appreciates honest, 
conscientious Government service, Any rigid cuts will do highly variable 
amounts of damage to different parts of our present extremely complex Govern- 
ment structure, and any sound flexibility that can be written into reduetior 
appropriations will increase the over-all gains from cuts and reduce greatly 
from areas where acute damage is done by error. 


’ 


the losses 


Senator Byrp. I understand that roughly it is 10 percent of the 
appropriations bill. 

Mr. Sanpers. Yes, sit 

Senator Byrp. You may proceed. 

Mr. Newsom. Thank you, Senator. If I may, I should like to 
comment on one of the questions that was asked of Brother Sanders. 

We believe that, perbaps, the most satisfactory out—I am simply 
trying to say that we are not very proud of our own inability to do the 
type thing which the Senator has just indicated be done. That is 
what we would have liked to have done, but recognizing that we 
could not do it, we feel that it is sound politically to hold the individual 
administrators in the executive departments responsible for getting 
the job done, and that is the only 

Senator Miuurkrn. You have no alternative 

Mr. Newsom. That is the only satisfaction we have 

Senator Miriuikin. You have no alternative. 

Mr. Newsom. That is right. 

Senator Byrp. Let me interrupt you right there. What Senator 
Millikin was referring to, as I understand it, were the functions. If 
you are going to have any substantial reduction in these appropria- 
tion, you have got to go into the functions; you have got to abandon 
some certain functions which have been undertaken, not to cut the 
administrative force, because there comes a time — vou ean’t 
cutitany more. We have got to determine whether or not this fune- 
tion or that function should be continued, and I agree with Senator 
Millikin that if the Farm Bureau, Farm Grange—and | am a member 
of the grange and am proud of it, and have been for very many years 

Mr. Newsom. We are proud to have you. 

Senator Byrp. If you could cet tos vether and make recommendations 
to the Congress as to what real substantial reductions should be made 
in furctions—that is where the savings are going to come from—and 
then carry that message back to the farmers, so they will not deluge 
the Congress with protests against the cuts, then I think we may get 
somewhere. 

Mr. Newsom. I certainly do not want to impose upon the committee 
from the standpoint of time, but I would like to say one thing to illus- 
trate the position in which we find ourselves. 

At out last national convention in Minneapolis, we failed by a margin 
of one vote to call for a cancellation of all PMLA payments. 

Now, one of the legitimate arguments against detroying or removing 
all PMA payments now, in my own opinion, was this fact, that the 
PMA set-up within the Department of Agriculture is a very necessary 
part of the present farm program which, as I said a moment ago, was 
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predicated in my opinion on conditions of depression, of despair, an 
bankruptcy in agriculture. 

It is our own personal feeling that perhaps it is not too constructiv: 
to wipe out all PMA payments and thus destroy the mechanism for 
our present program until or unless we have some decent conception 
of what a broad over-all program for agriculture ought to be tha 
will not depend on something like PMA crutches. 

In other words, I do not think the Grange wants to be a party to 
tearing apart the adinistration’s farm program piece by piece. | 
would rather attack it broadside and say that here in our judgment is 
a sound broad program predicated on a high level of employment 
high level of national income, that we think will help to keep Americy 
at such a level. 

I mention that only as an example of how we find difficulty eve 
within our own ranks of saying that here, specifically right here, 
where we can cut so Many m ‘illion dollars out of the De ‘partment 
budget. 

Senator Byrp. Let me say that I do not think anyone wants to 
attack any special program, but you advocate, and properly so, 
pay-as-you-go plan. 

Senator Millikin has pointed out that in the next fiscal year we are 
going to spend $85 billion that will only be so, we hope for a temporary 
period. We will then go to probably 75 billion or 70 billion as long 
as this crisis exists in the foreign field. 

Now even to balance that ‘budget of 70 billion is going to strain 
the economy of this Nation to the very utmost and, we have got to 
reduce every possible expenditure that is not absolutely essentia! 
They may be desirable, they may be all right, if you have enough 
money to pay for it, but we are in a situation now that if we have 
deficit spending for any period of years we may crack the solvency 
of this country—we can easily do it. 

Mr. Newsom. I agree with you. 

Senator Byrp. We have $260,000,000,000 to start with. But the 
point I make is when you advocate pay as you go it is incumbent 
upon you—and I mean the Grange and the Farm Bureau—to mak 
an earnest effort to help Congress to reduce these expenditures. 

Mr. Newsom. I agree with you thoroughly, and we accept the 
assignment to the very best of our ability. We are simply trying to 
say that we do not have the answer. We are just hoping that, pei 
haps your committee has a staff that can help it get the answe! 

Senator Byrp. Will vou give the committee assurance that vor 
will get in touch with Mr. Kline and these two organizations forming 
the major farm organizations, and try to work out some plan and giv: 
it a real nae with the farmers, to reduc e these expenditures, a 
least next vear, if it cannot be done this year? 

Mr. a ae 1 will give you ‘that assurance. As a matter of 
fact, we have talked about it a great deal, just the two of us individ 
ually, and our respective organizations’ representatives have talk: 
about it. I do not think we have done enough work on it. 

Senator Tarr. PMA payments—vyou refer to the payments, the 
PMA payments which are the subsidy payments? They do not 
relate to the support of prices, do they? 

Mr. Newsom. That is righf. 

Senator Tarr. They refer to fertilizer and that program? 





REVENUE ACT OF 1951 1167 


Mr. Newsom. That is right. Basically, they are the payments 
that are made in very modest amounts, if you please, so far as indi- 
vidual farmers are concerned, to encourage the application of lime 
when soil is sour, to encourage the application of phosphate where 
that plant food is sorely needed, largely in the increase of grassland 
production. 

Senator Tarr. I only wanted to have it clear in the record what 
it was. 

Mr. Newsom. Thank you, sir. 

Senator Wittrams. The Farm Bureau has gone on record in en- 
dorsing a cut in that particular program, have they not? 

Mr. Newsom. As I understand it, they have advocated the com- 
plete wiping-out—— 

Senator WiiuiAMs. That is what I was thinking about. 

Mr. Newsom. I beg your pardon; their final position I think, was 
that they be cut just about half, as I recall it. 

Senator Tarr. Half. 

Mr. Newsom. As I understand it the result of that is that the 
amount that they have recommended to have left, will just about pay 
administration costs, pay the bill of keeping the committees in 
existence, and probably not leave anything for actual PMA pay- 
ments to the farmers. [Laughter.] 

Senator FLanprers. Pay the overhead, but nothing beneath it. 

Mr. Newsom. Well, I think that is about the way it is. 

Senator WitutiAms. Was not that particular phase of the program 
set up as a depression only——— 

Mr. Newsom. That is exactly what I tried to say a moment ago. 

Senator WiLuiAMs. It was intended to be suspended when we came 
out of the depression. 

Mr. Newsom. I personally believe there is no justification for that 
sort of thing; payment to individual farmers under present income 
positions, but I am not sure that as master of the National Grange, I 
should have said that. 

Senator Byrp. You may proceed, Mr. Newsom. 

Mr. Newsom. Under present circumstances, it is highly essential 
that we consider taxation in connection with, and as a very effective 
control of, inflation. Inflation robs the thrifty. It decreases pur- 
chasing power ruthlessly. It increases the financial burden of sup- 
porting Government and tends to destroy all semblance of stability. 

Senator Minukin. Mr. Chairman, I do not want to interrupt the 
witness any more because we have gotten him off on several side- 
tracks here, but we have in this committee room, a delegation of 
Germans. It is a tragedy that it is not appropriate to call them to 
the witness stand. They can tell us about inflation. They know 
more about inflation than all of us together. They could point out 
the same symptoms in our system today that led to the final economic 
destruction of Germany. 

Mr. Newsom. I suspect that is exactly right. I do not pretend 
to know the answer to that, but I would be glad to hear their state- 
ments, if that were possible. I assume it is not. 

The Grange is earnestly concerned about inflation, but we insist 
that to treat the symptoms of inflation and fail to attack the causes 
is futile and shows a lack of courage. Accumulation of Government 
debt is a major cause of inflation. A part of the present inflationary 
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gap is a result of the $4 billion subsidy payments to farmers and 

consumers in our World War II effort. An adequate tax structure 
coupled with sound credit and monetary controls, combined with a 
vigorous program of personal savings, are the real weapons against 
inflation. 

In times of emergencies such as this, in times of extraordinary 
governmental expenditures such as we have today, the level of per- 
sonal income tax liability should be limited only by the prospect of 
deflation and unemployment as a result of a level of tax liability so 
high that people would not have enough money left to buy the pros- 
pective production of civilian goods at prices which would be ade- 
quate. Such a level of personal income tax liability will not reduce 
the standard of living unless those taxes should greatly discourage 
production, bees ause the standard of living is determined by the volume 
of national products left for civilian use after the mobilization needs 
have been met. 

To the extent that a realistic high income tax program would be 
effective in preventing inflationary price increases, even those people 
with fixed incomes would gain in the long run by the prevention of 
the rising prices. 

We believe the administration’s proposal for a 4-point increase in 
individual income-tax liability rate was more realistic than the pro- 
visions of the House action. 

Last February, the Grange called for substantial increase in the 
excess-profits tax revenue. If the level of profits above which all 
profits become subject to excess-tax liability is determimed with due 
regard to- 

‘(1) The historic level of income or a reasonable return on invested 
capital. 

(2) The volume and efficiency of output compared with the historic 
wr base period. 

(3) Maximum utilization of plant and employment capacity, then 
we thoroughly believe that the excess profits liability rate in this 
emergency can justifiably be a 

I think, gentlemen, | should like to digress for just a moment 
to say to you that under this kind of emergency, and in the face of 
the threat of inflation that we have, in the face of all the other con- 
ditions, some of which we have tried to enumerate, we do not believe 
that American business will find or should find—I had maybe better 
say—too much fault with a very high rate of excess-profits tax liability, 
assuming the base period above which that tax liability is assessed is 
soundly determined. 

1 do not believe that a historic level is a sound basis for determining 
the limit above which income becomes excess. 

For example, we have a very thriving industry in my own county- 
seat town that has been on an extended production effort for 2 years. 
In talking with one of my good friends who is an official in that com- 
pany, frankly, 1 made some attack on — high level of profits during 
the last year. I think that level of industrial profits is, perhaps, 
vulnerable to some attack. 

But I quickly came to realize in conversation with him that a 
major factor in that high level of industrial profit was the tremen- 
dously full utilization of plant capacity and the terrific amount of 
overtime that went into that production, and I do not think that it 
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would be sound for us to expect that industry to completely disrupt 
its price mechanism in the face of those circumstances of fullest pro- 
duction to bring profits down to some point that those of us on the 
outside might think was reasonable. 

[ am simply trying to say in that particular instance I think we 
should not only give recognition to the historic level of profits, but 
we should give recognition to a fair return on investment, and we 
should give recognition to the utilization of plant capacity and the 
level of employment. 

We must guard against any possibility that the imposition of excess- 
profits tax hability will be a reason or excuse, even for chopping ofl 
employment and chopping off production at some given level. 

Now, having arrived at—and we have tried to set down in general 
terms, three essentials or four essentials actually, because the first 
one is compounded, of a determination of a level above which profits 
become ‘‘excess,’”’ then we are trying to say that under these circum- 
stances I believe that a very high rate of excess-profits tax would 
certainly be sound. 

Senator Tarr. Do vou see any reason for reducing the 85 percent to 
75 percent? That seems to me on its face not excess profits at all. 
I can’t see that. I can see vour argument for a higher rate, but I 
can’t see any reason for reducing 85 to 75. 

Mr. Newsom. | think that is an unsound approach. That is just 
what I have been trying to say, Senator, that approach is based almost 
entirely, as I understand it, on historic level, and I do not think that is 
a completely sound approach to the determination of where profits 
become “‘excess.”’ 

Does that answer your question? 

Senator Tarr. Yes; that answers it. 

Mr. Newsom. We recognize that corporation incomes tend to 
fluctuate widely. For this reason, corporation incomes after taxes 
may need to be very high at times to offset low periods. Our in- 
formation, however, indicates that corporation incomes have been at 
extremely high levels even after allowance for the increased price 
level and added investment for a number of years. Even though this 
high level of profit may at least in part be justified by the high level of 
plant utilization and high level of output, we believe that under the 
emergency conditions now existing a corporate income tax increast 
in the amount provided by the House action is justifiable. 

Senator FLtanprers. May I just call attention to what | suppose is 
the fact here, sir, that vou are referring to averages in this paragraph. 

Mr. Newsom. Yes, sir. 

Senator FLanpers. And you presumably would be willing to 
concede that an average may cover very great discrepancies? 

Mr. Newsom. That is right. 

Senator FLanprers. And that, I think, relates in part to that historic 
level of income because there are types of industries which thrive only 
during a war period, and which are pretty well down during the 
proposed historic base periods. 

Mr. Newsom. We agree. 

Senator FLanprers. And we always want to be sure that when we 
are talking about averages, we recognize the possibility that it may 
conceal some very great discrepancies. 
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Mr. Newsom. I am sure that we agree with that fully, and I think 
we do recognize that. 

Senator FLanprers. Yes. 

Mr. Newsom. A 12%-percent increase in capital gains seems 
reasonable, but we strongly urge that the length of time which property 
or assets must be held before income from their sale can be treated as 
capital gains should be increased to 12 months. 

Senator Miuurikin. Is that a matter of philosophy or for revenue? 

Mr. Newsom. Well, it is a matter for both. 

Frankly, maybe if I stay on this national scene longer than I pres. 
ently expect to, I will get to mixing philosophy and results more than 
I am disposed to want to do now; but I still believe, and I think I wii 
always believe; that if you set your goal soundly, then there ought to 
be enough intelligence somewhere in this country to get there. 

Senator Horny. Does not the record show that you get more revenue 
if you have a quicker turn-over? In other words, if that were changed 
to 6 months, the revenue would increase from this source? If you put 
it back to 12 months, do you not think that it would result in drying 
up a good deal of this revenue? 

Mr. Newsom. Well, I have heard that argument. I suspect there 
is a great deal of soundness, a sound basis for it. Frankly, I confess 
that that statement was prompted, to some extent, by my feeling 
that we should try to set out basic general rules for all of us to go by, 
and we are thinking in terms largely of agriculture, and I do not believe 
that agriculture should be entitled to treat any livestock holdings, for 
example, the sale of which may result in any given tax period—I do 
not at this time think they should be treated as capital gains unless 
we have held that livestock for at least 12 months. 

Senator Miturkixn. How about timber? 

Mr. Newsom. I do not see why the same rule should not be appli- 
cable to timber. As far as we can, I would like for us to make rules 
that everybody can live by, and not to make too many special rules 
But I recognize that we probably will have to make some kind of 
exemption, even in this case, to account for the fact that you men- 
tioned. 

Senator Mriiurk1n. Philosophically the period for holding before 
you can claim a capital gain should be such as to avoid a narrow band 
where the capital transaction 1s, in fact and reality, an income trans- 
action. 

That is what you have got to guard against so far as your period ts 
concerned. 

\.r. Newsom. I agree. 

Senator Mituixry. But if you fall short of that, where you reall) 
and truly engage in capital transactions, as Senator Hoey has pointed 
out, the evidence indicates, the shorter the period, the greater tli 
revenue. 

Mr. Newsom. It is true, of course, but I would immediately want 
to point out that the shorter the period, the greater contribution that 
type transaction will make to inflation, and it seems to me that that 
may be a substantial offsetting factor to the point that you raised 
Senator. I am talking about speculative operations, of course. 

Selective excise taxes to absorb surplus purchasing and therefore 
combat inflation, as well as raise revenue, are entirely justified in the 
present emergency on goods that become scarce and therefore tend 
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to get themselves pricéwise into a luxury category. Normally, how- 
ever, excise taxes should be limited largely, if not entirely, to luxuries 
and amusements. The Grange believes that this mec hanism can be 
effectively applied as a method of helping to shift productive effort 
to the necessities of life and cur national effort, and from those items 
which we can best afford to restrict in volume. 

Unless we confine excise tax mechanisms to the category of amuse- 
ments and luxuries, we are again tending to penalize those who have 
the least purchasing power and need it the most, without any regard 
to their ability to pay. 

Senator Byrp. You would oppose a sales tax, I assume? 

Mr. Newsom. We do, because we oppose the increase in en 
tax on gasoline used in necessary production, either industrial ¢ 
agricultural. Such an increase of tax on gasoline would serve no 
useful economic function but would increase the cost of production 
and actually be inflationary. 

We believe the proposed excise tax on automotive parts and tires 
as well as that on trucks is unsound and we oppose it. 

We believe that there are still legalized escape provisions from just 
tax liability. We do not believe there is any justification for failure 
to impose Federal income tax on earnings from State and local bonds, 
and favor the imposition of such tax liability. 

We believe that the depletion allowances presently provided are, 
in some cases at least, excessive and we urge their review. It does not 
seem that depleticn allowances should exceed a reasonable relationship 
to the investment cost and the probable life of the producing resource. 

Senator Miuuikin. | suggest to you that if you take the exemption 
off of the interest on municipal bonds, for example, you will increase 
the cost of running your municipal government. The same goes for 
State governments. 

Mr. Newsom. That to some extent, I grant you, would inevitably 
be true, but I have seen evidence that seems to prove to me that that 
result would in no manner coincide with the increased revenues that 
would be available to the Federal Government. But the major thing 
about it is that I just do not believe it is economically just and sound 
to permit some people to hide behind that sort of mechanism and 
keep from paying their fair share of the cost of maintaining our 
Government. 

Senator Mitirkin. Would you be in favor of the States having the 
power to tax Federal securities? 

Mr. Newsom. Well, not the securities themselves, not to impose a 
property tax on the securities themselves, but in those States where 
there is an income tax as a part of their revenue mechanism, | would 
be inclined to be in favor of it. Perhaps we would have to look it over 
pretty hard. 

Senator Miturkin. At the present time there are very few—lI do 
not recall of any, unless there are some small Liberty’s, Federal securi- 
ties, that are tax-exempt. But assuming there were, would you give 
the States power to tax that exempt interest? 

Mr. Newsom. I would want to examine it, but my present disposi- 
tion is that 1 would. 

Senator Mituikin. I think you will find a close point of balance 
there if you start pursuing it through all of its ramifications. 
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Mr. Newsom. Then the answer should be found in the matter of 
where equity lies. 

Senator Mruurkrn. You would be against the tax if it is that close? 

Mr. Newsom. No, I do not think I would. I think I would stij! 
be for it. 

Senator Witurams. Do you endorse the changing of tax exemption 
as relating to farm cooperatives? I notice you are discussing the othe 
things. 

Mr. Newsom. Well, frankly, our position on that—I do not knoy 
at this time what the change is, to be perfectly honest with vou, but 
| can tell vou what our position is, if that is what you want. You had 
better tell me if you want a specific answer to the question, just 
exactly 

Senator Witiiams. I would like to know your position. 

Mr. Newsom. Well, as a matter of fact, Dr. Halvorson is prepare: 
to make a statement, later on this week some place on that particula: 
subject, but basically our position is just this: We believe there 
some inequity in the provision that permits cooperatives to retain 
certain unallocated reserves in some cases which are not subject to 
Federal income tax either in the hands of the cooperative or in th 
hands of the patrons. 

Senator Tarr. Or in the hands of what? 

Mr. Newsom. Patrons. The patrons of cooperatives. 

Senator Tarr. I never understood that anybody objected to taxing 
them. 

Senator Wituiams. They are not being taxed. 

Mr. Newsom. | say there is an inequity, in the provision that per- 
mits the cooperatives to retain certain sums that do not become sub- 


ject to Federal income tax liability in either place. 

Now, our position is that those funds of the cooperativ which ar 
paid to the patrons as patronage dividends actually never were the 
property of the cooper ative because they have been the property of 


the patron all the time; they are simply in the same category as my 
dime would be if I were to give vou a dollar bill and tell you to go down- 
town and get me 90 cents’ worth of merchandise and you came bac! 
and gave me the change. These 10 cents were never yours. Neithe: 
was that patronage dividend ever actually the property of the co- 
operative. 

Senator Tarr. | agree with that, but of course, when it does 
back to the farmer it is taxed in his hands because it reduces his cost 
I mean, it is not completely exempt. 

Mr. Newsom. That is right. The inequity exists only on that 
money which is never paid back to the farmer in patronage dividends 
either in cash or in the form of certificates of equity or in any oth 
instrument which does become evidence of his interest therein so that 
it is susceptible to income tax liability in the individual member's 
hands. 

Now, in other words, that portion of the so-called income of th 
cooperative which is kept by the cooperative without sufficient certi- 
fication or allocation to the patron as to make it taxable in his hands, 
we think should be subject to the regular corporation tax in the hands 
of the cooperative. That would eliminate the only inequity that 
exists. Does that answer vour question? 
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Senator WititAms. Yes, vou do recognize that there is some need 
of arevision, and I understand that you bave a representative speaking 
directly on the subject later this week, is that correct? 

Mr. Newsom. That is correct. 

Senator WiiuiaMs. So, | will withhold it. 

Senator BurLer. Will that representative, Mr. Newsom, probably 
make a suggestion as to a proposed change in the bill to accomplish 
the purpose? 

Mr. Newsom. Halvorson is our National Grange economist. | 
cannot even keep up with everything that goes on in our own office 
there. Ul have to ask Lloyd to answer the question. 

Mr. Hatvorson. Well, those savings which a cooperative retains 
and are not allocated in cash or in certificates, so as to make them 
taxable in the hands of the patron, we feel should be taxable as income 
of the cooperative. 

Mr. Newsom. The Senator’s question was: When are you going to 
make such a statement? I do not know the answer to that one. 

Mr. Hatvorson. | have not as vet been scheduled. 

Mr. Newsom. Before what group? 

Mr. Hatvorson. This committee is going to hold hearings. 

Senator Byrp. ‘Thursday and Fridav are the nights set aside for 
holding hearings on the cooperative question. I suggest that we go 
ahead. We have gone an hour with this witness and there are quite a 
number of witnesses to go yet. We have to be on the floor at 12 
o'clock. 

Mr. Newsom. Shall I proceed? 

Senator Byrp. Yes, sir. 

Mr. Newsom. We must recognize that, in this struggle with the 
enemies of freedom, terrific financial liabilities are imposed upon us 
and we must meet the problem by eliminating or reducing to an 
absolute minimum Government borrowing. The key to a successful 
mobilization effort is more production and adequate tax and fiscal 
policies rather than what we should maneuver for preferred position 
among ourselves. We believe that the above principles will make 
America financially strong while we are engaged in the mobilization 
effort. A strong America is freedom’s greatest potential asset. 

Senator Byrp. Thank you, Mr. Newsom, for your contribution. 

Mr. Newsom. Thank you, sir. 

(The following letter was subsequently supplies for the record: 


NATIONAL GRANGI 
Wash ngton 6, D. C., July 19, 1951. 
Hon. Jonun J. WILitams, 
Senate O fice Building, Washington, re. € 

DraR SENATOR WILLIAMS: We have reviewed that portion of our testimony 
dealing with taxation of cooperatives which I gave on July 18 before the Senate 
Finance Committee and find that in our judgment it presents our views adequately 
mn the subject. 

We, therefore, have not requested the clerk to schedule us for appearance as was 
suggested at the hearing. 

Sincerely yours, 
HerscHeL D. Newsom, Maste 
Copies to Mrs. Elizabeth Springer. 


Senator Byrp. Mr. Henry B. Fernald? 

Mr. Fernald, identify yourself to the reporter. We have gotten 
behind in our schedule, and I will ask you to be as concise as possible 
because we will have to adjourn at 12 o’clock promptly. 

86141—51—pt. 254 
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STATEMENT OF HENRY B. FERNALD, CHAIRMAN, TAX COMMIT. 
TEE, AMERICAN MINING CONGRESS 


Mr. Frernavp. I will try to be, sir. I am Henry B. Fernald. 
Senator Byrp. Could a part of your statement be put in the recor!” 
Mr. Frernavp. Yes, sir. It is a very long statement. 

Senator Byrp. I do not want to prevent you from making a fi 
statement, but it looks to me like it would take half an hour to read 

Mr. Fernavp. I am afraid it will, sir. 

I will condense it as much as I can, sir. 

I am Henry B. Fernald, Montclair, N. J., chairman of the tax con 
mittee of the American Mining Congress. 

I am appearing to present to you certain matters of deep concern to 
the mining industry with respect to the pending revenue bill. 

First, as to the general nature of the bill, this bill has been urged fo: 
two major purposes, to raise revenues and curtail inflation. Taxes 
which leave no fair incentive to create and maintain incomes cannot 
be counted on to yield revenues. Taxes which curtail incentives fo: 
production do not curb, but feed, inflation. Income taxes only viel: 
revenue as there are incomes to be subject to the tax. Yet this bill 
imposes bitter taxation on incomes of individuals in the upper brackets 
and will deal very harshly with the incomes of corporations. Woe 
shall point out here how serious this is. Taxes at best are a faulty 
means of curbing inflation. I will condense some of this. 

Senator MILLIKIN, May I make a friendly suggestion to you? 

Mr. FernaLp. Yes, sir. 

Senator Mitirkin. The suggestion would be that you get to tli 
mining part of your statement. 

Mr. Fernavp. Very good, sir. 

[ do want to call attention briefly to the exhibits I present her 
with, and their showing as to what the proposed taxes will do in rega 
to the higher individual incomes and to corporate Incomes, and the 
impossibility of trying to maintain investments out of what will rema 
to the investor after income taxes. 

For instance, we have under this bill, taxes which in the $80,000 
$90,000 bracket will have taxes taking $9,450 out of $10,000 incon 
and leave only $550 to the taxpayer. That is not any margin fro: 
which he can make investments. 

As to our particular mining questions, we speak first of prospectii 
exploration, and development of mines. 

The present emergency has found our country sadly deficient in | 
metals and minerals essential for our civilian economy and 1! 
rearmament effort. One of the major contributing causes of thia! 
deficiency has been a tax climate which removed all incentives for t! 
discovery and development of new mineral deposits. Until and unless 
that condition is changed we can look forward to little improveme: 
in the situation. 

Our stockpiles are deficient. We are not able to go ahead as \ 
should with much of our defense production because we lack thie 
needed metals and minerals. We need to find and develop additional 
sources of supply. The present laws leave little incentive for the risk 
and effort required. The Government is eager for its large share of any 
success from the discovery and development of minerals, but it is 
hesitant to make allowances for the risk expenditures from which, 
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successful, the Government will so largely benefit. It benefits from its 
taxes on profits of the successful mines; from the mineral supplies for 
its defense; from the activities created and revenues arising as the 
minerals and their products flow through our entire industrial life. 

The minerals are in short supply and we need them badly. We need 
to stimulate the search for and the development and production of 
them. The Congress has not been unmindful of the needs of the 
mineral industry but more must be done if we are to meet present 
needs. 

Section 302 of the bill would permit development expenditures 
for mines to be deductible as expense, which is their proper treatment. 
Present Bureau regulations require such development expenditures 
before the mine enters the production stage to be capitalized and 
recovered through depletion. The committee report on the bill 
points out that such expenditures should have the same general status 
as similar expenditures for a producing mine. Otherwise, there is an 
infair discrimination against mines which must do substantial work 
before entering the production stage as compared with those which 
more promptly begin production. 

We are further pointing out that when percentage depletion was 
granted to mines at the rates established, the allowable rates granted 
did not contemplate that depletion thus allowed should include 
amounts which in their nature were costs of operation. 

This principle is recognized in the amendments proposed in section 
302 of the bill. These amendments fairly and satisfactorily cover 
the general situation as to certain mines or types of mines which were 
under particular consideration in working out the wording of those 
amendments. There are somewhat different circumstances and con- 
ditions as to other mines which are not satisfactorily met under the 
present wording and we urge that certain changes be made so that 
this seetion will cover this problem for all mines. 

Section 302 deals solely with the question of development expendi- 
tures after a commercially valuable deposit is disclosed. We believe 
it should also be extended to cover prospecting, exploration, and 
development expenditures before disclosure of the commercially 
valuable deposit. This matter we shall later discuss. 

We first point out certain provisions which should be made even 
within the scope of the present amendment. 

There should be inserted a provision for a taxpayer's election 
to take the deductions either as deferred expenses “or at the tax- 
payer’s election, in the year paid or incurred.’ 

This is desirable for the stimulus it will give to development if that 
Is permitted. 

The present margin which remains after taxes, corporate or indi- 
vidual, or the two combined, is so narrow that in many cases it will 
be impossible to try to make expenditures of this kind from the residue 
whieh remains to the taxpayer after income taxes have been paid. 
The taxpayer will not be able to make such expenditures from the 
income unless the tax deduction is allowed. Sometimes, however, 
the individual or the corporation will not have the current income 
from which the deduction might be taken and would wish for defer- 
ment. Accordingly, a taxpayer should be permitted in any year or 
as to any expenditures either to write off the amount currently, or 


to defer it for future deeuction. 
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Moreover, there are difficulties in determining just what is mea) 
by the word ‘development,’ and such an amendment would ayoid 
that question. 

Senator Miiuikin. Let me get a little further into this deferme: 
How far do you recommend that deferment be permitted? 

Mr. Fernatp. Under this bill the amount is to be allowed ratab|, 
over ore benefited. There is a great deal of difficulty in trying to d 
termine just what is “ore benefited” by particular expenditures. VW, 
find it a hard problem. I do not think you can cover it satisfactorily 
by any wording in the law. It will have to be met under Bu 
rulings, and I am afraid we cannot bring that readily down un 
fixed rules. 

Senator Miniikin. At the same time, could you allow the min 
without following any rule, on his own to defer until some yea 
high profits, and then reduce those by indefinitely deferred depleti: 

Mr. Fernaup. That is as to the development expenditures ref 
to? 

Senator MILLIKIN. Yes. 

Mr. Fernavp. I do not think that will follow, Senator. In genera 
the vears of high income will be the vears of maximum prod Wction 
They would naturally carry under this benefit rule a higher write-off 
in that vear than they would when times were bad and productior 
was very low. I think we will probably meet that p adtssanca by what 
we are suggesting as to the expenditure; permit a texpayer ecith 
write it off in the year he has to take his money ad put it into th 
venture—from which the Government is gvoing to be the larg 
beneficiary, after all—or to defer it if he has to defer it. I think t th 
best we can do is hope to determine with the Bureau reasonable 1 
as to any deferment. 

Conditions in different mines vary so greatly it is very difficult 
give one broad general rule that will apply equally to the vem min 
and to the disseminated deposit; surface, underground, and all t! 
other conditions. IL think those will have to be administrat 
determined largely. 

A second point we urge is that there should be inserted a provisio) 
that 


before the mine has reached the production stage net receipts from any mit! 
produced shall be applied to reduce any then remaining balance of develop: 
expenditures. 

I believe there is no question that it is intended to follow that long 
existing rule but I think it would be better if it could be meluded as 
specific provision in the law to avoid any question. You understand 
that, as we are proceeding with exploratory and development work 
in the course of those workings, we may remove some ore. It 
well-established rule that any net receipts from such ore reduce tli 
remaining balance that you have to consider as your net cost oi 
development. I do not believe that there is any question about 
but we make that suggestion. 

A third pomt is that there should also be recognition of a long- 
established rule that- 

Expenditures to maintain production of an operating mine shall not be co! 
sidered as expenditures for development within the meaning of this paragraph 


but shall be deductible as ordinary cost of operation in the vear such expenditure: 
are made. 
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That has been a long-established policy, which has been recognized, 
and I am quite sure there was no Peirg a to do other than that under 
the wording of this amendment, but I believe it would be important 
to have mention of that so as to avoid possible controve rsy. 

The next amendment we ask is that something be said to this effect: 


To the extent that such expenditures have not been previously so deduct 


ted by 
he taxpayer, they may be deducted in the year in which it is determined that 


there is no reasonable expectation of such production thereafter 


We have had considerable controversy as to when a loss from the 
abandonment of a mine or mining property can be written off. It is 
very difficult to give the negative proof that there is no possibility of 

v finding any further mineral in a property. Instead of being put 
to a difficult test like that, we feel that it should be enough to show 
that there is no reasonable eround Lo expect further proauc tion, and 
then be permitted to have the write-off. 

The foregomg are points which arise within the scope of the present 
amendment. However, we feel that the amendment should go further, 
and should cover prospecting, exploration, and development before 
the commercial nature of the deposit is disclosed, and we 
recommend. 

We point out that, as our tax laws are at present, they are drying 
up the sources of possible venture capital, A man whose income 
falls in the $80,000 or $90,000 class will, o— the bill, have left 


SU 


Lo 


him only $550 out of $10,000 which he may earn. To accumulate 
income enough to make a $10,000 idione for prospecting, ex- 
ploration, and development in any year, he would have to earn 
$182,000 additional so as to pay the Government $172,000 in taxes, 
and leave him with the $10,000 he might invest. It simply leaves no 


margin unless this risk expenditure he is making—which, if it is 
successful, is going to benefit the Government far more than it benefits 
him—can be allowed as a current deduction. 

We therefore urge a broad amendment, such as we have presented 
previously, to cover prospecting, exploration, and development, as 
well as the more limited development referred to in the present 
section, 

To hurry through the remainder of this, Senator 

Senator Byrp. We would appreciate it if you would. 

Mr. Fernaup (continuing). We approve the changes made in per- 
centage depletion, which has been fully discussed by your com- 
mittee before. This depletion is one of the essential allowances for 
mining. 


As to excess output of mines under section 453 (b) (2), and (4), we 
urge that those provisions should be extended to nonmetallic as well 
as metallics. I would be glad to discuss that at length, but we sub- 
mit our recommendation on that. We believe it is only fair, and it 
is really essential, if we are going to avoid great injustice to them - 

Senator Mintuikin. You are talking about the excess profits? 

Mr. Fernaup. I am speaking of the excess-profits tax, the allow- 
ance for excess output. 

The bill contains a provision as to coal royalties, to accord to them 
the same capital treatment when received by a lessor that is now 
available to timber. There have been certain suggestions already 
made before your committee as to the wording of that provision, 
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which I will not stop to discuss. We do feel that to avoid any possil)|> 
question a statement should be included that— 

In determining the gross income, the adjusted gross income, or the net inco: 
of a lessee, the deductions allowable with respect to rents and royalties shal! | 
determined without regard to the provisions of this paragraph. 

We are satisfied that is the intent of that provision, but we beliey, 
that should be clearly stated. 

We present to you the matter of the foreign tax credit with respec; 
to foreign subsidiaries, which is quite an important matter in regari! 
to our minerals. The present majority requirement of section 
(f) (1), should be eliminated and the (f) (2) requirement should 
reduced from 100 percent to not more than 50 percent. I belie: 
that is well understood by your committee. 

We also mention the matter of income earned abroad under sectio: 
116, where, because of a technicality in the law, it is necessary fo: 
citizen to have been a resident abroad for the entire calendar y: 
That will not cover one who goes abroad in January or any subs: 
quent month; so he will not have the allowance for the remainder 
that vear. That should be granted. There should also be an amen 
ment to make clear what is meant by foreign residence, and the wit 
holding provisions of section 1621 (a) (8) should be modified accor! 
ingly. 

We renew our prior recommendation that net operating loss ded 
tions should not entail a disallowance of percentage-depletion 
deductions. 

We ask that the penalty on consolidated returns of 2 percent 
should be eliminated. 

As to the proposed change in excess-profits credit based on incon 
from the present inadequate 85 percent to an even less adequate 
percent of the base-period income, we strongly urge that, instead of 
such reduction, the amounts should be raised to 100-percent allo 
ance. To do otherwise is to subject normal income to excess-prolit 
tax, which is grossly unfair and is contrary to the principle of exc 
profits taxation. 

The bill includes an extremely difficult series of provisions inter 
to limit corporations to a single $25,000 surtax exemption and 
single $25,000 minimum excess-profits credit. We believe the p 
blem involved does not merit all the confusion and difficulty w! 
would arise in endeavoring to apply these tests. As to what | 
by that, all I can do is to ask vou to read section 123. We b 
the provisions presently in the law, such as section 45 and sey 
129, are adequate to deal with any cases where a right to file sepa: 
returns might otherwise lead to abuses. We urge that sectior 
be eliminated. 

As to corporation-tax rates, we strongly urge that normal an 
tax should in no event exceed an aggregate of 50 pereent. The G 
ernment should not take more than one-half of the normal incom 
a corporation. 

The bill proposes an increase in the ceiling rate for corpo! 
income and excess-profits tax to 70 percent instead of the present 
percent limitation. We urge this should not be raised by more t! 
the amount of increase in normal and surtax. 

As to capital gains, we urge that its rate should not be increus 
beyond the present 25-percent rate. 
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| appreciate your courtesy. 

Senator Byrp. Thank you very much. Would you like your com- 
plete statement put into the record? 

Mr. Fernaxp. I wish it would be, sir. 

Senator Byrp. Very well. 

Mr. Fernavp. Thank you, sir. 

(The prepared statement of Mr. Fernald is as follows:) 


SrATEMENT ON BEHALF OF THE MINING INDUSTRY, BY HENRY B. FERNALD, 
CHAIRMAN, Tax COMMITTEE, AMERICAN MINING CONGRESS, RE REVENUE 


Britt or 1951 (H. R. 4473) 


Mr. Chairman and members of the committee, I am Henry B. Fernald, of 
Montelair, N. J., chairman of the tax committee of the American Mining Congress. 

[ am appearing to present to you certain matters of deep concern to the mining 
industry with respect to the pending revenue bill. 


AS TO THE GENERAL NATURE OF THE BILL 


This bill has been urged for two major purposes: To raise revenues and to 
curtail inflation. Taxes which leave no fair incentive to create and maintain 
incomes cannot be counted on to yield revenues. Taxes which curtail incentives 
for production do not curb but feed inflation. 

Income taxes only yield revenues as there are incomes to be subject to the tax. 
Yet this bill imposes bitter taxation on incomes of individuals in the upper 
brackets and will deal very harshly with the incomes of corporations. We shall 
point out briefly how serious is this taxation and how it leaves little or no incentive 
for creation of taxable incomes. 

Taxes at best are a faulty means of curbing inflation. They can be expected 
to curb inflation only if they serve as deterrents to causes of inflation. The 
inflation we now face is primarily a shortage of production as compared with funds 
available for expenditure. The large amounts of production which we are divert- 
ing and expect to divert from consumers’ demands at the same time we are main- 
taining and even increasing the funds available for expenditure inevitably have 
an inflationary tendency. To the extent that we can increase production we can 
counteract that tendency. We do not encourage the production we need by 
imposing taxes which curtail incentives for production and penalize productive 
and creative efforts. 

Taxes forthwith spent by the Government do not curtail inflation. 

We must meet needed defense requirments, but we should see that unnecessary 
expenditures are eliminated. Expenditures by the Government for nondefense 
purposes should be reduced to the minimum which will meet essential needs. 
Waste or extravagance should so far as possible be avoided in defense expenditures 
As this is done we shall find our revenue requirements minimized. 

But whatever may be our need for revenues, we do not derive revenues nor 
do we curtail inflation by curtailing incentives for maintaining and increasing 
incomes and for production of goods and services. Let me point out briefly 
something of what this bill does to curtail incentives. 

First, as to individual income taxes, a tabulation is submitted (exhibit A) which 
hows the individual income-tax rates by brackets and cumulatively. Tax rates 
inder this bill will rise until at $80,000 the tax rate becomes 94.5 percent. On 
510,000 of income falling into the $80,000-$90,000 bracket the tax will take 
*9,450, the taxpayer will have left to him only $550. We further note that, for 
a single man with $80,000 of taxable income, the tax will be approximately 
906,500, leaving to the taxpayer only $23,500 after tax. 

Again we may note that income in the $14,000 to $16,000 bracket will be 
taxable at approximately 53 percent. In the $50,000 to $60,000 bracket the tax 
rate will be over 84 percent. 

K:xhibit B herewith shows what these tax rates will mean with respect to 
investments, considering at this point only the net yield to the investor after his 

dividual-income taxes thereon. If an investment pays 10 percent to the investor, 
the net remaining to him if that income falls in the $50,000—-$60,000 bracket will 

uly be slightly over 1% percent. If it falls in the $80,000—$90,000 bracket, the 
vield will only be slightly over one-half of 1 percent. If the income fell into the 
>90,000-$60,000 bracket, the investor would have to receive 20 percent on his 
investment to have a net to him of 3 percent. But such 20-percent yield, if it 
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fell in the $80,000-$90,000 bracket, would only yield 1.1 percent net to 
investor. Such rates as these certainly give no incentive for investment. 

But let us go further and consider the result of a combination of corporate and 
individual taxes as illustrated in exhibit C. This illustrates the result of invest- 
ment of $1,000,000 in a corporation which has its excess-profits credit based 
invested capital, and the results to stockholders in various income bracket 
the corporation earns 10 percent, 20 percent, or 30 percent on its invested capi 
If the corporation earns 10 percent—%100,000—it would have no excess-pro! 
tax to pay, but if its dividends fell in the $80,000—-$90,000 bracket for its sti 
holders, to whom the corporation distributed the entire balance of its ear 
after payments of its taxes, the combined taxes would amount to $97,058, lea, 
to the stockholders only $2,942, a net to the stockholders of three-tenths 
percent on their investment. 

If the corporation earned 30 percent, or $300,000, it would be subject to ex: 
profits tax as well as income tax. The combined corporate and individual ta 
again assuming all income distributable to stockholders in the $80,000—S90,000 

would amount to $294,748, leaving to the stockholders only $5,250 

v over one-half of 1 pereent on their investment 

‘n if its stockholders were only in the $20,000-$22,000 bracket, if the 
poration earned $100,000, taxes would take over $80,000, leaving to th 
holders only $20,000 or 2 percent on the investment. If the corporation ea! 
$300,000. even for the stoekholders in the $20,000-822,.000 bracket, taxes wi 
take $265,000 and leave to the stockholders $35,000, or 3'5 percent on the iy 
ment 

Certainly there is no ineentive to the stockholders in the higher tax bra 
to make any such investments or to endeavor to create additional incomes 
may be subject to tax. Furthermore, it is hardly necessary to point out that 
taxes are taking 75, 80, or 90 percent and more of income the taxpayer does 
have remaining income for investment. 

We urge your careful study of what these rates will mean in their effect 
incentives, on Government revenues and on inflation. 

We may further point out that the proposal in this bill to increase present t 
by a uniform 12!% percent has a very bitter effect on the upper-bracket incomes 
as it will so greatly reduce the amounts now remaining under the present law 
the taxpayer after present taxes. For income in the first $2,000 bracket 
present law, the tax rate of 20 percent would leave 80 percent of such income to t! 
taxpayer (in addition to the nontaxable income represented by exemptio 
The 12's-pereent addition under the bill would only reduce by 3% percent 
present 80 percent remaining to make it 77's percent. This percentage of pres 
remaining income which would be taken by the increased tax rises rapidly 
in the $80,000—-$90,000 bracket it becomes 65.6 percent, so that the present 
remaining 16 percent after an 84-percent tax becomes only 5' percent after a 
9414 present tax. Or, stated otherwise, out of $10,000 of income in the $80,000 
$90,000 bracket the present tax would take $8,400 and leave $1,600 to the ta 
paver. Under the bill, taxes would take $9,450 and leave only $550 to the inve 
We urge that such taxation is neither equitable nor desirable and will hurt 
than help Government revenues and our general economy. 

ch more might be said on the general nature and impact of the taxa 
bill would impose, but we pass to certain special features to wl 


attention 


PROSPECTING, EXPLORATION, AND DEVELOPMENT OF MINES 


The present emergency has found our country sadly deficient in the met 
and minerals essential for our civilian economy and the rearmament ¢ 
One of the major contributing causes of that deficiency has been a tax « 
which removed all incentives for the discovery and development of new mi 
deposits. Until and unless that condition is changed, we ean look forward 
little improvement in the situation. 

Our stockpiles are deficient, we are not able to go ahead as rapidly as we she 
with much of our defense production because we lack the needed metals a 
minerals, 

The mining industry has in the past pointed out that the present situatio! 
almost inevitable under our tax rules. Only an immediate improvement 
relieve the present shortages in the near future. 

We need to find and to develop additional sources of supply. Present 
law leaves little incentive for the risk and the effort required. 





ri) 


{) 
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The chances of disappointment and failure in the search for and endeavor to 
disclose valuable mineral deposits are very great. The incentive comes from the 
hope for the occasional success which will yield profits adequate to compensate 
for many failures. Under our tax laws the Government will take, in corporate 
and individual taxes, most of the profits of the suecessful venture. Taxes may 
even take more than the total profits of a venture because present allowances i! 


annual income computations are often inadequate for capital recoupment. 

The Government is eager for its large share of anv success but very hesitant to 
make allowances for the risk expenditures, from which, if suecessful, the Govern- 
ment will so largely benefit. It benefits from its taxes on profits of the suecess- 
ful mine; from the mineral supplies for its defense; from the activities created 
and revenues arising as the minerals and their products flow through our entire 
industrial life. 

The minerals are in short supply and we need them badly We need to stimu- 
late the search for and the development and production of them., 

The Congress has not been unmindful of the needs of the mineral industry but 
more must be done if we are to meet present needs. 

Section 302 of the bill would permit development expenditures for mines 
deductible as expense, which is their proper treatment. Present Bureau regul 
tions require such development expenditures before the mine enters the produc- 
tion stage to be capitalized and recovered through depletior The committee 
report on the bill points out that such expenditures should have the same general 
status as similar expenditures for a producing mine. Otherwise, there is an un- 
fair discrimination against mines which must do substantial development work 
before entering the production stage, as compared with those which can more 
promptly begin production. 

We would further point out that when percentage depletion was granted to 
mines and the rates established, the allowable rates granted did not contemplate 
that the depletion thus allowed should include amounts which in their nature 
were costs of operation. 

This principle is recognized in the amendments proposed in section 302 of the 
hill. These amendments fairly and satisfactorily cover the general situation as 
to certain mines or types of mines which were under particular consideration in 
working out the wording of those amendments. There are somewhat different 
circumstances and conditions as to other mines which would not be satisfactorily 
met under the present wording, and we urge that certain changes be made so 
this section will better cover this problem for all mines. 

Section 302 deals solelv with the question of development expenditures after a 
commercially valuable deposit is disclosed. We believe it should also be ex- 
tended to cover prospecting, exploration, and development expenditures before 
disclosure of the commercially valuable deposit. This matter we shall later 
discuss. 

First we would point out certain provisions which should be made even within 
the scope of the present amendment. ‘These are as follows: 

(A) Page 74, line 24, after the word ‘‘sold”’ insert the following: ‘‘or, at the 
taxpayer’s election, in the year paid or incurred.” 

This is desirable, first, for the stimulus it will give to such development if t 
privilege of current deduction in computing taxable income is granted. The 
present margin which remains after taxes—corporate or individual, or the two 
combined—is so narrow that in many cases it will be impossible to try to make 
expenditures of this kind from the residue which remains to the taxpayer after 
income taxes have been paid. The taxpayer will not be able to make such expendi- 
tures from income unless the tax deduction is allowed. Sometimes, however, the 
individual or the corporation will not have the current income from which to 
make the deduction and would wish for deferment. Accordingly a taxpayer 
should he permitted in any year or as to any expenditures either to write off the 
amount currently or to defer it for future deduction. 

Second, there is no clear definition of exactly what expenditures should be 


embraced within the meaning of the word “development.” If the taxpaver has 
+} 


ie right as to any such expenditures, either to charge them off currently or to 
defer them, it will avoid question as to classification and will simplify the 
procedure. 

For such reasons it is desirable that the taxpayer should be permitted such 
election. 

(B) As to receipts from minerals produced before the mine has reached the 
production stage, on page 74, line 24, insert after the amendment above proposed 
the following: ‘Before the mine has reached the production stage net receipts 
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from any minerals produced shall be applied to reduce any then remaini) 
balance of development expenditures.”’ 

In many cases exploratory and development work in an ore body will vik 
some valuable mineral. It is the natural and long-established procedure 
consider any net amounts thus realized as a credit against the expenditures whic 
have given rise to it. Perhaps this is sufficiently understood so that speci 
provision of the law is not required, but the proposed amendment would eliminat 
any possible doubt regarding it. 

(C) As to expenditures to maintain production, on page 75, line 9, insert aft 
the end of paragraph (D) the following sentence: “Expenditures to mainta 
production of an operating mine shall not be considered as expenditures 
development within the meaning of this paragraph, but shall be deductible 
ordinary costs of operation in the year such expenditures are made.”’ 

This principle has long been recognized in Bureau procedure both as customa) 
mining practice and as supported by various court decisions. After the n 
has entered the production stage there are many expenditures which must 
currently made merely to maintain production, as mining proceeds in the 
body, working faces recede, etc. It has not been customary to consider thes 
part of the expenditures made for development of the mine. In fact, it becor 
difficult, if not impossible, to distinguish exactly which of the expenditures b 
currently made as mining proceeds might be classed as the direct cost of mir 
ore already exposed as distinguished from expenditures to block out and unco 
the ore for future mining. We believe that it should be made clear that ther 
no intention to change the long-established procedure of permitting such expe: 
tures to be considered as ordinary mining costs after the mine has reached 1 
production stage. 

(D) As to loss when there is no reasonable expectation of further product 
include after amendment (B) referred to above the following: ‘‘To the ext 
that such expenditures have not previously been so deducted by the taxpa 
they may be deducted in the year in which it is determined that there is no rea 
able expectation of such production thereafter.” 

There has been in the past and is at present much question as to when expen 
tures not otherwise deductible may be written off as losses. It is difficult, and 
many cases impossible, for a taxpayer to establish that there will be no fut 
possibility of encountering ore against which the balance of development expe: 
tures might be deducted. The negative proof is most difficult. We believ 
rule should be that when it can be shown there is no reasonable expectati 
further production any balance which has not previously been allowable should 
permitted to be charged off asa loss. We accordingly urge this provision 

The foregoing amendments relate to the section 302 as it is now limited t 
velopment expenditures after ore in commercially marketable quantities has | 
lisclosed. 

However, the amendment with the foregoing additions will not cover 
juestion of initial prospecting, exploration, and development before the ¢ 
mercial nature of a deposit is established. If we wish to encourage the prosps 
and exploration for and development of additional deposits of minerals, prov 
must be made as to those expenditures. 

We must here note how different the present tax situation is from that w 
existed in the early days of our income tax when many of our present rules wer 
formulated. When we started our income tax with. the 1 percent tax on cor} 
tions, the 1 percent normal tax on individuals, with a possible maximum surt 
of 6 percent, the exact treatment of prospecting, exploration, and development 
mines—even their depletion—was not a very important question. Even w! 
our corporate taxes had increased to 10 or 15 percent and our individual inco! 
taxes had substantially increased from initial rates, it could still be urged t! 

cient income remained to the taxpayer from which risk expenditures co 

» made and it was perhaps more a question of theory than practical necessit\ 
work out appropriate treatment for such expenditures. Moreover, we then 1 
ognized to the stockholder on distributions received by him substantial allowan 
for the taxes already paid by the corporation. Under such tax rates thers 
still incentive for taxpayers to endeavor to find and develop new mineral resour 
Our tax laws have completely changed that today. Our normal and surtax v 
take at least 50 percent of a corporation’s income, rising to 82 percent in the ex 
profits class. It is true we allow depletion on the cost or percentage basis to all: 
for the disposal of capital assets in mine operations, but the intricacies and te 
nicalities are such that it often fails to make adequate allowance. 
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While percentage depletion may be allowable to the corporation it is not passed 
over as an allowance to the stockholder against distributions received by him. 

Individual tax rates now reach to 86 percent which it is proposed to raise to 94 
percent. Such rates leave no incentive for investment in mining enterprises—for 
the risk, the effort and the disappointments involved in endeavor to find and de- 
velop new deposits. Most of the endeavors to do this will be failures and the 
money will be lost. It is only the occasional venture which offers hope of sufficient 
profit to cover the loss of many failures. As we minimize through present high tax 
rates the possible profit to come from the successful ventures we minimize incentive 
for undertaking the risk of new ventures. 

But these tax laws have another effect. They dry up at the source the possible 
venture capital. The man whose income falls into the $80,000—$90,000 class will, 
inder the bill, have left to him only $550 out of $10,000 which he may earn. To 
accumulate from income enough to make a $10,000 expenditure for prospecting, 
exploration, and development he would have to earn $182,000 additional, of which 
the Government would take $172,000 and leave to him for possible investment 
$10,000. Even for a man in the $20,000 bracket, his earnings would have to be 
$8,000 in order to leave to him $2,000 he could put into such a venture. Similarly 
with a corporation—if it must pay an 80 percent tax rate, the 20 percent remaining 
to it leaves little margin from which to make any such risk investment. We pile 
this on top of the difficulty of trying to find any incentive for such risks when we 
have so greatly minimized the profits which will remain to the venturer if he is 
fortunate enough to find and develop a valuable deposit. 

Under present rules the venturer is supposed to be able to charge off and get 
deduction for his losses from unsuccessful ventures but the technicalities of our 
rules for determining when and to what extent such losses can be deductible make 
great uncertainty as to when, if ever, the deductions can be effectively taken. 

What we urge is that as such risk expenditures are made, the taxpayer should 
be permitted to make current deductions therefor from his taxable income. Under 
our present taxation this seems the only way to give any incentive therefor or to 
make the funds therefor available. We believe vou realize the need for develop- 

ent of further mineral resources to meet both defense and civilian demands. We 
accordingly urge inclusion in the present law of a provision which will give possi- 
bility and incentive for such endeavors through a broad amendment which 


yi we 


j 


have heretofore urged and again urge for your adoption. It would cover the gr 
already covered by section 302 but would extend the allowances to cover the 


further expenditures which need to be made if we are to meet our mineral needs. 
We hardly need to urge that any such provision for allowances with respect tf 
expenditures for prospecting, exploration and development should in no way ¢ 
or abridge the present allowances for depletion. Those are ne The rates 
established did not allow for recoveries of these expenditures and there is no reason 
or occasion for any abridgement of depletion because of the allowances her 
q 1ested. 

We therefore urge an amendment to cover all expenditures for prosp¢ 
xploration, and development, as follows: 

Add to section 23 (a) (1), Internal Revenue Code, a new paragraph 
hOMWOWS: 


oO 


irtail 


(D) In the case of mines and other natural deposits (except oil and gas wells)— 
“All expenditures (in excess of net receipts from any minerals produced 
before the mine has reached the production stage) incurred in prospecting, 
exploration, and development may be deducted as expense, either in the 
year incurred, or, at the election of the taxpayer, deferred and ratably 
apportioned to the production directly related to such expenditures, and to 
the extent not previously so deducted by the taxpayer may be deducted in 
the year in which it is determined that there is no reasonable expectation of 
such production thereafter.” 
This provision is recommended as a substitute for the first sentence (p. ’ 
es 16 to 24) of the amendment proposed by section 302 (a) of the bill. It 
id then be followed by the present provisions of section 302 as to adjustment 
' basis, depreciable property, ete. 
The technical amendment provision of section 302 (c) would then be conformed 
having it refer (p. 75, line 24) to “prospecting, exploration and development”’ 
stead of merely to ‘““development.”’ 
We strongly urge adoption of the broad amendment above set forth which 
would cover prospecting and exploration as well as development. 
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PERCENTAGE DEPLETION (SEC. 304 


The bill retains the necessary provision for percentage depletion—increasi) 
the percentage in case of coal and adding certain other minerals—all of whic! 
has our approval. 

This question has been so fully discussed before your committee on variou 
occasions, that we feel there is no need to enlarge upon it now. It is one of the 
essential allowances for mining and should be in no way weakened. 


EXCESS OUTPUT OF MINES (SEC. 453 (B) (2) AND (4)) 


The Excess Profits Act in section 453 recognizes the principle that if a min 
is making no more than a reasonable profit per unit of output, this is not excess 
profit which should be subjected to the excess profits tax. 

The law has recognized difficulties in working out its standards of measure- 
ments in every case. Therefore, in addition to its general standards for deter- 
mination of normal profit per unit, it has included such provisions in section 453 
(b) (2) and (4) which in the prior law had applied only to coal and iron, but whic! 
in the present Excess Profits Tax Act have been extended to all metals. 

When the present law was under consideration last year we had urged that 
these two provisions should be extended to all minerals. In the haste of enact 
ment of this legislation last year it was deemed impossible to give full considera 
tion to such extension and the allowances were made only with respect to metal 
and coal. 

We renew our urge that it should be extended to all minerals. 

The World War II act included a provision whereby relief could be given und 
section 722 by setting up a constructive base period computation for mines whic! 
had subnormal base-period profit, or for those not in production in the base 
period. A similar provision does not exist under the present law and the onl 
relief apparently must come through such provisions as those of subsection (b 
(2) and (b) (4 

We accordingly urge that nonmetallics as well as metallics and coal should | 
included within these provisions. 


COAL ROYALTIES (SEC. 307 


Section 307 of the bill would extend to recipients of coal royalties the capital 
gain treatment now available to timber under section 117 (k) (2 

Certain suggested changes in the provisions of the bill have already been pr 
sented to vou on behalf of the coal lessors. These included the wording to specif 
that ‘‘The date of disposal of such timber or coal shall be deemed to be the date 
on which such timber is cut or such coal is mined’’, which we believe is the rea- 
sonable and proper standard to be applied. It was also urged that there should 
be elimination or modification of the sentence ‘‘In the case of coal, this paragrap! 
shall not apply if such owner is personally obligated to pay a share of the cost o 
mining operations.”’ This sentence in its present form would seem to raise Ww 
necessary difficulties and confusion. 

The treatment by the lessor of payments received by him as capital gains fron 
sale of his coal should in no way change the tax treatment otherwise accorde 
to the lessee with respect to such payments. From the lessee’s standpoint t! 
rents or royalties paid are simply an operating expense deductible in the norma 
course of operations. The law is specific that such rents or rovalties shall bh 
deducted from gross income in computing percentage depletion to the lesse 
We believe that the amendment under section 307 is not intended to change t! 
present treatment of such rents or royalties from the standpoint of the lesse¢ 
But to avoid any possible question in this regard, we believe specific statements 
to that effect should be made in the law in wording somewhat as follows: 
determining the gross income, the adjusted gross income, or the net income of 
lessee, the deductions allowable with respect to rents and royalties shal! be deter 
mined without regard to the provisions of this paragraph.”’ 

As we have stated, we believe this is the clear intent of this amendment, | 
We urge appropriate specification thereof in the law, 

FOREIGN TAX CREDIT WITH RESPECT TO FOREIGN SUBSIDIARIES (SEC, 131 (1 

Present law grants the foreign tax credit under section 131 (f) (1) with resp 
to takes paid by a majority owned foreign subsidiarv. The treasury has reco! 
mended chat this majority requirement should be eliminated. We so urge 
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If it is not deemed practicable to eliminate wholly the percentage requirement 
as to stock ownership, we urge that it should be reduced to not more than a 10 
percent ownership at most. : 

Similar credit is granted by section 131 (f) (2) with respect to a wholly owned 
subsidiary of a subsidiary which qualifies under subparagraph (1). This loo 
percent ownership should be reduced to not more than a 50 percent ownership 
requirement. 

A particular reason for these recommendations is increasing insistence either 
bv the laws of foreign countries or by their established policies that there should 
be some local ownership in enterprises. Another reason is that ownership of the 
stock of a foreign corporation may be divided between two or more domestic 
corporations. It is not always possible to have the subsidiaries meet stock owner- 
ship requirements as these have been adopted under our earlier laws. 

We accordingly urge that these changes shou!d be made in section 131 ({ 


INCOME EARNED ABROAD (SECS. 116 (A), 1621 5 


) 


The Treasury has recognized that in accord with the point 4 program the pres- 
ent provisions exempting income earned abroad by United Siates citizens should 
be modified to avoid a technical difficulty in the present law. 

At present the principle of such an exemption is recognized. but it is made 
applicable only to citizens who have been resident abroad for the entire calendar 
vear. Hence, one who goes abroad in January or any subsequent month will 


not have the benefit of this provision for the remainder of that year. The law 
should be amended so that the exemption will apply for the entire period of foreign 
residence 

An amendment is also highly desirable to prevent the requirement of foreign 
residence from being construed as necessitating the equivalent of legal domicile 
in a foreign country. 

Correspondingly, section 1621 (a) (8) should be amended so that wages and 
salary withholding will not be required for the period that the exemption is 
allowed. 


NET OPERATING LOSS DEDUCTIONS (SEC. 


applying net losses. The taxpayer, unfortunate enough to sustain ne 
one year, should not be placed in a more disadvantageous position th: 
paver having uniform profits from year to vear. There should not be d 
tion against percentage depletion in computing net operating loss 
forward. 

We accordingly submit as exhibit D herewith the ame 
section 122 to eliminate this unfair discrimination. 


Percentage depletion allowances should not be curtailed in computi 


PENALTY TAX ON CONSOLIDATED RETUR* 


The 2 percent penalty tax on consolidated returns 


EXCESS PROFIT CREDIT (SEC, 


Section 502 of the bill proposes to change the exce r ‘redit based o1 


come from the present inadequate 85 percent to an even adequate 75 percent 
of the base period income. 


i 


Che entire amount of the base period income should be allowed 100 percent as 
the eXcess profit credit. To do otherwise is to imyeet mié l ‘ome to excess 
profits tax. This is grossly unfair and is contrary 
profit taxation. 

We strongly oppose any such reduction and urge in its 
should be made 100 percent. 


SURTAX EXEMPTION AND EXCESS PROFITS CREDIT TO RI 
CORPORATIONS (SEC. 12 
The bill contains in section 123 a series of amendments 1 to lin 
ated corporations to a single $25,000 surtax exemption and a single $25,000 
minimum excess profit credit, to be divided between them instead of makin 
separate allowance to each corporation. To do this the bill presents 
most difficult and involved tests as to what corporations should be 
related, 


t 
I 
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The problem involved seems not to merit all the confusion and difficulty wt 
would arise in endeavoring to apply these tests. More important, however 
the fact that it seems grossly inequitable as well as unnecessary to make any si: 
provision. Each separate corporation should receive its own full allowance. 

We believe present provisions of the law, such as section 45 and section 1° 
are adequate to deal with any cases where the right to file separate returns m 
otherwise lead to abuses. 

Accordingly we urge that vou eliminate section 123 from the bill. 


CORPORATION TAX RATES 


The bill proposes to increase the combined normal and surtax rates for 
porations to a total of 52 percent, even as to income which is not in the ex 
profits class. We urge most strongly that such taxes should in no event exe 
an aggregate of 50 percent. The Government should not take more than 
half of the normal income of the corporation. 

It also proposes to raise the “ceiling rate’’ to 70 percent instead of the pr 
62 percent limitation. The limination should not be raised by more than 
amount of the increase in normal and surtax. 


CAPITAL GAINS TAX 


The rate of capital gains tax should not be increased beyond the present 
percent rate. 


We urge these matters for your consideration and favorable action, and 
press our appreciation of the opportunity to present them to you. 


Exuisir A 


INDIVIDUAL COMBINED NORMAL Tax AND Surrax (H. R. 4473) 


. 


Taxable years beginning after Aug. 31, 1951, effective rates and cumulative amow 


By brackets Cumulative 
Taxable net income mete . . _—e 


Net rate Amount Amount 


Not over $2,000 

$2,000 to $4,000 

$4,000 to $6,000 

$6,000 to $8,000 

$8,000 to $10,000 
$10,000 to $12,000 
$12,000 to $14,000 
$14,000 to $16,000 
$16,000 to $18,000 
$18,000 to $20,000 
$20,000 to $22,000 
$22,000 to $26,000 
$26,000 to $32,000 
$32,000 to $38,000 
$38,000 to $44,000 
$44,000 to $50,000 
$50,000 to $60,000 
$60,000 to $70,000 
$70,000 to $80,000 
$80,000 


9, 
12, 
16, 

20, 655 


30, 
38, 6 
47,< 
56, 
65, ¢ 


0 yim yim i i Dt ptt 


cf 
c 





Amounts of taxable net income are after deduction of exemptions at $600 each. 
For joint return of husband and wife the total tax will be twice the tax on 44 the combined taxabl 
income. 
Net income (before exemptions) above which combined tax is limited to 90 percent of net incom 
exemption, $437,100. 
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Exuipir B 


Net remaining to investor on investment at tar rates 


If investment 
pays 


In income bracket 


10 per- | 20 per 
cent cent 


Percent Percent 
to $2,000 75 5. 50 $14,000 to $16,000 
0 to $4,000 Ds 5 a) $16,000 to $18,000 


100 to $6,000 75 15 $18,000 to $20,000 

1) to $8,000 4. 625 13. 25 $26,000 to $32,000 
es OOO to $10,000 175 5 $50.000 to S60_000 
«10.000 to $12,000 5. 725 5 $80,000 to $90,000 
$12,000 to $14,000 ‘ § 5 ‘ Over $437,100 


Exursir C 


é maining lo stock} olde r from corp pratle earning he ore 
on $1.000.000 investment under H. R. 


[Investment $1,000,000, 1 


rporation earns (before Federal income tax $100, OOO 


it 52 percent . 52 ) $104, 000 
s $25,000, at 22 percent 5 * 5, 500 


Normal and surtax 
Excess-profits tax (credit $120,000) 
$80,000 taxable at 30 percent 

$180,000 taxable at 30 percent 


Total corporate tax 
Balance distributed dividends 


Stockholder’s tax: Percent tat 
A. In $10,000-$12,000 bracket As . 42.75 
B. In $20,000-$22,000 bracket _ " : 63. 00 
C. In $50,000-$60,000 bracket 84, 375 
LD. In $80,000-$90,000 bracket 04. 500 


Percent to 
Balance to stockholders: tarpayer 
A. In $10,000-$12,000 bracke . 57. 25 
B. In $20,000-$22,000 brack« : 37.00 
( In $50,000-$60,000 brack« 5 
lL). In $80,000-$90,000 brack« 


Exuisir D 


Ner Oreratinc Loss DepwuctTion 


(To correct inequitable adjustments relating to percentage and discovery depletion) 


Sec. 122. Ner Opreratinc Loss Depvwcrion. 
a) Section 122 (b) of the Internal Revenue Code is amended by striking out 
he words “subsection (d) (1), (2), (4), and (6)’’ wherever the same may appear 
erein and inserting in lieu thereof the words ‘“‘subsection (d) (1), (3), and (5)’’. 
b) Section 122 (c) of the Internal Revenue Code is amended by striking out 
the words “subsection (d) (1), (2), (8), and (4)”’ and inserting in lieu thereof the 
words “subsection (d) (1), (2), and (3)”’. 

Section 122 (d) of the Internal Revenue Code is amended by striking out 
paragraph (1) and by changing the numbers of paragraph (2), (3), (4), (5), and 
6) to (1), (2), (3), (4), and (5), respectively. 

d) The amendments made by subsections (a), (b), and (¢) shall be applicable 
to taxable years beginning after December 31, 1941. 


Senator Byrp. The next witness is Mr. Lee P. Miller. Identify 
yourself, please, sir, to the reporter. 
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STATEMENT OF LEE P, MILLER, PRESIDENT, CITIZENS FIDELITY 
BANK & TRUST CO., LOUISVILLE, KY. 


Mr. Mitier. Senator, I am Lee Miller. I am president of | 
Citizens Fidelity Bank & Trust Co., Louisville, Ky. 

[ am chairman of the committee on taxation of the American 
Bankers Association. TI will be brief. 

Senator Byrp. Mr. Miller, we have 20 minutes, and Mr. Cook 
of the Virginia Bankers Association, has 5 minutes. 

Mr. Mituier. He is with me. 

Senator Byrp. Unfortunately we have to be on the floor prompt 
because there is a very important bill coming up. 

Mr. Mitier. | am appearing for the American Bankers Association 
primarily in connection with withholding and other provisions of t] 
proposed tax legislation directly affecting the banks. 

However, 1 feel that I would be derelict in my duty if I did 1 
mention certain points relating to the general application of thy 
tax bill as the banks see it. 

We have, as an association, and many of us as individual bankers 
emphasized our agreement with the fundamental necessity of balancing 
the budget and of keeping ourseives on a pay-as-we-go basis. It is 
not my purpose to expand this point but merely to point out our _ ep 
conviction that this is a vital necessity, including the elimination of : 
unnecessary expenditures and the providing of adequate tax reven 
soundly conceived to meet the necessary total of expense. 

H. R. 4473 proposes to require a tax of 20 percent to be withheld a 
the source from dividends and interest on corporate bonds. 

Since such withholding will be made without regard to whether thi 
recipient is liable for income tax or not, taxes will be withheld from 
many people who are not liable for income tax. Thus many persons 
will have their income reduced by a fifth although no tax is due and 
will be unable to secure a refund until sometime after March 15 of the 
following year. 

The Ways and Means Committee originally proposed to require that 
a tax of 20 percent also be withheid from interest on savings ac ounts 
and on interest on United States savings bonds. However, H. R. 4 
as reported out by the Ways and Means Committee, and as ae by 
the House, did not contain those provisions. We heartily approve of 
that action since in many cases the tax withheld with respect to interest 
on savings accounts would have been nominal and no tax actualls 
would have been due from the recipients, 

In that same connection, if I may, I would like to file severa 
schedules of selected localities just at random, Dallas, Tex.; Wellsboro, 
Pa.; Cincinnati, Ohio; and Louisville, Ky.—and also Nebraska, which 
shows the smallness of the amount of interest and withholding that 
takes place. 

Senator Byrp. It will be inserted in the record. 

(The documents referred to are as follows:) 


ft 
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ExuiBit 1.—Analysis of savings accounts in various localities 


Total A verage 

Total savings number size of 
deposits savings savings 
accounts accounts 


A verage 
nnual 
interest 


20-percen 
withholdin 


Locality | Banks | 


$42, 153, 231. 00 89, 567 

3, 984, 275. 00 4, 023 
174 790 337 00 220, 9O1 
49, 252, 194. 91 | 71, 744 


Dallas, Tex 
Wellsboro, Pa... 
Cincinnati, Ohio 
Louisville, Ky 


wom w 


EXHIBIT 2. 5 Nebraska banks—Cross-section yf State, includi Omaha and 
Lincoln 


Total savings 
Bank deposits June 
30, 1951 


Total number 
accounts 


3, 909 
59, 971. 5 
, 453 
, @ol 
3, 480 
596, 838. 23 
598, 039. 58 
96, 970 
Total : 33, 245, 997 37 
Average for 25 banks. _. 2, 529, 839. 89 


Mr. Miuer. Such excessive withholding would require filing of 
claims for refund by small taxpayers, many of whom would be 
bewildered by the procedure involved. Under those conditions 
many just claims would not be filed and the Treasury would have 
money to which it would not be entitled. More important, with- 
holding on savings interest and on United States savings bonds would 
tend to discourage such accounts and discourage the purchase of 
savings bonds at a time when it is highly important that saving be 
encouraged to check inflation. 

Under the bill, withholding also would be required with respect to 
dividends in kind although the paying agent would have no money 
to satisfy the tax. As a result, the paying agent would have to 
attempt to secure a ruling as to the value to be attributed to the 
dividend, advise the stockholder as to the amount of tax he would have 
to remit, and secure the remittance before the dividend could be re- 
released. In practice, some stockholders probably would request the 
paying agent to sell enough of the dividend to satisfy the tax and 
to remit the balance. Also, exempt organizations would be required 


86141—51—pt. 2— 





1190 REVENUE ACT OF 1951 


to raise money to pay the tax on such a dividend in kind, although 
the tax would be refundable shortly thereafter. 

The bill also proposes to require payors to file information returns 
under conditions which can be most troublesome and costly to payors 
or their paying agents. 

At the present time no information returns are required to ly 
filed with respect to interest paid on bonds except tax-free covenant 
bonds and registered bonds where the interest exceeds $600 per annum 
Information returns with respect to other types of interest need 
filed only where the interest paid to an individual exceeds $600 pe: 
annum. 

Registered bonds constitute only a small portion of the interest- 
bearing bonds outstanding, so that the work involved in filing such 
returns is small. The tax-free covenant bonds are not a major facto: 
and grow less important each vear. 

Most bonds now outstanding are coupon bonds. Under present 
conditions such coupons come to the payor without any identification 
of the owners whatsoever, and no information returns are required to 
be filed. In actual practice a bond owner will bring his coupon to his 
local bank and request collection. The local bank will forward the 
coupon to its correspondent bank in a larger city. Each correspondent 
will pass on its accumulation of similar coupons to its correspondent 
It is not at all unusual for a coupon to pass through the hands of 
five or six banks before it is presented to the bank which acts as 
paving agent for the obligor. If information returns are to be required 
with respect to payments of interest on coupon bonds, it is obvious 
that the paving agent must be given the necessary information. 
The only possible method is to require an ownership certificate to be 
furnished by the owner to the first bank to whom the coupon is pre- 
sented and to have such certificate accompany the coupon up the 
chain of correspondent banks. 

In practice, it has been found that such ownership certificates are 
often illegible or incomplete. Section 204 (a) requires the filing of 
information returns with respect to interest of $100 or more per 
annum if there is no withholding and on the interest of $300 or more 
per annum if there is withholding. Section 204 (b) further authorizes 
the Commissioner to require information returns as to interest on 
coupon bonds, regardless of amount, if there is no withholding. 

If this information system is to be workable, the statute must giv: 
the paying agent clear protection in refusing to pay a coupon, which 
is a negotiable instrument payable to bearer, because not accompanied 
by a proper ownership certificate. .In no event should the paying 
agent be required to do any more than file the ownership certificat 
with the Commissioner. It should not be required to list all pay 
ments made to the same owner during the year, since that would 
necessitate the creation of a complex accounting system with its 
attendant cost. 

Ownership certificates formerly were required to be filed on 
coupon bonds, but have not been required for about 8 years in thi 
case of residents except with respect to tax-free covenant bonds 
because of the burdens imposed upon payors and the practical impos 
sibility of adequately processing them in the Bureau. There is no 
reason to believe that the Bureau could utilize such certificates any 
more effectively today in view of the enormous volume involved. 
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At the present time banks handle most of the redemptions of 
United States savings bonds. In that connection the redeeming 
bank furnishes full information to the Federal Reserve Bank as 
fiseal agent of the Treasury, and the redeemed bonds themselves 
eventually go to the Treasury. Under those conditions, no further 
duty to report the payment of the increment [interest] should be 
imposed upon the bank which handles the redemption. 

Sir, 1 am trving to hurry through. 

| would like to ask whether it would be permissible for us to file a 
statement in the record on excess-profits taxes and its effect on banks? 

Senator Byrp. It will be included in the record. 

Mr. Miutuer. Thank vou, sir. 

(The document referred to is as follows: ) 


SUPPLEMENTAL STATEMENT OF LEE P. MILLER ON BEHALF OF THE AMERICAN 
BANKERS AssociATION With Respect to Excress-PrRoritrs Tax 


Presently most banks compute their excess-profits tax credit upon the basis of 
invested capital. Under section 437 of the Internal Revenue Code the invested 
capital credit is 12 percent of the first $5,000,000 of invested capital, plus 10 
percent of ¢he invested capital between $5,000,000 and S10,000,000, and 8 percent 
of the invested capital in excess of $10,000,000. If income taxes are imposed at 
the rate of 50 percent, those allowable rates of return will permit a bank to earn 
after taxes 6 percent on the first $5,000,000 of capital, only 5 percent on the next 
$5,000,000 of capital, and only 4 percent on all capital in excess of $10,000,000. 

Banks are required to utilize a part of their earnings to set up adequate reserves. 
If the return on capital is only 4 percent after taxes, the balance is insufficient to 
permit any addition to surplus and the payment of reasonable dividends, which is 
necessary to attract new capital. Such a low rate of return thus will impair the 
ability of banks to meet the increasing credit needs of business both large and 
small and thus will adversely affect the national economy. 

The law now provides a minimum excess-profits tax credit for certain regulated 
industries Which permits them to earn a 6-percent return aft axes. Since banké 
are also regulated by both State and Federal authorities, caielieciicn might well 
be given by Congress so as to provide similar treatment for banks in order that 


they will be better able to take care of the necessary credit needs of our economy 


1 


Mr. Minter. With that permission being granted, I would be glad 
to turn the floor over to Mr. Cooley, who will get you through in time 
for your 12 o’clock appointment. 

Senator Byrp. You made a very clear statement. 

Mir. Mintuter. Thank vou. 

Senator Byrp. Mr. H. H. Cooley, the president of the Virginia 
Bankers Association. 


STATEMENT OF H. H. COOLEY, VICE PRESIDENT AND CASHIER, 
ROUND HILL NATIONAL BANK, ROUND HILL, VA. 


Mr. Cootey. Mr. Chairman and gentlemen, my name is H. H. 
Cooley. I appear before your committee as the chairman of the Fed- 
eral legislative committee of the Virginia Bankers Association. Our 
association has a membership of more than 300 banks, and I appear 
as a Witness to testify in their behalf against the plan as proposed 
the tax bill to withhold 20 percent from interest and dividends at the 
source. 

We fully realize that in times of national emergency, such as the 
present, a. n our Federal expenditures have been greatly increased 
largely because of our military needs, that it is extremely important 
to have our national budget balanced as nearly as possible. We 
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further realize that this calls for increased taxes, and to this we sub- 
scribe so long as the fixing of tax levies and the method of collecting 
them is fair and just. 

It is our opinion and the opinion of bankers generally that the pro- 
posed plan to withhold 20 percent from interest and dividends at the 
source is one of the most far-reaching tax legislation proposals that 
has ever been proposed in the history of our Nation. 

It truly approaches that form of government that we have all bec: 
fighting to prevent in this country. We refer to the confiscation o| 
private property for the enrichment of the State or National Treasury 
This withholding-tax plan, if enacted into law, would reach into the 
pockets and take a tax from millions of children, widows, elder 
people, church organizations from whom no income tax would be due. 

A number of banks, including our own, have made a study of their 
savings accounts and find that at least 70 percent of them belong to 
persons who are not subject to an income tax, and many of them are 
not sufficiently familiar with tax laws to know about making a claim 
for refund; so the Treasury Department would be unjustly enriched. 

The matter of arbitrarily taking a portion of the interest on savings 
accounts and series E bonds, as well as all other Government bonds 
and corporate bonds, thereby making series E bonds payable at 
maturity at the rate of 95 cents on the dollar, does not seem to 
bear out the principles of our American way of life. Especially is this 
true when the bonds were sold with the guaranty to pay them on 
maturity at face value. 

Although I have been speaking primarily of the effect of the 20- 
percent withholding tax on the savings depositors in our banks and 
the holders of Government bonds—and I fully realize that this par- 
ticular provision of the tax bill was deleted by the House Ways and 
Means Committee in its final consideration—lI firmly believe the same 
objections to a withholding tax are true so far as they apply to divi- 
dends and other income. 

We do not believe that a withholding tax on interest and dividends 
at the source is the answer to the claim by the Treasury Department 
that a large amount of revenue is now lost through the failure of 
individuals to report all of their income. Neither do we believe that 
a withholding tax would produce the amount of revenue claimed. 
When you take into consideration what it would cost the Government 
to make the millions of refunds to individuals who would not be sub- 
ject to an income tax, it would undoubtedly necessitate a furthe: 
increase in the number of Federal employees; therefore, the net intak 
from this source could be very small. 

The plan for withholding as proposed by the House Ways and 
Means Committee will cause a great amount of il feeling between 
investors, paying corporations, banks, and others, and it should 
remembered in this connection that a great amount of this work 
would fall on the same banks that now have no “essential” or other- 
wise preferred manpower rating. 

It would also have a tendency to discourage thrift, and the habit! 
of saving which is alre ady at a very low ebb. We are heartily in 
favor of collecting taxes from everyone who owes a tax but the pro- 
posed plan is not practicable and is certainly contrary to the prin- 
ciples of American justice. It would be the only law of which w: 
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have ever heard that imposed a penalty on the innocent in order to 
catch the guilty. 

In conclusion, may we suggest that your committee give serious 
consideration to the matter of fully taxing the business income of all 
presently exempt businesses such as cooperatives and mutual insti- 
tutions such as savings and loan associations, mutual savings banks, 
production credit associations, credit unions, farm cooperatives and 
many other cooperative and mutual associations who now pay no 
Federal income taxes because of the exemption provisions provided 
by Federal law, and this tax exemption deprives the Federal Govern- 
ment of substantial amounts of needed revenue. 

And, we further suggest that a large amount of additional revenue 
in the form of taxes would be produced if the Bureau of Internal 
Revenue would increase their field workers to check more returns. 
Although we are against the general practice of increasing the number 
of Federal employees, we do believe money spent for this purpose 
would pay large dividends. 

We earnestly request your committee to make no provision what- 
soever in the tax bill for the withholding tax on interest and dividends 
at the source. 

Senator Byrp. Thank you very mu¢h, Mr. Cooley. Are there any 
questions? 

Senator Minurkry. I would like to ask the witness whether he 
has made any study of the actual cases as to the increase in the cost 
of operating the bank if this sort of a scheme were made into law? 

Mr. Cootey. If the withholding—— 

Senator MiILuikin. Yes. 

Mr. CooLry. According to the committee’s report, they set it up 
as being very simple. But we, in the banking business, do not believe 
that you can withhold from a customer’s account a certain amount of 
interest without properly reporting to him the amount withheld which 
would entail a great amount of work and expense. 

We have purposely said very little about the amount of work and 
expense involved, but that does enter into it in a very large measure. 
Senator MinuiKkin. It would reflect in your normal bookkeeping? 

Mr. Cootey. Undoubtedly so, sir. 

Senator MiILuikin. In all of the records that pertain to deposits 
they would be reflected in your normal bookkeeping, would they 
not? 

Mr. Cootey. Absolutely, sir. 

Senator MiLuikrin. If you increased the expense of the bank you 
make that good by decreasing the rate of interest on savings or by 
increasing the loan rate to vour borrowers. 

Mr. Cootry. Well, if vou increase the expense of your bank, you 
either are going to have smaller earnings or you are going to have to 
offset it by increasing vour loan rate. 

Senator MILLIKIN. Increase your loan rate or reduce your interest? 
Mr. Cootny. Reducing interest on savings accounts, that is true, 


S] 


Mr. Mriter. May I say that the main part of our problem is one 
of the bank’s difficulties today, and that is—— 

Senator MILuikrn. So, what you are doing also is in effect, imposing 
a tax on the bank or any institution which is affected by these with- 
holding taxes when it does not owe any taxes? 
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Mr. Coouey. Right. 

Senator Mitukin. Is that correct? 

Mr. Cooury. Senator, we lay great stress on the fact that this tay 
would fall upon, as I said, 70 percent of our depositors in the savings 
department, which are small accounts that owe no tax. 

It would have a disastrous effect on the psychology—on the 
chological effect of savings. 

We have instilled into these people from their childhood up— | 
have been in the banking ‘business and country banking 35 years 
and we urge them to start savings accounts for their children so that 
when they go to college they will have a fund. 

If you are going to start arbitrarily taking 20 percent of that child’s 
interest, well, I just do not see how we could explain it to them, and | 
think you would be destroying, as I said, the incentive to save, which 
is already at a very, very low ebb. 

We are destroying the thing that we have been encouraging all thes 
years, and I do not believe we would ever live long enough to live it 
down. 

Senator Minuikin. As I recall your testimony, you said that out of 
a study made in your own bank, a certain percentage of your deposi- 
tors did not owe any income tax. What was that? 

Mr. Coo.ey. I said in the statement that a number of banks—and 
that is the very figure as a whole—70 percent of the depositors in th 
savings department are not subject to a tax. 

In our own bank we made an analysis of the accounts, and I am 
very familiar with it, having been there a great number of years and 

79 percent of the depositors in our savings department would not be 
sabied t to an income tax. 

Senator Miturkin. Did you make a pretty careful study on that 

Mr. Cootry. We thought we did, ves. 

Senator Mintuikin. Can you give me the mechanics whereby vo 
determined that? 

Mr. Coo.try. Well, we went through : and took the accounts 
I sav, having been there so long, I know nearly every family and every 
depositor personally, and I know just ceed who makes income- 
returns and whose income would be sufficient to make them liable fo: 
return. 

I could tell you why that percentage probably runs higher than 
would realize. 

Senator MiLuikin. Is it a relatively small bank? 

Mr. Coorey. It is a small bank. 

Senator Mintiikin. You have close knowledge of your depositors 
and their financial affairs and your borrowers, so that without a lot 
elaborate hocus-pocus you could tell pretty well 

Mr. Coorey. That is right, sir. 

Senator MILLIKIN (continuing). Whether they are subject to 
income tax, is that what vou are telling me? 

Mr. Coo.ey. Yes, sir; that is what I am trying to tell you, su 
Having lived there a great many vears, I know practically every one 0 
them personally. 

Here is another thing that enters into it. A family may have fou! 
or five children and start an account for each one of them of may! 
$50 or $100, and gradually try to get it up when the child goes off to 
school, to get it up to help them along. I have done it myself. 


ps\ 
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That child is not subject to an income tax, and you go in there and 
take a part of their interest; you start them off in the world wrong. 
They say, ““Why, here the Government is taking my interest. What 
kind of a country is this I am living in?”’ 

Senator Byrp. Mr. Cooley is a very accurate man, I can say to the 
committee. He runs a bank in a beautiful little village called Round 
Hill, about 40 miles from here. I would depend on his figures. 

Senator Butter. Mr. Chairman, there are two or three exhibits 
attached to the statement made by Mr. Miller. 

Mr. Miuuer. Yes. 

Senator Butter. We do not need to refer to them in detail, but | 
would like to refer to one of them that was made up covering 25 banks 
in Nebraska, where the total savings as of June 30 last totaled over 
$63,000,000, covering almost 135.000 individual accounts. and now 
that averaged up for the 25 banks a withholding tax of $1.14 per 
customer. 

Mr. Mitzier. That is right, sir. 

Senator Butter. It shows the impractical way in which this thing 
works out. 

Senator Byrp. Mr. Cooley was merely testifying that as a precau- 
tion that should be done, I assume, because it is not in the bill. 

Mr. Mituer. That is right. 

Mr. Cootey. We do not want it in there. 

Mr. Miuuer. Can I file copies of the various bank resolutions? 

Senator Byrp. Yes. 

(The documents referred to are as follows:) 


NortH Daxota ReEsouutTion, May 25 anp 26, 1951 


That the proposal of the Federal Government to withhold taxes on interest 
payment on savings accounts at the source would impose upon the banks of the 
country an unfair, expensive, and heavy burden, both in dollars and man-hours, 
and collection of taxes in this manner is opposed. 


OREGON RESOLUTION, JUNE 12, 1951 


Whereas we are informed that the House Ways and Means Committee in 
Congress has voted to include in a new tax bill a provision for a 20-percent 
withholding tax on dividends and interest; and 

Whereas such withholding tax would apparently apply t: 
deposits and United States savings bonds, regarless of amount; and 

Whereas such withholding tax would tend to discourage savings and thrift and 
would run directly counter to efforts being made to control inflation: and 

Whereas such withholding tax would apply to countless thousands of savin: 
accounts and savings bond redemption transactions on which no tax woul 
otherwise be pavable: Now, therefore, be it 

Resolved, That the Oregon Bankers Association go on record as being unalterably 
opposed to the imposition of any such withholding tax; and be it further 

Resolved, That a copy of this resolution be duly transmitted to the Oregon 
delegation in Congress. 


to interest on bank 


1 


Soutw CAROLINA REsOLUTION, May 19, 1951 


Whereas it is proposed in the revenue bill now under consideration in the Con- 
gress of the United States to impose a withholding tax on dividend and interest 
payments: and 

Whereas such legislation, if enacted, would: 

1. Tend to discourage savings and thrift which are the kev to the future pros- 
perity of this country. This would run directly counter to efforts being made 
to control inflation which includes encouraging people to save through savings 
accounts and purchase of savings bonds. 
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2. Apply to countless thousands of savings accounts and savings bonds r 
demption transactions on which no tax would otherwise be payable. Thus the 
individuals from whom the tax would be withheld would be forced to seek refunds 
of the tax which would place an inequitable burden on these individuals or 
they failed to apply for the refund, would unjustly enrich the Government. 

3. Such refunds would require the employment of a large army of Governme: 
workers to handle the details, the cost of which, it is believed, would to a lar: 
extent offset the estimated $400 million in new taxes which would be collected 
by this method. 

4. Result in considerable additional work for all banking institutions at a ti: 
when operating expenses are increasing and manpower difficulties are being 
experienced: Now, therefore, be it 

Resolved by South Carolina Bankers Association, That it protest to the Congr 
the enactment of such legislation, and that each of its member banks urge up: 
its representatives in Congress the advisability and necessity of defeating 
same for the above-mentioned reasons. 


TENNESSEE RESOLUTION, May 15 Anp 16, 1951 


The Tennessee Bankers Association wishes to go on record as being opposed to 
the deduction of taxes at the source on interest disbursed by banks, on the inter: 
on savings bonds, and dividends of corporations. It is the opinion of the associa- 
tion that the amount of income received from an operation of this character w 
not compensate for the expense involved and that it will burden all banks with a 
complicated and almost impossible operation. It is impossible to compute t 
possibility of the extent of driving savings out of banks and the influence of defeat 
which such a program might have on the sale of savings bonds. 


VERMONT RESOLUTION, JUNE 16, 1951 


Whereas the proposed 20-percent withholding tax on interest and dividends 
paid individuals imposes a levy upon individuals and requires banks to participat: 
in seizing a portion of the interest upon all deposits, including the interest upo: 
meager thrift savings of individauls, without first ascertaining that they ar 
taxable, and thereby deliberately throws upon the individual the burden 
getting back from the Government any unjust levy, and 

Whereas to seize the income of a citizen upon the establishment of the mer 
fact that he has even a small bank deposit or a small holding of United States 
savings bonds discourages saving at the very time when the whole equilibrium 
of the national economy depends upon the encouragement of saving, as an ant 
dote to inflationary spending, and 

Whereas institutions to which the public entrust their savings ought not to | 
required to participate in what may be an unjust seizure of the money of thx 
depositors; 

Be it resolved by the Vermont Bankers Association in convention assembled: 

That such legislation strikes at the very principles of free government, most 
vital to every citizen at all times and especially at a time when we are engag' 
in a struggle to uphold freedom against statism and totalitarian aggression: 

That the damage done to our economy by such legislation would far outdista 
the financial benefits derived therefrom, and 

That this association opposes such legislation on principle and calls upon < 
people and our representatives in Congress to do everything in their power 
prevent its passage. 


VirGINIA RESOLUTION, JUNE 13, 1951 


Whereas the Congress of the United States is considering the enactment of a 
tax law providing that 20 percent of all dividends and interest payable to invest 
and thrifty citizens with savings accounts be withheld and remitted to the Sec: 
tary of the Treasury as a withholding tax to be credited to the taxpayer, a: 

Whereas the enactment of such a law will be inimical to the interests of 
publie generally, especially the small investors and thrifty citizens, and 

Whereas whatever amount of additional taxes may be collected by such wit! 
holding tax the same amount can readily be secured by other means compat 
with sound tax laws, and 

Whereas this association has heretofore endorsed, and hereby renews its endors 
ment of the sale of United States savings bonds, believes that the impositio: 
such a tax will unduly and unnecessarily impede the sale of E bonds and all o! 
investments issued by the Federal Government: Now, therefore, be it 
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Resolved, That this association go on record as opposing the enactment of any 
law providing for the withholding of any amount of interest and dividends which 
may be payable to the citizens of this country on their savings accounts and 
investments, and that a copy of this resolution be forwarded to the Members of 
Congress from the State of Virginia and to such other person or persons as the 
secretary of the association may determine. 


RESOLUTIONS OF THE WISCONSIN BANKERS ASSOCIATION, 1951 


WITHHOLDING TAX PRINCIPLE 


Whereas the withholding-tax principle is the long and perhaps final step toward 
the socialistic state, and 

Whereas the vigorous opposition of Wisconsin banks to the withholding tax 
on savings-bond interest and savings-account interest caused, at least in part, 
the reversal of the Ways and Means Committee so that bank-savings interest is 
is now exempt from the withholding principle, and 

Whereas the withholding principle is equally wrong for all other invested capital 
returns, and 

Whereas the strength of this Nation rests on the responsibility and independ- 
ence of individual citizens who ought to be paid earnings of their own capital and 
in turn to pay their own taxes directly: Now, therefore, be it 

Resolved, That the Wisconsin Bankers Association in convention assembled 
instruct its officers to continue vigorous opposition, directly, and in cooperati 
with other State associations and the American Bankers Association to the 
application to any tax legislation. 


yn 
1 


TAX EQUALITY 


Whereas small banks are now paying a direct Federal income tax of 25 percent 
of their earnings and under the pending revenue bill will pay direct Federal tax 
of 30 percent of their earnings, and 

Whereas larger banks are paying a direct Federal tax of 47 percent of their 
earnings above $25,000 and under the pending revenue bill will pay 52 percent, 
and 

Whereas many banks will pay an excess profits tax of 77 percent of their top 
earnings under the present law and 82 percent under the pending legislation, and 

Whereas our principle competitors for savings money, including savings and 
loan associations, mutual savings banks, credit unions, ete., are completely exempt 
from these confiscatory levels of taxes and pay no Federal tax, and 

Whereas the American Bankers Association which represents us in Federal tax 
matters has the responsibility for and should provide a Federal tax on banks at 
the same rates as similar competitive financial institutions are taxed: Now, 
therefore, be it 

Resolved, That the Wisconsin Bankers Association in convention assembled 
instruet its officers to actively work for tax equality, to cooperate with other 
responsible agencies working for tax equality and respectfully request the American 
Bankers Association to aggressively work for tax equality. 


Senator Byrp. The committee will adjourn until 3 o’clock this 
afternoon, to reconvene in this same room. 


(Whereupon, at 12 noon the committee adjourned to reconvene at 
3 p. m. of the same day.) 


AFTERNOON SESSION 


Senator Horny (presiding). We will be in order, please. 

The members of the Finance Committee presently are engaged 
over on the Senate floor, because they have important amendments 
pending but, since the witnesses are here and since we depend upon 
the record anyway in this matter, I am going to call the witnesses 
and give them a chance to testify so that their statements may go 
into the record, and save them the trouble and inconvenience of 
coming back again tomorrow morning. 

The first witness is Horace Russell. 
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I may say to the witnesses that they may exercise their pleasure 
by reading their statements or putting them all into the record and 
just making supplemental comments as they desire to make. 


STATEMENT OF HORACE RUSSELL, GENERAL COUNSEL, UNITED 
STATES SAVINGS AND LOAN LEAGUE 


Mr. Russe. Senator, if I may, I would like to read this three 
and-a-half-page statement I have here. 

Senator Hory. Go right ahead. 

Mr. Russety. Thank you, sir. 

Mr. Chairman and gentlemen of the committee we have no objec- 
tion to the tax bill H. R. 4473 but make this statement because of the 
requests to you of a minority of our competitors and certain so-called 
tax-equality propagandists. 

It is very well known that the members of the Finance Committe: 
of the Senate and the committee staff and Treasury officials are very 
well acquainted with the situation with which we are dealing. I will, 
therefore, endeavor to confine this statement to what appears to me 
to be the fundamentals of the question. If additional information is 
wanted, I will be glad to supply it. Of course, we all know tha: the 
committe staff is able to supply the committee with accurate and 
complete information on all of the questions raised in this statement. 

The position of the savings and loan business is that it now pro- 
duces more revenue for the Federal Treasury than is produced by 
competing financial institutions, and, therefore, that no additional 
tax should be levied. 

The Federal Internal Revenue Code levies taxes in various ways. In 
the case of savings and loan associations, mutual investment trusts, 
and partnerships, the tax is levied on the owners. In the case of com 
mercial banks and trust companies the tax is levied upon the bank 
after payment of interest—and upon interest in the hands of the savers 
and upon the dividends in the hands of the stockholders. In the ease 
of life insurance there is no tax upon the owner of cash values, but all 
of the tax is upon the company. If this situation is examined, it is 
found that the Federal tax revenue produced by savings and loan asso- 
clations is about $5,000 per million dellars of assets against about 
>3,250 per million of bank assets and less than that of insurance- 
company assets. Savings and loan associations, insurance companies, 
and banks lend their money in direct competition, and therefore re- 
ceive about the same gross earnings upon their loans and their net earn- 
ings on loans are comparable. 

The reason why the Federal revenue produced by savings and loat 
associations exceeds that produced by commercial banks and. trust 
companies is (1) that savings and loan associations employ substan- 
tially all of their capital, and (2) pay out all net earnings semiannual!) 
or annually where it is taxable, whereas banks and trust companics 
carry substantial idle funds and invest somewhat more substantially 
in low-yield Government bonds, have higher expenses, and retain a 
substantial part of net earnings. 

The Government levies only one tax on the interest paid by banks on 
savings exactly as it is with savings and loan associations. It would 
get no tax on the earnings of privately held bank capital on the profits 
banks make on demand deposits and service charges, unless a tax were 
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levied on the bank or the stockholders, or both. Mutual savings and 
loan associations have no private stockholders and pay out all their 
earnings at least annually to their savers where it is subject to full 
taxation. This is doubtless the fundamental reason for the present 
method of levying the tax burden. 

Prior to 1932 savings and lcan associations were exempt and their 
members were exempt on dividends to $300. In 1932 the Congress 
removed the exemption of savings and loan dividends, and ‘n the 
Public Debt Act of 1942, the normal tax exemption which had been 
allowed on Federal savings and loan association dividends, was re- 
moved. For some years, ‘therefore, the members of sav ings and loan 
associations and similar institutions have been subject to full normal 
income tax and surtax upon all earnings of such associations as received 
by the members. 

‘In view of the fact that the average savings and loan account is 
about $1,000 and the average dividend is about $25 per annum, and 
the minimum tax at 20 percent is therefore, $5 per annum, and in view 
of the fact that the Federal income-tax burden is now greater on these 
small savings than the total income-tax burden on the same amount 
of money in banks—against the bank and its savers and its stockhold- 
ers added together—it does not seem reasonable that the Congress 
would increase the present tax burden on savings and loan associations 
and their savers. 

The cost of money: Most savings and loan associations refer to 
their distribution of earnings semiannually or annually as ‘‘dividends”’ 
as the mutual savings banks did originally. However, in both fields 
of business, the average saver considers his saving account a “deposit” 
and calls the earnings “interest.”” In substance, the vield on a saving 
and loan account is interest paid for the money. It is a cost of money 
to the association. Such cost of money is a part of the cost of doing 
business, and indeed is the major cost. We assume that this question 
has been settled and, therefore, leave the question here except we 
refer to the report of the committee staff to the Ways and Means 
Committee m 1950 and 1951 and the report of the Ways and Means 
Committee to the House of Representatives in 1950 and 1951, which 
have recommended that such yield be treated as cost of money whether 
called interest or dividend, as is done in the case of commercial banks 
and trust companies with respect to their savings accounts. 

Retained earnings are loss reserves: The question is raised from time 
to time as to whether savings and loan associations should be taxed 
upon their so-called “retained earnings.”’ If such associations were 
retainmg earnings unduly from the tax stream, there would be some 
basis for this suggestion. The position of the savings and loan business 
is that all their earnings except ‘‘necessary loss reserves”’ are paid out 
periodically, usually semiannually to their members who in turn are 
subject to full normal tax and surtax upon such earnings. We take 
the position that about 15 percent is a reasonable loss reserve. 

It appears that the only question here is whether such “retained 
earnings’? constitute necessary loss reserves or whether such ‘‘retained 
earnings’ are in excess of necessary loss reserves. The Internal 
Revenue Code, section 23 (k) (1), authorizes the deduction of losses 
from current earnings or before payment of income tax an allocation 
to a loss reserve approved by the Commissioner. Federal savings and 
loan associations are subject to Federal law, regulation, examination, 
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and supervision, and are required to build up their loss reseryes to 
10 percent of their total share capital. They 


now have abou; 7 
percent. State savings and loan associations are Subject to sta; 


aw, regulations. examinations, and supervision, and the insured in 
Stitutions are also subject to Federal regulation, examination, 

supervision, and they are required to allocate from earnings aft, 

expense and before dividends funds to loss reserves in varying amoun |< 
up to 5 percent, 10 percent, and even 20 Percent of share capital op 
assets, heir present retention amount. to about 7 Percent of shap, 
capital, J] might point out that percentage has not materially change 
in the past 10 years, that is, these institutions during the past 10 
years have not changed their course of business and continue mere], 
to withhold a reasonable loss reserve. Both Federal and Stat 
Supervisors have been very insistent in recent years upon greater 
allocation to loss reserves before dividends. Fimally in this connection 
it is pointed out that it is the legal duty of these mutual institutions 
to pay out all “net earnings,” T 1ey have no legal right to reta 
earnings not Tesaonably required for loss 
Their members have the right 









and 























In 
or contingent resepye« 


to compel the payment of all “yo; 
earnings”’ after reasonable loss reserves, 


t has always been Customary in Fe 
for losses for bad debts to be deducted from current income or for an 
allocation to a loss reserve before payment of income tax. See Inter- 
nal Revenue Code, section 22 (kK) (1). It is in the interest of the whole 
economy, as well as a particular stoup of savings instit utions and their 

Savers, to permit the accumulation of a reasonable loss reserye befor 
the event, in order to avoid losses to the Federal Savings and Loan 
Insurance Corporation, loss of Federal] revenue, and chaos at the bort- 
tom of a depression. 

The published Statements of the Home Owners’ Loan Corporation. 

a Government corporation, indicate that the original Mortgagees 
took a write-down and loss of 7 Percent and that it took an additional! 
loss of approximately 10 percent or a total of 17 Percent on a §° 

billion portfolio. Dr. John Lintner of Harvard University in his book 
Mutual Savings Banks and the Savings and Mortgage Market. page 
304, says that the Massachusetts savings banks for the period 19:3) 
through 1945 took losses on their mortgage portfolio which average 
16 percent of the portfolio at the beginning of the Period. There are 
other studies Which indicate that in a depression Period morteace 
losses may be 15 percent or higher. These facts are substantia! 
evidence that our “retained earnings”’ Presently about 7 Percent ar 

hot net earnings but are bona fide loss reserves. Indeed it appears 
that if we were paying out more we would be paying out a Part of the 
capital and that in substance is exactly the Position that our super- 
visors from time to time take when associations Pay too much for 
savings and allocate too little to loss reserves 

t is significant. and casts light upon the necessity for a loss reserve, 
that the United States: of America, in addition to initial, appraisal! 
and other charges, makes an annual charge at the rate of one-half of | 
percent per annum on contractual unpaid balances and is authorized 
by Congress to charge | percent—of FHA insured mortgages, which 
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extend up to 20 years and 25 years, to provide a similar loss reserve 
against such mortgages. It should be pointed out in this connection 
that if one institution insured all its mortgages, it could deduct said 
mortgage insurance premium before determination of net income, and 
would be compelled to provide other loss reserves for the losses which 
it may take on FHA loans, such as foreclosure cost and rehabilitation. 
and for other contingencies, [f looks as though it follows that a sim- 
ilar institution not insuring its mortgages would be entitled to deduct 
similar loss reserves before arrival at het income, 

In spite of the fact: that we pay out all of our net earnings at least 
annually into the tax stream and produce Federal tax revenue greater 
than the commercia] banks and certain other financial] competitors, 
Wwe regret that a few of our competitors and certain propagandists have 
urged the Ways and Means Committee and the Senate Finance Com. 
mittee to levy additional taxes upon this type of savings, and have 
complained at our effective and successful savings and home owner- 
ship advertising and the improvement in our office quarters as a 
ground for restricting our savings and home Ownership program by 
additional Federal] income taxation in excess of the tax burden levied 
on other types of finance, 

We believe that they misunderstand the situation. After all, the 
present bill as it passed the House will increase our tax burden 12% per- 
cent as it increases the tax burden on other taxpayers. We try to 
give you the fundamentals of our situation taxwise. and will supply 
additional information if you desire it, We very much appreciate 
the consideration the Ways and Means Committee has given to this 
question and the time and consideration the Finance Committee of 
the Senate is giving to it. 

Our position is then (1) that the Federa] iIncome-tax burden on the 
savings and loan business is NOW greater than that on the commercia] 
banking and trust company business, and. therefore, that the tax 
burden should not be increased; (2) that our cost of money, whether 
called interest or dividend, iS similar to the cost of 


money tO COoMmmer- 
cial banks in sa Vings accounts 


and is, therefore, a part of our Overhead 
expense and should be recognized as such: and (9) that the only 
earnings retained or retainable by mutual savings and loan associa- 
tions are “hecessary loss reserves” which are retainable by all cor- 
porations before payment of tax; and (4) finally such associations 
ire organized and operated both Federal] and State under the strictest 
kind of law. regulation, public examination, and supervision which 
should give the Congress assurance that these things are true. 

Mr. Chairman, if there are any questions, I wil] }y 
answer them, 

Senator Hory. That is all right, Mr. Russell. They have been 
covered very fully, and we thank you for your appearance. 

r. Russeun. May I put a Statement by Mr. Morton Bodfish iy 

the record, showing the study with respect 

S-nator Hogy. Yes, 

Mr. Russext. Thank you very much, 

(The document referred to is as follows:) 


‘glad to try to 


i 
to this question? 
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SAVINGS AND LOAN AssoOcIATIONS AND Cooperative Banks: THEIR Fepera) 
Tax Status ! 


(By Morton Bodfish) 
FOREWORD 


For some time, there has been an increasing amount of provocative comme: 
with regard to the Federal tax status of savings and loan associations and coopera 
tive banks. The substance of some of these comments has been that, as a resu 
of this tax status, the savings and loan association today enjoys a ‘‘competit 
edge’’ over the savings department of commercial banks. 

In any discussion tinged with the air of competition, there is apt to be more heat 
than light. It is a matter of regret that some misstatements of fact have bi 
issued in connection with this discussion. A major inaccuracy frequently 
peated has been that the savings and loan association and cooperative | 
business today does not bear any burden of taxation. 

The purpose of this booklet, with no feeling of rancour, is to examine the finance 
structure of both savings and loan associations and commercial banks, a 
determine the points of difference that have led to traditional congressio 
designation of a separate tax status for each. It will show also where and | 
savings and loan associations now contribute to the tax revenues of the U 
States. 


Morton Bopris 
Aprit 1951. 


Savings and loan associations and cooperative banks for decades have bee: 
fostered and encouraged in their growth by the United States Congress becau 
their fundamental purpose is to serve two highly important social objectives 
first, to offer a real incentive for thrift on the part of smal! savers and—second 
provide credit for small home ownership. The entire operation of these organ 
tions is devoted to these objectives. 

Men in all walks of life, public and private, have always agreed that carry 
out the dual objectives of savings and loan associations and cooperative ban! 
constitutes a highly worth-while public service regarded basically as a ci) 
activity. Because of their objectives and since—by their mutual charaecter—th 
operate solely for the welfare of all who participate in them, these institutions ha 
always properly been regarded by the Congress as basically different from thos 
money-making corporations whose measure of success is ever-inereasing divids 
and higher market prices for their securities rather than expanded commur 
service. 


SERVICE TO THE COMMUNITY 


Savings and loan associations and cooperative banks are organized solel\ 
note thrift and home ownership. 
With few exceptions there are no funds in these institutions except those ] 
bv the member savers. Savings accounts in most of these institu 

typically amount to from $500 to $600 and usually represent all of the ae 
holders’ savings for emergencies, for the edueation of their children, for fan 
burial expenses, and for their backlog of family security. Some 11,000,000 p 
currently have savings accounts in these institutions which are located i 
State of the Union and in most cities with a population of 10,000 or more and 
many cities of smaller size. The average association is owned by about 2,000 
individuals whose savings funds in the institution are loaned to about 600 ho 
owner-borrowers in the immediate vicinity. It requires the average savings fu 
of three to four people to equal the loan requirements of one typical home ow: 
borrow‘ r 

Savers’ funds in savings and loan associations and cooperative banks are invest 
primarily in first-mortgage loans on residential property. Law and good busi 
practice require certain percentages to be held in cash and Government bonds 
liquidity purposes but the remainder of their funds is available for lendin: 
homeowners. Savings and loan associations devised and pioneered the hor 
mortgage loan repaid in rentlike monthly installments and have always bee! 
place where a family of modest income could get a long-term amortized loan WW 
80 percent of the purchase price or construction cost of a home. From 
through 1950 savings and loan associations financed home ownership for mors 


Prepared by the Unitee t vings and Loan League for the information of its member savin 


itions and cooperative banks 
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4,000,000 families. More than 665,000 veterans of World War II were able with 
their help to buy homes with GI loans at interest rates of only 4 percent through 
the years 1945 to 1950. 

The fact that some commercial banks and individually operated private com- 
panies make home mortgage loans when it is to their advantage to do so should not 
in the least obscure the special purpose of these savings and loan associations in 
the community services they render. At the end of June in 1950, commercial 
banks had only 5.2 percent of their total assets invested in mortgage loans on 
homes and small residential property whereas savings and loan associations and 
cooperative banks devoted 80.6 percent of their assets to this purpose. 


COOPERATIVE CHARACTER OF SAVINGS AND LOAN ASSOCIATIONS 


What happens to the income which the association receives from the intere 


mortgages and Government bonds? It is divided in just three wavs First 


used to pay the expenses of operating the institution. Second, it is used to set up 
valuation reserves to absorb the losses which inevitably occur aking long-term, 
high-percentage mortgage loans. ‘Third, the remainder, every cet f it, is distri- 
buted on a pro rata basis to its member savers \ll earnings paid to savers ar 

fully taxable as income. Since loss reserves are an expense and are recognized as 


such in every business for accounting and tax purposes, this description of what 


happens to the income could be simplified to Just two items—expenses and d 
tributed earnings. There is no other income, no other payment, no other retenti: 

In order to encourage thrift, the operating plan of these mutual savings 
tions was devised to provide a maximum return to small savers since the institu 
was organized and operates to pay out all of the earnings of the institution to the 
savers. They currently pay from 2 to 3 percent and in a few instances more, 
depending upon earnings, to the savings account holders who own the institutions. 

On the other hand, a bank operates for the profit of a few stockholders who owt 
the bank rather than the depositors who provide the bank with the money it lends 
Its operating efficiency is measured by the amount of net profit which acerues to 
the benefit of the stockholders, and profits are increased by paying as low a return 
as possible to the savings depositors. Thus, the saver in a say 
tion usually receives two to three times as much as he would re 
were placed in a savings account tn a commercial bank 

The 1,850,000 stockholders of insured commercial banks. owt 


valued at $3.4 billion, received $354,144,000 in dividends in 1949. ( 
600,000 savings depositors of the $36 billion in their keeping, the same bank 
vear paid $328,010,000 interest. In other words, less than 2,000,000 hol 
bank stock received more investment income than the savings deposit 
outnumbered them 15 to 1. Since there is no small group of | 
in mutual savings and loan associations, all current earning 
11,000,000 savers. (See chart I on Dp. 6. 

This is a clear-cut illustration of the major difference betwee 
and loan associations. As mutual institutions, savings and 
distribute all income (after expenses and necessary valuation r 
to all savings account holders who are the owners of the associat 
trary, as a corporate operation, the profits of banks are distributed 
number of stockholders. To put it another way, while the 
account holder is the primary purpose of the managers of these 


+; 


tive organizations, it must be a secondary purpose of the managers of banks wl 


assoel- 


first obligation is to their stockholders. Beeause of this key difference between a 
maximum distribution of earnings to savers in a savings and loan association and 
a minimum distribution to the savings depositors in banks, savil and loan asso- 
ciations properly have not been regarded as the same type of institutions as banks 
and as a result have had a different tax status. 

To illustrate further the difference between a mutual or cooperative financial 
institution and an ordinary corporation, there is reproduced a typical financial 
statement of a commercial bank showing its assets and liabilities and a tv; 
financial statement of a savings and loan association s| 
liabilities. Note that the savers are the real owners of th 
association, while a few stockholders and not the savers or deposit 

Commercial banks derive their money from three sources 

1. The checking or commercial depositors to whom banks pay 
2. The savings depositors to whom banks pay only a low rate 
In 1949 the interest payments averaged less than 1 perce! 
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Typical statements of condition: A $10,000,000 commercial bank and a savings ani 
loan association of same size 


Savings 
and loa 
associat 


| Commercial 
bank 


Assets: | 
Government bonds : , 239, 000 | 
et ee wnt dealt eile eer te hth ek a ait Cae 642, 000 
‘ash and balance with other banks __ ae ee oe sara iwi 2, 268, 000 
aaa scounts siikisietmataidhecnuie mcitetets a x 2, 037, 000 
Home mortgage loans pncnles ; spac eamin cnn d a sceetins: a eons 467, 000 
SPR COE GUUROO BONNIE oo oc ociivccomancscce cliieeenaataen 7 268, 000 
All other assets_.---- haaneapars ‘guiels zeae j tees 79, 000 


Total__...-. —— 10, 000, 000 


Liabilities: 
Commercial deposits . - - pA ialette wee er eri. : 
Savings accounts ieee —- ION seal s 2 2, 369, 000 , 5R2 
Borrowed money Sl an ee aa oe . : “ Seema 34 
All other liabilities aka aad toate ; ; : 84, 000 334 
Reserves for losses, surplus, e ste inapikic lad ‘ ae his ag 476, 000 7 
Proprietary stock wigan ealgtan eg 5 219, 000 


Se Eines bets oimassalitan bi edhe Ste ES 10, 000, 000 10, 000. OK 


1 Owned by 1,500 people. 

2 Owned by 1,825 people. 

3 Owned by 6,600 people. 

4 Chiefly “‘loans in process’”’ representing liability for funds promised borrowers building new homes. 
§ Owned by 120 people. 


Source: Based upon data for insured commercial banks, Annual Report (1949) of the Federal Dep 
Insurance Corporation, pp. 164-165, and data for members of the Federal Home Loan Bank Syst 
Annual Report (1949) of the Home Loan Bank Board covering association members of the Bank Syst 
pp. 48 and 49. In these hypothetical institutions the percentage distribution of assets is the sam: 
the total of all insured banks and all association members of the Bank System as of December 31, 1951 


3. The owners of the underlying capital stock to whom all profits of th: 
bank accrue in the form of dividends or appreciation of the book value of 
their investment. 

There is no profit-making or capital appreciation ownership stock in a mutu 
savings and loan association. The member savers own the institution. They 
share in its profits in simple and direct re lation to the amount of money th 
have invested in the enterprise. They also participate in any losses whi 
cannot be absorbed by the loss reserves built up from earnings. Distributi 
of earnings to savers in all associations in 1949 averaged more than 2'4 percent 

How the distribution of earnings in a mutual financial institution differs fr 
the distribution in a typical corporate enterprise is illustrated by the comparis 
below of a typical bank having $10,000,000 in assets with a typical savings a: 
loan association having the same amount of assets. Note that all the earni: 
of the association are paid to the savers, where they become taxable incom: 
the hands of individuals; in the case of the bank, stockholders hold back 
themselves as dividends and capital appreciation two and one-half times as mu 
as they pay their savings depositors. 


Distribution of earnings to savers and stockholders 


Savings and loan association or cooperative bank: To 11,000,000 savers 
Commercial bank: 

To 1,850,000 bank stoe k owners 

To 27,600,000 bank s 
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Income statements: Typical $10,000,000 commercial bank and a savings and loan 
association of same size 


Commercial bank Savings and loan 
association 

| Income | 
account 


Taxes Taxes 
received by _ aed received by 
nm : AU I r ” 
lreasury Treasury 





Total income. -- eet 
This income is paid out as follows: 
To meet operating expenses : ; | 129, 000 ; 123, 000 
To meet losses and necessary transfers to | 
reserves for future losses 3 11, 000 96, 000 
Payments to holders of savings accounts 22, 000 202, 000 1 $40, 400 
(Rate of payments on savings accounts) 29 29 3 


«0 


238, 000 |. $421, 000 


This leaves net income of : : 76, 000 
This net income is distributed as follows: | 
Federal income taxes (based as in any corpora- 
tion on net income remaining after expenses, 
transfers to reserves and payments to savers) 20, 000 20, 000 
Dividends to stockholders 24. 000 14 800 
(Rate of dividends) | 210.9 | 
Transfers to surplus accruing to benefit of 
stockholders ; 32, 000 
(Transfers to surplus as percent of capital 


stock) __- 214.6 


1 As interest or dividends are received by individuals, they are taxed on that income. Estimates of 
personal income taxes paid on these earnings as they enter the ‘‘tax stream” are based on 20 percent, the 
jowest income tax bracket. Note that the earnings of the savings and loan as 
the hands of the savers. 

2 Percent. 


sociation are fully taxed in 


Source: Same as preceding table. The percentage distribution of gross income in these hypothetical 
institutions is the same as for all insured banks and all association members of the Federal Home Loan 
Bank System for the year 1949. 


EARNINGS ALREADY IN THE TAX STREAM 


Just as the savings depositor in the commercial bank pays a Federal income tax 
on the interest income he receives from the bank, and the capital stockholder of 
a corporation on the dividends he receives on his capital stock, so does the saver 
in a Savings and loan association or cooperative bank pay taxes on the return he 
receives on his money entrusted to an association. There is a constant flow of 
all of the earnings of a mutual financial institution into the tax stream where they 
are fully taxed as earnings received by individuals in accordance with their indi- 
vidual capacity to pay. There are no earnings of the mutual institution retained 
in the organization to be taxed. 

Secretary of the Treasury John Snyder, testifying before the House committee 
said the whole question of the earnings of cooperative institutions, when declared 
in reference to their earnings, ‘‘The tax is paid by the members * * * that 
is an equitable distribution.”” That money is already in the tax stream. 


LOSS OR VALUATION RESERVES 


Questions sometimes arise concerning the allocation of funds to valuation 
reserves of savings and loan associations, indicating that this aspect of the savings 
and loan business is not clearly understood. 

Specifically, the question is raised as to whether reserves are too large. It is 
difficult to understand why such questions arise in light of the fact that minimum 
reserves are required by law and the reserves of the savings and loan business are 
under the constant scrutiny of Federal and State supervisory authorities. 

In accordance with Federal and State laws and regulations, the savings and 
loan business must make periodic allocations to loss reserves. Commercial banks, 
trust companies, and life insurance companies are likewise required to maintain 
valuation reserves, and such appropriations to reserves are a lawful deduction 
before taxes. 

Such reserve allocations are required because it is a known fact that losses can 
and do occur, and that they should be borne by all individuals whose money has 
been saved in the institution over a period of time. Otherwise, those fortunate 
enough to have their money in the institution during ‘good times” would receive 


86141—51—-pt. 256 
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an unusually high return, whereas, those whose money was invested during “had 
times’? would actually suffer a capital loss. The building up of loss reserve: 
simply a device to ‘‘average out’’ the losses taken and earnings paid to the say: 
owners through good times and bad. 

In an expanding economy, when people add to their savings funds, this v« 
growth impos es extra deme ands on that portion of the gross earnings of the savi 
institutions earmarked for reserves. The reserve fund must receive not only 
regular periodic addition, but the growth of the savings in the institution must | 
reflected in a corresponding growth of the reserves to maintain a proper bala 
percentagewlse. 

These funds constitute a safeguard for the assets, in part orin whole. If ata 
time the value of any or all the assets for any reason is impaired, the reserves 
required to offset the impairment. 

The law as it pertains to the valuation or loss reserves of savings and 
associations and cooper rative banks forbids the investment of these funds in ot 
ente rprises 

No one can competently pre dict the vagaries of the real estate eyecle. As i: 
attempts at prediction, experience is the best guide. The point is well establis} 
in a book by Dr. John Lintner, of Harvard University’s Graduate Schoo 
Business, entitled, ‘*‘ Mutual Savings Banks in the Savings and Mortgage Market 
Discussing the loss experience in the mortgage market, Dr. Lintner notes that 
mutual savings banks of Massachusetts in the period from 1931 to 1945 forecl s 
mortgages aggregating $562,000,000, equivalent to 44.5 percent of the mortg 
held by them at the beginning of that period, and lost 27.2 percent on the tor 
principal amount foreclosed. That was a loss of 17 percent on the average mort 
gage portfolio outstanding during the period. 

Originally, savings and loan associations paid out all earnings every vear 
They were, as a matter of fact, paying out more than their real earnings, sinc: 
interest received on a loan is not fully earned until the loan is completely paid off 
The folly of this—of not retaining reasonable reserves—was clearly shown dur 
the depression vears. 

rhe sudden and substantial losses which associations may be called upo: 
meet are seen in the fact that losses sustained “3 the 2 vears of 1931 and 1! 
amounted to more than those of the entire decade of the 1920's An analvsis 
losses and reserves covering a large cross section of the savings and loan bi isi 
during the decade of the 1930’s shows that the losses sustained by associat 
from 1930 through 1936 equaled the total of all of their reserves accumulat 
throughout the years up to the depression. 

In building reserves for future losses savings and loan associations must fol 
radically different course from that of other commercial enterprises where los 
are known from vear to year. Most business organizations extend credit 
from 30 days a 18 months only—relatively short periods. Consequently, lo 
on loans can be determined accurately by these organizations from vear to ve: 
But savings and loan associations, handling loans for periods of from 15 to 

ears, are wholly at the mercy of the severe real estate evcles. To be prot: 
from the hazards of the unforeseeable future, they must build up reserves ov 
20-to-30-vear period to absorb those losses which occur in a 2-to-3 vear depress 
per od, 

Remembering the bitter lesson of past depressions, particularly the 
depression of the 1930’s, Federal and State supervisory authorities have repeaté 
urged, in recent prosperous years, @ more rapid and more adequate accumulat 
of reserves. They have sponsored legislation to that end. 

The Annual Report of the Home Loan Bank Board for 1949 shows the aggr 
gate total of valuation or loss reserves (variations of the term are sometimes 
of member institutions to be 7.3 percent of assets. While this ratio is sli: 
above that of 3 or 4 years ago, it is actually less than the percentages of 1942 4 
1943. The Federal associations are required to build to 10 percent, with accu 
lation of additional reserves expressly authorized. New Jersey sets the reserv' 
minimum at 15 percent and the maximum at 20 percent. 

Most supervisory authorities agree that valuation reserves should be built up | 
from 10 percent to 15 percent of assets although there is no truly workable crite1 
for adequate reserves. State laws differ, mortgage loans are more safely mad 
some cities than in others, and the reserves needed in a depression depend upon t! 
severity of that depression in each community. It is fallacious even to trv t 
maximums or reasonable goals. When a particular association reaches what 
management considers an adequate loss reserve position to protect its saver 
funds, it ceases to make additional allocations since there is no conceiva!l 
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incentive in any institution to build excessive reserves. There is no appreciation 
of the savers’ investment through capital gain such as results from the retention 
of earnings in the surplus account by an ordinary corporation or a commercial! 
bank. 

METHODS OF TAXING VARIOUS TYPES OF ENTERPRISES 


The thought that mutual financial institutions like savings and loan associations 
and cooperative banks have a ‘‘preferred”’ tax treatment probably 
fundamental error of attempting to compare them with other totally different 
tvpes of business organizations. 

The Federal Government has chosen to levy taxes in different ways on different 
classes of business enterprises. The purposes of the differing formulas devised by 
the Congress are to achieve an equitable distribution of the total tax burden 
to further the broad social and economic objectives of each type of 

This is how the Federal Government derives revenu 
types of business enterprises: 

1) Partnerships: There are hundreds of thousands of business firms in the 
United States which are owned in partnership. These may be owned and 
ated by professional men or businessmen pooling their knowledge, know-how, 
capital. These partnerships are not taxed as concerns. From the gross earnings 
of the firms are deducted all costs of operation and charge-offs for potential bad 
debts. All remaining net profit is payable to the partners, who individually pay 
income taxes on this income. 

2) Commercial banks: Here the Government has chosen a tax formula which 
levies a tax against the bank as a corporation and the stockholders and customers 
as individuals. From the earnings on its investments are deducted out-of-pocket 
operating expenses. The bank does not pay a tax on the return paid to its 
saver-customers. 

Banks are required to charge off current losses and build up valuation reserves 
for future losses. These, too, are deductions from income before payment of taxes. 

After the afore-mentioned deductions, this type of corporation, as an ‘‘artificial 
person,” is taxed on its income. Then, after taxes are allowed for, the profits are 
distributed among corporate stockholders or are retained as 
hances the value of the corporate stock. 

3) Mutual financial institutions: These include savings and loan associations, 
cooperative banks, mutual savings banks, credit unions, and national farm loan 
associations. The tax formula applied to these types of financial institutior : 
similar to that applied to partnerships, which, as cooperative organizat 
basically resemble. Savings and loan associations, credit 
avinegs banks are organized to attract savings from individ 

effect, part owners of the business. 

Operating expenses are deducted from the income received from 
ments. The mortgage loan investments of savings and loan assov 
made on a long-term basis, entailing risks unknownein the present 
be met in the future; thus a portion of the gross income is also 
ip a Valuation reserve to meet the losses of the future to assure t 
of the savers’ funds. 

\fter providing for operating expenses and the allocation 
valuation or loss reserve the entire income is distributed among 
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of the enterprise. This income is then fully taxable in their har 


SUMMARY 


Briefly, the foregoing may be summarized as follows: 
1. Savings and loan associations and cooperative bar 
been fostered and encouraged in their growth by the Cong 
restrict their activities to the promotion of individual thrift 


of small-home ownérship. 


2. Savings and loan associations—like tredit unions, 


banks, national farm loan associations, and other mutual and 
organizations—are organized not for the profit of a few stockholders but for 
the mutual benefit of all who. participate in their operation ar 
communities. 


COODeCTALIN 


( 
i 


3. Savings and loan associations and cooperative banks, after prov 
for necessary loss reserves, pay out all their earnings and these e: 


are fully taxed as the income of individuals. They differ from 
owned capital stock companies in that they have no retained incor 
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In view of these facts, it is evident that savings and loan associations’ incon 
is at present fully taxed, and that there is nothing in the structure or operation 
of these institutions that in the least warrants the imposition of any further 
taxes upon their operation. The imposition of unfair new tax legislation on this 
business, as has been advocated by some small special interest groups, wo 
only serve to reduce the reward these mutual institutions pay for thrift a 
increase the cost of home ownership in the United States. 

Senator Horny. Mr. Samuel J. Foosaner? Mr. Foosaner, you may 
give your name and your connection to the reporter. 


STATEMENT OF SAMUEL J. FOOSANER, TAX ATTORNEY, NEWARK, 
N. J. 


Mr. Foosanrer. Mr. Chairman, my name is Samuel J. Foosaner. 
I am a practicing attorney, specializing in Federal tax law. Having 
previously appeared before this esteemed committee, and having had 
the privilege of cooperating with it with respect to earlier tax legisla- 
tion, I know of the open mind with which it scrutinizes new tax 
proposals. 

Senator Hory. Mr. Foosaner, I may say to you that you may 
exercise your pleasure with reference to whether you wish to read at 
all. Since the committee is not here, we are going to print it in the 
record, print the entire statement, and you can either read it all or 
make a brief summary, and the full statement will go in the record so 
that all members of the committee will have an opportunity to read 
it, just as you prefer. 

Mr. Foosanrer. I would like to devote about 10 or 12 minutes with 
reference to the statement. 

Senator Horny. All right. 

Mr. Foosaner. I do not come before you in behalf of any client or 
group, or any segment of our taxpayers, but, rather, in the interest of 
the American taxpayers as a whole. In this light, I respectfully urge 
that you reject those proposals in H. R. 4473 which would increase 
individual-income, corporation, and excise taxes at this time. Sub- 
stitutionarily, | humbly submit certain alternative suggestions. 

The House bill H. R. 4473 seeks, in one fell swoop, to increase tli 
collection of taxes from the American people by an amount which far 
exceeds any sum ever encompassed in a single bill in our entire history 
It does this, notwithstanding the back-breaking tax burden already 
prevailing. It does this in spite of the fact that the American tax- 
payer, as yet, has neither felt the impact nor had time to comprehend 
the full severity of the two 1950 Revenue Acts. And, as if all this is 
not enough, as if the Government has detected that the American 
taxpayer may still have some breath left in his body which it fee!s 
should be choked out, further proposals are already in the making 
Even before Congress can act on the unprecedented demands before 
it, the Secretary of the Treasury is panting down its back and velie- 
mently insisting that taxes*must be increased 3 billions more. 

Greatly increased individual and corporation taxes are advocat: 
to counter further inflation. But would they have this result?  Ex- 
perience proves to the contrary. Tax away the individual profits of 
the businessman, be he a sole proprietor or a partner, and what hap- 
pens? He finds new ways for keeping those profits down. He secks 
out new business expenditures or undertakes those which could other- 
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wise be deferred. He spends to get deductions where he would not 
otherwise spend, and thus he feeds the fires of inflation. 

What is true of the individual taxpayer in higher brackets is even 
more pronounced with corporations. In periods of exceedingly high 
taxation, they are primarily motivated into undertaking many 
business expenditures by the knowledge that the net cost to them 
will only be a fraction of the dollar. Our experience in the last war 
period proved this beyond a doubt. There wasn’t a corporation in 
the country in the excess-profits tax bracket which a, not spend 
money which it would not have otherwise spent, except for the fact 
that it was putting out 14)-cent dollars. 

No more convincing proof of the above argument can be offered 
than the information “presented to this committee by the Secretary 
of the Treasury himself. When he appeared before you on June 28, 
1951, he presented a very interesting table, table 13, along with his 
statement. Reference to that table shows that corporation profits 
averaged a new high of $34 billion a year for the period 1948 through 
1950. But this is not the whole story. 

The Secretary’s table shows that corporate profits in 1945, a war 
year, amounted to only 19.7 percent before taxes. During this vear, 
it will be recalled, the 95-percent exe ess-profits-tax law was in effect. 
With the repeal of this law, corporate profits, oe taxes, jumped 
to 23.5 percent in 1946; 30.5 5 percent in 1947, and 33.9 percent in 
1948. Thus, it is quite apparent that the percentage of corporate 
profits, before taxes, are unquestionably controlled by the rates of 
taxation to which those profits are to be subjected. When the rates 
are lower, percentagewise, higher profits before taxes will be earned. 
When taxes are high, percentagewise, the profits earned before taxes 
are kept down. This is accomplished through the simple device of 
undertaking more expenditures and establishing increased deductions 
for Federal income-tax purposes. 

Increased corporation taxes are passed on to the consumer. This 
raises the cost of living, which is just another way of saying the dollar 
becomes worth less. That this is so is shown by the Government 
report of last week that food prices alone rose 12 percent in the last 
year. Consider this augmented living cost with the proposal to in- 
crease all individual-income taxes by a flat 124% percent across the 
board, and it becomes immediately obvious that new wage demands 
must logically follow. Thus the vicious cycle is on again. 

Price and wage controls can help supply the answer. But price and 
wage controls cannot cure the havoc that can be wrought by excessive 
taxation. ‘“Cheap”’ dollars are spent fast. 

Increased taxes are recommended on the theory that our taxpayers 
will have enough income to pay them. But is it a sure assupmption? 
Contrarily, is it not reasonable to conclude that further taxes in the 
amounts sought may go a long way toward obliterating such incentive 
as yet remains. Ours is a free-enterprise system. Supporting such a 
system is the underlying opportunity to earn profits, to grow and 
prosper. Deny those of our taxpayers who supply the employment 
for others the right to keep a fair share of those profits and you destroy 
the will to achieve. Continue to saddle these taxpayers with restric- 
— along with the increasing production and management responsi- 
bilities which they are compe ‘lle d to shoulder, and your further dis- 
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courage the desire for men to say in business, not during our emergency 
period but over the long pull. 

All too many of our taxpayers have already adopted the philosop), 
of “It’s later than you think,’ They ask: ‘‘What’s the point in 
expanding my business? If I earn more money, I'll pay it out jn 
taxes. I’d rather produce less and not work as hard. It might }y 
better if I planned to retire as soon as conditions will permit and spend 
more time playing golf and fishing.”’ This fast-growing attitude on 
the part of those who make the wheels of industry turn is dangerous to 
the continuing strength of our Nation. The businessmen of America 
constitute the backbone of our economy. For the very preservation 
of our democracy, nothing must be permitted to occur which mich 
break that backbone. 

The American taxpayers have reached the point where they may 
properly inquire: “In what direction are we headed?” They have 
every right to insist upon our Federal budget being restudied with a 
view to decreasing it wherever possible. Congress must take the lead 
in minimizing waste, inefficiency, and nonessential spending. 

The Federal budget can be pared, and should be pared. Four of the 
most eminent men in our Government, members of this honorab| 
committee, have shown the way. Senator Taft has made specific 
recommendations for tax economies. Senator Byrd has indicated 
where in excess of $9 billion could be cut from the Federal budget 
Senator Martin has convincingly urged the elimination of duplicated 
and triplicated Government activities on the Federal, State, and loca! 
levels. Your own illustrious chairman, Senator George, has made on 
constructive proposal after another, all of which have been blissfull) 
ignored. 


Tax credits: Our minimum Federal needs for the fiscal year ending 
June 30, 1952,must be ascertained in light of a pared budget. Once, 
this is done, with due consideration being given to a longer-rang 
tax program, Congress can then decide just how much additional reve- 
nue will be required for the current fiscal year. Instead of imposing 
new individual, corporation, and excise taxes, however, levies can 


os 


be made on a non-interest-bearing ‘‘tax credit’’ basis. 

Such additional sums as taxpayers are required to pay under any 
new enactment should be credited to their respective accounts 

The full amount of such credits should then be usable by them in an) 
taxable vear, beginning after December 31, 1953, against any Federa! 
income, estate, or gift taxes which they may owe during the ensuing 
10-year period. ‘Thus, assume Congress decided to increase corporate- 
income taxes by 5 percentage points, it could impose this additional! 
amount, not as a further tax but rather as a sum payable by a corpora 
tion, to be credited to tax payments of that corporation, or its succes- 
sor, limited, however, to tax liabilities for 10 taxable years afte! 
December 31, 1953. 

The “tax credit”’ plan would enable the Treasury to collect the addi- 
tional income it required. At the same time, inflationary: spending 
would be curbed. 

Since tax rates themselves would not be increased, taxpayers would 
be less inclined to undertake expenditures not otherwise contemplated. 
They would be spending their own money, and this makes a difference. 
Moreover, surplus sums of taxpayers would be drawn off by the Govy- 
ernment. 
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The ‘‘tax credit’ plan is not offered as a substitute for future taxa- 
tion. Rather, it is proposed with a view to meeting additional cur- 
rent Federal revenue needs, while simultaneously pursuing a study 
aired at longer-range tax planning. 2 

Ten-year tax plan: The 1950 Revenue Act, passed on September 
23, 1950, increased taxes by $6,100,000,000. The new Excess Profits 
Tax Act, enacted on January 3, 1951, added another $3,900,000,000. 
Both of these acts require extended study. The excess-profits tax 
constitutes one of the most complicated pieces of tax legislation ever 
enacted. It is extremely difficult to digest and master. Yet, on the 
heels of these two acts comes another which, if passed, the Treasury 
Department would have immediately followed by still another. 

Where are we to stop? What is our tax pattern to be? Does not 
far-visioned tax planning unequivocally demand that our Government 
take immediate steps to provide a financial blueprint? 

Those who know have clearly mdicated that the security program 
which we have cut out for ourselves will cover a period of at least 10 
years. If this is so, then our tax planning must also be approached on 
this basis. With this thought in view, I have prepared a ‘10-year 
tax plan”? which was presented to the Committee on Ways and Means 
on February 16, 1951, It is attached to this statement, for review 
by this committee. 

The time has come for businesslike tax planning. Americans cagi 
no longer afford the luxury of the hodgepodge approach. The future 
continued success of our great Nation and of a free world rests largely 
on an invulnerable American economy. Our tax laws and tax system 
constitute the very foundation of that economy. They must be care- 
fully studied and intelligently designed; not as so much tax legis- 
lation but rather asthe very vehicle which shall be capable of transport- 
ing one American generation to another through good times and bad, 
toward a goal of greater human happiness and achievement for both 
ourselves and our posterity. 

Mr. CuHarrmMan. The 10-year tax plan attached to this state- 
ment 

Senator Hory. Yes; that will be included with your statement in 
the record. 

Mr. Foosanrer. With a couple of accompanying charts. 

Senator Horny. Yes. 

Mr. Foosaner. It merely projects budgetarily our requirement for 
10 years with conjectural suggestions that we endeavor to anticipate 
our national income and have each taxable vear pay taxes in accord- 
ance with its ability to pay. On that basis we can travel on a pay-as- 
you-go plan and simultaneously, in all probability, make some repay- 
ments on the national debt. 

Senator Hory. Thank you very much. The tables and all will be 
included in the statement. 

Mr. Foosaner. Thank you for the opportunity to appear here, 
Mr. Chairman. 

(The documents referred to are as follows: ) 


Ten-YEAR Tax PLAN 


The pertinent portions of the 10-year tax plan presented before the Committe 
on Ways and Means, on February 16, 1951, constituting a part of the statement 
presented to that committee by Samuel J. Foosaner, Newark, N. J., former 
chairman, Federal Tax Lawyers Committee; chairman, Federal Tax Committee, 
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New Jersey State Bar Association; Federal tax editor, Trusts and Estat 
special tax lecturer (number of universities); author, book, many articles on | 
eral tax subjects.) 

Congress must decide upon a budgetary program In spite of the compulsor: 
conjecture, it is recommended that Congress endeavor to anticipate and pro 
the Government’s revenue requirements. While, as a practical matter, it will 
be expected to enact tax legislation to stand indefinitely without change, mo 
fication, or adjustment, nevertheless Congress is capable of charting a ge1 
course. 

The essential steps which would be entailed in the proposed 10-year tax program 
are as follows: 

1. Estimate the Federal expenditures for the period from July 1, 1951, to J 
30, 1961. 

2. Estimate tae probable national income for the same period. 

3. Equitably apportion the tax load over the period from July 1, 1951 
June 30, 1961. 

Within the purview of the above tax plan, the deficit of 1 year would be off 
by the surplus revenue collections of another. 

Here is how the plan would work. Assume, after full pruning of all expense 
items except the ‘‘absolute essentials,’ our budgetary requirements for the 10 
vear period from July 1, 1951, to June 30, 1961, were estimated at $600 billion 
If the history of the last 10 years repeats itself the national income will increas 
from year to year, with the possible exception of small drop-back in 2 or 3 years 
(See table A.) With this pattern in mind, let us assume that the national income 
is $280 billion for the fiscal year ending June 30, 1952 and thereafter there is a: 
average increase of $20 billion a year to 1961. Conjecturing a drop-back of $10 
billion in each of 3 years (say 1955-56 and 1959), the total estimated national! 
income for the 10-year period will amount to $3,310,000,000,000. (See table B 

* Instead of piling taxes in one year to meet the defense costs of other years 
between now and June 30, 1961, the $600 billion required by the Government 
would be met by taxes in accordance with the ‘“‘taxable year’s ability to pay 
Illustratively, since the estimated national income for the fiscal year ending 
June 30, 1953, is $300 billion, and this represents approximately 9 percent of the 
total anticipated national income for the entire 10-year period, the total tax 
requirement for that year would be 9 percent of $600 billion or $54 billion. 

The national income for the fiscal year ending June 30, 1954, having been 
conjectured at $320 billion, or somewhat less than 10 percent of the conjectured 
total income for the 10-year period, the taxes to be collected for that year would 
be approximately $58 billion. 

If the above assumption of $600 billion is determined to be too low for the 10- 
vear period from July 1, 1951, to June 30, 1961, it can be increased. It is merely 
necessary to apply the same formula to the higher figure. Thus if after prelim- 
inary study, or upon subsequent modification, it appears that $700 billion, for 
example, will be necessary, then, in such event, each taxable year will be requir 
to produce its percentage of taxes on the $700 billion figure. 

The new tax plan would enable the Government to keep current without lo: 
term deficit financing. In any year in which the tax collections exceeded the actual 
outlays there would be a surplus to carry forward to the remaining taxable year 
While the Treasury would not be on a “pay as you go”’ basis from year to year 
would not be behind at the end of the 10-year period. Through sound econo 
Government administration, with 10 high tax years, not only can current Federal 
needs be met, but a substantial reduction might be simultaneously made in 
present national debt. 

The 10-year tax plan is not intended as a panacea. It is proposed that 
security costs be met by spreading our payments over a longer stretch. It 
humbly submitted that this would be less shocking to the Nation’s economy a! 
the American people than a series of back-breaking tax loads shot at individual 
and corporate taxpayers in machine gun succession. It is only in this way that 
our country can remain capable of resisting financial bankruptcy from within and 
the challenges of foreign ideologies from without. 
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TaB.LE A.—National income and tazes paid, 1939-50 
{In billions} 


| Amount oa Amount 
National | * 

of taxes 

paid 3 i income ! 


_— | | ——$$_$_—__________ 


National | 
income ! | 


$5. 5 }} 1945 - $182.7 
: | 180.3 
198. 7 
223.5 

216 
3 236. ¢ 


1 Based on calendar years. (Source: U. 8. Deptment of Commerce, Bureau of Foreign a 

¢ Commerce). 

2 Based on fiscal years ending June 30. (Source: U. 8S. Treasury Dept.) 

! Estimates based upon incomplete data as submitted by Council of Economic Advisers. National 
ncome for fourth quarter reached annual rate of 254.7 billions. 


TABLE B.—Projected-10 year national income and taxes 


{In billions) 


Approx- Approx- oa 
| | fon ate | Approa-| N ni — 
- mate 
y [Pereens- wasenet || 7 : tional perce’ amount 
age Of | oe scene || Fiscal year ending income | 28¢ °F Jog 
‘lover- a})| Of taxes June 30 income |, q}}|of taxes 
hee to be : (conjec- to be 
tax to col- tured) tax ti ) cole 
be col- } 


be col- 
lected | | lected ' lecte: 


tiona 
income 
|(conjec 

| tured) 


Fiseal year ending 
June 30 


lected ! 


ie 

—— wags co Sk a 2 ee 

| } 

$280 | L 3 | 00 35 th tee : $3 $10. : $61. 62 
| 


300 
320 
340 | 
330 
320 


54.36 |} 1959__.- 36 10 

58.02 || 1960__..- ‘ ; 35 10. 57 

61.62 Pi eEnnna ‘ 37 11.18 

59. 82 | . . - on 
7 | 58.02 | Total. ee | 3.3 100. 00 600. 00 


Based upon estimated 10-year budget of $600 billion. 


Senator Hory. Mr. John W. Douglas. 


STATEMENT OF JOHN W. DOUGLAS, PRESIDENT, REPUBLIC FOIL 
& METAL MILLS, INC., DANBURY, CONN. 


Mr. Dovetas. Mr. Chairman, I would like to read my statement, 
if I might, sir. I will make it short. 

Senator Hory. Give your name. 

Mr. Dovatas. My name is John W. Douglas, and I live in Brook- 
field Center, Conn., and I am president of the Republic Foil & Metal 
Mills, Ine., producers of aluminum foil, which is used for protective 
packaging, electrical condensers, insulation and other functional and 
decorative purposes. Cigarettes are a very good example of foil 
packaging. 

The first page of the statement which I have points up what our 
problem is and, incidentally, it deals in facts and not generalities. 

During the first year of our operation, which was 1947, we incurred 
a loss of $145,000, followed by losses in 1948 and 1949 of a 
mately $49,000; and in 1950 it turned about and made a profit of 
$138,000. 

You will note that the net deficit for 4 years was $5,000 but that 
our Federal income tax for 1950 was $55,000, thereby bringing our 
deficit to $60,000. 
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What we want to impress is that after 4 years of operation and a 
deficit of $5,000, we had to pay $55,000 in Federal taxes, which was 
not from income but from invested capital and, gentlemen, that js 
confiscation. 

Our company was incorporated in 1945; after 9 months of intensive 
study and investigation. We knew we would be dependent upon 
three producers the only three producers, of primary aluminum who 
our source of supply and also are our competition. 

In addition, there were two well-established producers of aluminum 
foil who were independent producers. However, we felt that al] 
things being equal we could compete along with these companies 
and make a fair amount of money by investing risk capital. 

Our original thought was that we would require $750,000 of capital 
However, later we were required to add about $200,000 so that ou 
present capitalization is somewhat under $950,000. We need every 
penny of that. I want to emphasize again that that is risk capital, 
all private capital, and no loans from the Government or any similar 
source. 

We raised our capital in 1946, and during that year we built our 
plant, and started to buy and install equipment. It was early in 
1947, March, before we started our completely modern foil mill, 
which was the most up to date in the country, and it cost us $500,000. 

Needless to sav, during that year we lost considerable amounts of 
money because of ironing out the bugs in production. 

In 1948 and 1949 we encountered a very serious raw-material 
shortage over which we had no control. That was due to the drought 
that cut power production and, therefore, cut down the production 
of aluminum. Being dependent upon the primary producers, and 
having no background, we virtually were faced with very difficult 
times. 

However, we expected when we started out to have our share of 
obstacles, and we continued to exert our fullest efforts toward im- 
proving our processes, and increasing our production. 

However, when you lose $243,000 in 3 years, or more than one- 
quarter of your capital, it certainly represents a pretty serious drain 
on your resources. 

However, our confidence was justified in 1950 when we made 
approximately $238,000 before Federal taxes; and I want to emphasize 
that those profits were not due to defense work. We entered into 
defense work, but that replaces rather than supplements more 
profitable civilian business. 

Now, when we started out originally, those of us who were to 
invest in this company, determined that after going through several 
hard years, we should make $250,000 a year, which we did in order to 
permit us to build up reserves, keep our plant going, and also pay 
small dividend. That, of course, was based upon the taxes in effect 
at that time. 

Unfortunately, now if we make $250,000 after taxes, we will actuall) 
be taxed 62 percent and, I may say, that starting last April we started 
to be taxed at 77 percent on every dollar we earned. 

The source of our problem is the fact that we are unable to offset 
our 1947 losses against our income. ‘This represents to us a serious 
inequality of treatment for two good reasons: First of all, established 





Oul 


very 
ital 
lilar 


our 


y in 
nill, 
OO. 


s of 


rial 
ht 
Hon 
and 
eult 


REVENUE ACT OF 1951 


companies are more favorably treated than we are and, secondly, 
corporations starting after 1949 have more favorable treatment. 

First of all, before 1950, losses could be carried forward for 2 years 
and then carried back for 2 years. Obviously, if a corporation was 
established and had losses in 1947 it could offset those losses with 
profits in 1946 or even during the war year of 1945 and I understand 
through credit carry-back provisions of the excess-profits tax, they 
could even carry them back as far as 1943 

Therefore, established corporations had entirely different treat- 
ment. Not being in operation before 1947, we had no way to carry 
back our losses. We could merely carry them forward, and that 
certainly does seem to us to be discriminatory. 

We had to compete with established companies. Of the eight com- 
panies with which we compete today, five were well established by 
the end of World War II, and those five companies do more than 75 
percent of all the foil business. Three of them do all of the primary 
production of aluminum. 

Second, last vear Congress revised the loss carry-back and the 
carry-forward provision to provide a one-year carry-back and five-year 
carry-forward. 

The purpose of this change, as this committee said, was, and I quote: 


to reduce the tax disadvantages which oecur to businesses with fluctuating 
incomes, 


The committee further said that 


such incomes are associated with unusual business risks and occur relatively 
frequently among small and new businesses 
and we certainly are a small and a new business. 

This provision does not apply to our losses since we incurred them 
before 1950. 

However, if a competitor of ours started in business in or after 1950, 
they have the opportunity to carry losses forward to 1955; in other 
words, we will be at a distinct disadvantage as against them. 

Now, unfortunately that statement is not fanciful. It is actually 
real. One of our competitors started in business in 1950 and another 
in 1951. As I say, we will be at a disadvantage, distinct disadvantage, 
against those companies. 

Now, we are a little business, and we frankly are very proud of 
what we have accomplished. 

We, perhaps, could call ourselves the Frank Merriwell Co. the way 
ve have grown. 

We now employ 120 peopie in Danbury, which heretofore suffered 
from the seasonal nature of its business, and our pay roll is over 
$900,000 a vear. 

We have proved that a small, independent company can succeed 
and can compete successfully and can assume leadership in an indus- 
try, but we cannot succeed if the tax burdens are unequal. 

In that respect, | want to point out that at the present time to 
even maintain our position in the industry we should spend at least 
$150,000 on new plant and equipment and, gentlemen, we have not 
any money to spend for anything because we are being taxed out of 
even our capital. 

Now, we do not want any special tax favors, and we want nothing 
but equal treatment, but as it is we are caught in the middle and we 
cannot move. 
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I am confident that Congress did not intend any discrimination 
such as I have described, and it does amount to discrimination agains} 
those who venture their ‘capital and create employment. 

The injustice of the law can be largely eliminated by a simple amend. 
ment, granting to new businesses established since World War II, the 
privilege of carrying over their 1946—49 losses for 4 years instead of 2. 
and we trust you w ‘ill approve such an amendment. 

[ want to submit for the record and for the examination of you 
experts a draft of an amendment which, I am told, would be suitah), 
and that is attached to the statement. 

Finally, I want to make a statement on the excess-profits tax, 
which you have probably heard a great deal about already. 

As the tax is framed, it bears most heavily and unfairly on new, 
small and growing corporations. The relief formulas of the lay 
afford no relief because they take no realistic account of the problems 
of small businesses. 

For example, in our case our investment was made, as I told you 
before, on the basis of a profit of $250,000. Other companies which 
have been in operation for years, the companies we compete with, 
have had a base period in which to establish their earnings ability 
But we have no recourse except the arbitrary formulas in the present 
law which do not fit us, and they provide a credit less than half of 
what we regard as our normal earning record. 

As I said before, we got into the 77-percent bracket in the latte: 
part of March of this year. I think it is only fair that every new 
business have an opportunity to establish its normal earnings leve! 
If no formula or method can be devised under which this can be done, 
we feel that the excess-profits tax should be scrapped, and the needed 
revenue obtained otherwise. 

I wish to thank you, sir. 

Senator Hory. It is very good to have had you make this presenta- 
tion. 

Mr. Stam, of our staff will consider the amendment that you have 
proposed. 

Mr. Doveuas. Thank you. 

(The amendment referred to is as follows:) 


AMENDMENT TO H. R. 4473 


At the appropriate place in the bill, insert the following new section: 

“Sec. —. Ner Operatinc Loss DepuctTions. * 

‘‘a) ALLOWANCE OF FOUR-YEAR CARRY-OVER FOR NEW BUSINESSES.—Sect 
122 (b) (relating to the amount of carry-backs and carry-overs) is hereby amend 
by adding at the end thereof the following new subparagraph: 

‘(c) NEW BUSINESSES—LOssS FOR TAXABLE YEAR BEGINNING AFTER 1945 AND 
BEFORE 1950.—In the case of any taxpayer not engaged in the active conduct of 
any trade or business before January 1, 1946, subsection (b) (2) (A) shall ' 
apply, but if, for any taxable year beginning after December 31, 1945, and befor 
January 1, 1950, such taxpayer has a net operating loss, such net operating |oss 
shall be a net operating loss carry-over for each of the four succeeding taxa! 
years, except that the carry-over in the case of each succeeding taxable vear 
(other than the first succeeding taxable year) shall be the excess, if any, of | 
amount of such net operating loss over the sum of the net income for each of tly 
interveing years computed— 

‘“““(j) with the exceptions, additions, and limitations provided in subse: 
tion (d) (1), (2), (4), and (6), and 

“* “(i) by determining the net operating loss deduction for each intervein 
taxable year, without rgeard to such net operating loss or to the net operating 
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loss for any succeeding taxable year and without regard to any reduction 
specified in subsection (c). 
For the purposes of the preceding sentence, the net operating loss for any taxable 
vear beginning after December 31, 1945, shall be reduced by the sum of the net 
income for each of the two preceding taxable years computed 
“ “(ii) with the exceptions, additions, and limitations provided in sub- 
section (d) (1); (2), (4), and (6), and 
‘« *(ivy) by determining the net operating loss deduction without regard to 


such net operating loss or to the net operating loss for the sueceeding tax- 


able year, and without regard to any reduction specified in subsection (¢ 
‘“(b) EFFECTIVE DATE OF SUBSECTION (a).—The amendment made by subsec- 
tion (a) shall be applicable in computing the net operating loss deduction for 
taxable years beginning after December 31, 1948.” 


EXPLANATION 

This amendment adds a new subparagraph to section 122 (b) of the Internal 
Revenue Code to provide that taxpayers who established new businesses, that is, 
first engaged in the active conduct of a trade or business, in a taxable year begin- 
ning after December 31, 1945, and sustained a net operating loss for any taxable 
vear beginning after December 31, 1945, and before January 1, 1950, may carry 
forward such Joss (to tne extent not absorbed as a carry-back) for four taxable 
vears, in lieu of two taxable years, as provided by existing law. The amendment 
is applicable to taxable years beginning after December 31, 1948. 

No change is made in the 2-year carry-back and 2-year carry-over available 
to taxpayers generally for losses of taxable years beginning before January 1, 
1950; nor in the 1-year carry-back and 5-year carry-over available to all taxpayers 
for losses of taxable years beginning after December 31, 1949. 

Senator Horny. Mr. Hubert Rhodes. Have a seat, Mr. Rhodes, 
and identify yourself for the record. 


STATEMENT OF HUBERT M. RHODES, CREDIT UNION NATIONAL 
ASSOCIATION 


Mr. Ruopes. My name is Hubert M. Rhodes, and I am appearing 
before you as a representative of the Credit Union National Associa- 
tion, with which approximately 8,000 of the 11,000 credit unions in 
the United States are affiliated. 

Credit unions, but not the members thereof, have been granted 
exemption from the payment of Federal income tax under section 101 
of the Internal Revenue Code. These organizations function under 
either State credit union laws or the Federal Credit Union Act. The 
latter provides that credit unions formed under it are subject to taxes 
only on real and tangible personal property. This is true in some of 
the States. Generally, credit unions are exempt from other taxation. 
It has been an encouragement in the formation and operation of 
credit unions for them to have exemption from the Federal income 
tax and we hope this tax status may be maintained. 

A credit union may be defined as a cooperative association organized 
within well-defined groups of people for the twofold purpose of pro- 
moting thrift among its members and supplying them with needed 
loans for useful purposes at reasonable cost. Each credit union is 
confined in its sphere of operation to members of a specific group 
having a mutual bond of interest, such as occupation, association or 
residence. Members may save in modest amounts of 25 cents a month 
or more. Their pooling of savings creates a fund from which loans 
can be made to members at low rates of interest. The maximum 
interest rate may not exceed 1 percent per month on unpaid balances. 
Loans are made only to members. 
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The credit union is a service organization to promote systemati: 
savings even when such may be in very modest amounts, and to help 
eliminate usurious charges for short-term personal loans. Out of ()) 
income derived from its low-cost loan service, the credit union pays 
expenses of operation and sets aside a portion of earnings each yeu 
as a reserve against possible bad loans. The remainder is availa}|o 
for the members to pay themselves interest on their savings accounts 

Each credit union is self-managed by directors and committecs 
selected by and from members. None of these may be compensate 
for their services. They contribute time and effort for the welfar 
of their members. Credit unions may and do employ clerical assistance 
when that becomes necessary. 

The credit union is not formed to make profits, it does not do 
business with the general public, and any financial return from its 
operation on a mutual basis is distributed to members. It is a self- 
help organization and one which Government, industry, churches 
labor and others recognize for its value and benefit to people of small 
means. 

We feel very strongly that the present tax position of the credit 
union should be maintained and, therefore, we wish to register oppo- 
sition to any proposal which would make any change in this position 

Thank you, Mr. Chairman. 

Senator Hory. You want the law to remain the way it is as alread 
provided? 

Mr. Ruopes: | beg your pardon? 

Senator Hory. You wish the law to remain as it is? 

Mr. Ruopers. Yes, sir. Thank you. 

Senator Hory. Robert B. Dresser. 

Identify yourself for the record, please. 


STATEMENT OF ROBERT B. DRESSER, ATTORNEY AT LAW 


Mr. Dresser. Mr. Chairman, my name is Robert B. Dresser 
am a member of a law firm with offices at 15 Westminster Street 
Providence, R. 1. 1 appear individually, in my own behalf, and not 
as a representative of anyone else. 

In these days when our very existence as a free people is being 
threatened by Communist attack from w ihioed: it is doubly importa 
for us to make certain that we are not destroyed by Riatoucnie 
influence from within. 

One hundred years ago Kar] Marx published his Communist Mani- 
festo attacking the capitalistic or private enterprise system with its 
right of private ownership. His plan of attack was outlined in 
platform of 10 planks, two of which related to taxation. They are as 
follows:1, ‘‘A heavy progressive or graduated income tax;’’ 2, ‘ Aboli- 
tion of all right of inheritance’’—in other words, a 100-percent inher'- 
tance tax. 

By this means Marx knew that he could dry up the sources of capita! 
and ultimately destroy the capitalistic system and establish com- 
munism in its stead. 

In our present hodgepodge system of taxation the three taxes which 
serve these purposes best are: (1) The income tax, (2) the estate or 
death tax, and (3) the capital-gains tax. 





oon mwmwwerrrarTrrs 


Arm 6hUCUmFwhlUC RC Or 


self- 
hes 


lI 
Mail 


Ppo- 


Lion 


com- 


vhich 


REVENVE ACT OF 1951 1219 


The first of these, the inconie tax, if levied at sufficiently high and 
heavily progressive or graduated rates, will reduce one of the principal 
sources of capital on which industrial and economic progress depends. 

The death tax and the capital-gains tax are levies on capital, and 
likewise reduce the supply. 

I am going to comment just briefly on the individual income tax, 
and then skip to the subject of estate and gift taxes, in order to comply 
with the 10-minute rule. 

In the first place, 1 think it must be agreed that individual income 
taxes, under the present law, which are graduated from a rate of 20 
percent on incomes of not over $2,000 to a high of 91 percent on 
incomes of over $200,000 are heavily progressive and that they answer 
the requirement of Marx’s platform. 

Secretary Snyder presented to the Ways and Means Committee on: 
February 5 of this year a very revealing statement estimating the 
distribution of surtax net income in the calendar year 1951. From 
this it appears that the surtax net income—which is the net income 
after deducting the personal exemptions and credits for dependents 
in the brackets over $10,000 amounted to only about $8,000,000,000, 
and that the taxes on this particular income amounted to $4,500,000,- 
000, something over 50 percent, leaving a balance of $3,500,000,000. 

It, therefore, appears that even if we should take every penny of 
the income in the brackets over $10,000, we would add only 
$3,500,000,000 to our present revenue, and, mind you, this is the group 
that has in the past supplied a large part of the capital needed for 
industrial expansion and for the maintenance of our industries. 

Without this group, the Government must, of necessity, have 
supplied the funds, and that is a very far step toward the completely 
socialized state. 

Now, coming to the matter of Federal estate and gift taxes, | 
submit that the levying of estate and gift taxes by the Federal Govern- 
ment should be abandoned and this field of taxation should be left 
exclusively to the States. 

Under existing laws the tax on the estates of decedents runs to a 
high of 77 percent, and the tax on gifts to 57%; percent. These rates 
are manifestly confiscatory, and they have very harmful economic 
effects. They not only seriously impair the incentive to work, produce, 
and save, but they are extremely destructive of capital and will in 
the long run destroy the accumulations of capital that are so necessary 
for industrial activity and expansion with the resultant beneficial 
effects on our economy and the people as a whole. 

Moreover, the heavy taxation of large estates compels the rich to 
seek comparatively safe, liquid investments in order to provide for 
the heavy taxes that will be imposed upon their estates at death, thus 
further reducing the capital available for hazardous business ventures 
which have done so much to improve the lot of the American people. 

There should be no fear that the absence of a heavy Federal estate 
tax would lead to an undue concentration of wealth in the hands of a 
lew. The rule against perpetuities, inherited by us from the common 
law of England, forbids tying up the ownership of property for a 
longer period than a life or lives in being and 21 years. In other 
words, an estate must be divided among the heirs or beneficiaries in 
the second succeeding generation. From that time on the estate will 
be subject to a further subdivision with each generation, if it should 
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happen that there is any of it left to be divided. If the large estajs 
are to be broken up, it is obviously better that this should be done }y)y 
natural forces than by taxation. In the first case the capital continwes 
in the hands of individuals. In the second it is taken by the Govery- 
ment. 

Assuredly, the harm done to the economy by the present high ratos 
is out of all proportion to the revenue produced, and cannot be justifio 
by any argument based on fiscal needs. Even with the very hig! 
rates now in force, the revenue from these taxes is but a trivial part 
of the total budget—less than 1 percent, I understand, at the presen; 
time. According to my information, the revenue from estate and 
gift taxes in the calendar year 1950 was $610,000,000, and in the fisca| 
year 1950, $657,000,000, which is less than 1 percent of our total 
budget. 

The imposition of death taxes, as you know, is not confined to the 
Federal Government. The individual States as well impose either 
estate or legacy taxes on death. The duplication of taxes by the 
State and Federal Governments has become a matter of grave con- 
cern, and it is important that steps be taken to end it. The field of 
taxation should be divided among Federal, State, and local govern- 
ments in such manner as to eliminate duplication as far as possible. 
The field of death taxes should, I submit, be assigned to the States 
the laws of which determine the right to dispose of property on death, 
and the rights of inheritance. 

The gift tax is, of course, merely auxiliary to the death tax, and 
they should both be dealt with alike. 

I submit, therefore, that the levying of such taxes by the Federal 
Government should be abandoned and this means of taxation left 
exclusively to the States. Competition among the States would 
tend to keep the rates within reasonable bounds—rates which would 
be more in conformity with the excises imposed by our Federal and 
State Governments on other transfers of property. 

I come next and lastly to the subject of capital gains and losses. 
In the first place, the gain resulting from a sale of a capital asset is in 
the eyes of the law capital, and, except for the purpose of taxation, 
it is commonly so treated under our laws. Accordingly, unless thie 
legal concept of capital gains is ignored, a tax on capital gains must 
be regarded as a capital levy. 

If. how ever, capital gains are to be treated as income for tax pur- 
poses, I submit that every consideration of equity and justice requires 
that capital losses shall be treated as the direct negative of income 
and that their deduction from income, of whatever character it m: 1 
be, shall be permitted. 

If capital gains are taxed as income and capital losses are allowed 
as deductions from income, in the light of past experience it is not 
unreasonable to expect that the net revenue over a period of years 
would be nil. 

Secondly, the economic effec ‘ts of a high capital-gains tax are 
decidedly harmful. 

The capital-gains tax capeatabon as a serious deterrent to the invest- 
ment of capital in the equities of business enterprises, and its effect 
is to reduce steadily the fund of venture capital available for that 
purpose. It lessens the incentive to invest capital in existing and in 
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new enterprises, with the resulting jl] 
wages. 

A capital-gains tax lessens the stability and liquidity of markets, 
and by so doing seriously deters new Capital issues Which are so 
essential to business expansion and employment. The tax creates 
frozen positions in securities and real estate. and thereby restricts 
business activity and the taxable income normally resulting from such 
activity. 

In the third place, a apital-gains tax. 
produces but little revenue. On the othe: 
greater revenue will be produced. 

This is due to the fact that the taking of capita! gains is discretio 
When the tax rates are high the owner ele 
sale will result in a loss, or at least in no 

| might add that in the year 1940, the revenue from the capital- 
gains tax was $12,868,000: in 1941, it declined to $2,011,000, to 
practically nothing; in 1942. the law was changed, reducing the holding 
period from 24 and 18 months, respectively, to 6 months. The 
result was an immediate increase in revenue, and the revenue has 
been increasing, | believe, quite steadily since then. so that in the 
year 1945, which I believe js the last year for Which the fina] figures 
are available, the revenue Was $721,000,000. I am advised that for 
1951, the Treasury has estimated that the revenue will amount to 
about $660,000.000 from individuals and fiduciaries, and $200,000 ,000 
from corporations. 

I might also add that the $721,000,000 for the 
the revenue only from individuals and fiduciaries. 

My recommendations in regard to the capital-gains tax are these: 

While a very good argument may be made for not taxing capital 
gains at all, nevertheless, 1 believe that for the Present at least the 
tax should be retained at a moderate rate and a short holding period 
prescribed to distinguish between short-term and long-term capital 
gains and losses. For this purpose, the 6-month period provided in 
the present law would seem to be reasonably satisfactory, although 

believe that a shorter period would produce creater revenue. Six 
months happens to be the period provided in the Securities Exchange 
Act as the measure of a speculative turn. In no circumstances, | 
submit, should the holding period be lengthened. 

Regarding the rate of the tax, I favor a flat rate of not 
12!s percent, which is one-half of the present rate, 
that the lower rate, through remoyin 
sales, would greatly increase the sale 
and the revenue from the tax. 

Thank you very much, sir, 

Senator Horry. Thank you, Mr. Dresser, 

Mr. Dresser. May I have the privilege of filing 
statement? 

Senator Hory. That will be agreeable 

Mr. Dresser. May I send it from P 
today? 

Senator Hory. No; send it to Senator George. 
Mr. Dresser. Thank you, 
(The complete statement referred to is as follows:) 
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STATEMENT OF RoBerT B. Dresser, REGARDING H. R. 4473, THE REVENUE Ac} 
oF 1951 


I. INTRODUCTORY STATEMENT 


My name is Robert B. Dresser. I am a member of a law firm with offices aj 
15 Westminster Street, Providence, R.1I. | appear individually, in my own behal{ 
and not as a representative of anyone else. 

In these days when our very existence as a free people is being threatened }\ 
Communist attack from without, it is doubly important for us to make certain 
that we are not destroyed by Communist influence from within. 

One hundred years ago Karl Marx published his Communist manifesto attack- 
ing the capitalistic or private enterprise system with its right of private owner 
ship. His plan of attack was outlined in a platform of 10 planks, 2 of which relat; 
to taxation. They are as follows: 

1. ‘‘A heavy progressive or graduated income tax.’ 

2. ‘Abolition of all right of inheritance,’’—in other words, a 100-percent inher 
tance tax. 

By this means Marx knew that he could dry up the sources of capital a: 
ultimately destroy the capitalistic system and establish communism in its stead 

The taxing power, which as aptly stated by Chief Justice Marshall “involves 
the power to destroy,” was correctly recognized by Marx as the most potent 
weapon at his disposal to accomplish his objective. Any tax that would dry 
the sources of capital would in the end destroy the capitalistic system. 

In our present hodgepodge system of taxation the three taxes which serve t! 
purpose best are (1) the income tax, (2) the estate or death tax, and (3) th: 
capital-gains tax. 

The first of these, the income tax, if levied at sufficiently high and heay 
progressive or graduated rates, will reduce one of the principal sources of capit 
on which industrial and economic progress depends. 

The death tax and the capital-gains tax are levies on capital, and likey 
reduce the supply. 


’ 


al 


Il, INDIVIDUAL INCOME TAX 


Let us look first at the tax on individuai incomes. Such taxes, under the pres¢ 
law, are graduated from a rate of 20 percent on incomes of not over $2,000 | 
high of 91 percent on incomes of over $200,000. Assuredly, these rates ar 
heavily progressive and will of themselves, I submit, if continued for a long enou 
period of time, destroy our system of private enterprise and our American for 
of Government, and force us into some form of socialism or Communism. ° 
process is greatly accelerated by coupling with these high rates on individ 
incomes, heavy taxes on the incomes of corporations. 

The process by which this is accomplished is simple: 

1. By increasing to an excessively high rate the taxes on industry and o1 
who invest capital in industry, the supply of capital for industry is reduced 

2. Less capital for industry means less business and incidentally less der 
for labor and lower wages. Continued reduction in the capital supply lea 
business stagnation and ultimately to the Government’s supplving the capit 

3. If the Government supplies the capital, it eventually acquires owners 
or control and we have socialism or communism. 

\ccordingly, if communism or socialism is to be avoided, it should be our ol 
tive to increase rather than decrease the capital supply. 

In this country it has been sought to justify the graduation of tax rates o1 
ground of the ability of the taxpayer to pay. ‘Taxation according to abilit 
pay” is a political slogan, and not an economic concept having any defined li 
or based upon any scientific principle. Carried to its logical conclusion, it 
mean the reduction of all incomes after taxes to the same level—the goal of 
Communists. Those who support the graduation of tax rates, whether thi 
alize it or not, are following the Marxian doctrine. 

Without a constantly increasing supply of capital for investment in prod 
enterprise no nation can be prosperous. For example, from SS billion 
billion of new capital is needed each year merely to give employment to 
annual additions to the labor force, to say nothing of other needs. 

It is the so-called venture or risk capital, of course, that is the most importa 
capital required by new and hazardous enterprises, such as the railroad: 
automobile industry, the aircraft industrv. and many others, which have pro\ 
jobs and good wages for millions, 
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Such enterprises, however, are risky. Many of them fail and the investor loses 
his investment. If high taxes take the great bulk of profits where the enterprise 
is successful, the incentive to invest is destroyed. 

The average American produces more and earns more than the citizen of any 
other nation because he is assisted by a larger investment in plant, equipment, and 
other assets. For example, aided by an investment of $25,000 per emplovee in the 
railroad industry, an American railroad worker earns and is paid wages 100 times 
those paid a Chinese coolie who performs the same service without the aid of any 
equipment. Take from the American worker the railroad equipment and leave 
him with nothing but his bare hands, and his high wages would dis: appear 

Likewise, a primitive Hindu textile worker earns a few pennies a day with her 
cheap, inefficient hand loom on which she can make but a few yards of cloth in a 
day. Aided by an investment per employee of $6,000 in modern machinery and 
equipment and other assets, the American textile worker produces hundreds of 

yards of ¢ ‘loth daily and earns an average of over $10 a day. 

In the United States 90 percent of the work today is done by machinery. It is 
this machinery that has made the high wages and high standard of living = pomible. 

The capital required to provide the machinery and equipment that have so 
greatly improved the lot of the American worker comes from the savings of cor- 
porations and individuals. Only a small percentage of the ponpls, probably not 
over 10 percent, however, save money for investment in productive ente rprise. 
The great bulk of the ¢ apits al supplied by individuals comes from those having the 
larger incomes. Excessive taxation not only discourages the investment of capital 
in industry, but it greatly reduces these savings which constitute the source of 
supply. 

On February 5, 1951, Secretary of the Treasury Snyder submitted to the 
House Ways and Means Committee a most important statement, from which the 
following appears: 

1. Out of a total of $90 billion of surtax net income ove r S62 billion (or more 
than two-thirds) is in the bracket under $2,000, S82 billion is in the brackets of 
$10,000 and under, and only $8 billion is in the brackets over $10,000. 

The amount of the present taxes on this $8 billion of income is $4,500,000,000. 

3. By ae the entire balance of this $8 billion of income. only 

$3.500,000,000 would be added to the Government revenue ; 

This last group has in the past, however, furnished ¢ » larg part of the capital 
needed to maintair and expand industry. The maintenance of this source of capital 
supply is of vital importance. 

Moreover, it is a fact, I believe, that a moderate rate of tax on income will 
the long run, proeuce more revenue than a high rate, 

The principle involved is the same as that governing the operation of a suecessf 
business, namely, that within certain limits the greatest profits come from chargi 
a low rather than a high price for goods sold. As high prices lessen the ability 


and incentive to buy, so high tax rates lessen the ability and incentive to produce 
In this connection, I wish to call your attention to the testimony of Dr. Willford 

I. King before this committee on July 5. In the course of his testimony he sub- 
mitted the results of a study which revealed the fact ‘“‘that the levying of eonfis- 
catory rates destroys the income from which the fiscal authorities have expected 
to gain revenue. Surprisingly enough,” he states, ‘‘this destruction occurs to 
such an extent that income-tax rates taking more than 26 percent of the incomes 
of individuals have sueceeded in raising no more revenue than could have beer 
obtained by a 26-percent rate,’’ and that ‘“‘the thing which the levying of rates 
higher than that level has actually accomplishe dis to prevent the possibility of 
saving by the wealthy, and thus to dry up what formerly was the chief source 
of = nture capital for founding new enterprises and for expanding old enterprises.”’ 
\t the present time about 80 percent of the total revenue of the Federal Gov- 


ernment is being derived from taxes on the income of individuals and corporations 
I submit that this is unsound. 


There can be no doubt, I think, that a sale s or excise tax is a much sounder way 
of raising revenue. It does not have the damaging effect on the capital supp! 
and the incentive to produce that is present in the ease of the income tax, and it 
a much more stable source of revenue. since it is less affeeted by current busine 
conditions. It should, therefore, be used by the Federal Government to supply a 
much larger proportion of its revenue. 

Accordingly, I submit that there should be no further increase in the taxes on 
the incomes of those persons who have been supplying a large part of the capital 


for industry. On the contrary, I submit that these taxes shou!d be reduced. 
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Ill, FEDERAL ESTATE AND GIFT TAXES 


The levying of estate and gift taxes by the Federal Government should be abandon. 
and this field of taxation should be left exclusively to the States 


Under existing laws the tax on the estates of decedents runs to a high of 77 
percent, and the tax on gifts to 5734 percent. These rates are manifestly co: 
fiscatory, and they have very harmful economic effects. They not only serious 
impair the incentive to work, produce, and save, but they are extremely destriic- 
tive of capital and will in the long run destroy the accumulations of capital t! 
are so necessary for industrial activity and expansion with the resultant beneficial 
effects on our economy and the people as a whole. 

Moreover, the heavy taxation of large estates compels the rich to seek con 
paratively safe, liquid investments in order to provide for the heavy taxes that 
will be imposed upon their estates at death, thus further reducing the capita! 
available for hazardous business ventures which have done so much to improve 
the lot of the American people. 

It should be realized that rich men, such, for example, as the late Henry For 
play a very important part in our economy. They and their families can person- 
ally consume and enjoy but a trivial part of their wealth. The balance is 
effect held by them as trustees for the public. It is this wealth that has supplied 
in the past much of the venture or risk capital required by new and hazardous 
enterprises, such as the railroads, the automobile industry, the aircraft industr 
and many others, as well as for the expansion of existing enterprises. By t! 
means jobs and good wages have been provided for millions of workers. Thy 
automobile industry furnishes an excellent illustration. Based upon 1949 reports, 
the number of jobs created directly and indirectly bv the automobile industry 
which is only about 50 years old, is over 9,000,000. This is 1 out of every 7 per- 
sons now employed in all classes of employment in the United States. 

Such enterprises, however, are risky. Many*of them fail and the investor los 
his investment. Hence, he must have funds that he can afford to risk. Most 
people do not have such funds, and banks, insurance companies, and trust estates 
are not permitted to make such hazardous investments. High death as well as 
high income taxes destroy the incentive and the ability to incur such risks. 

Does anyone doubt that the wealth of Mr. Henry Ford was of far greater ben 
to the people of this country in his hands than it would have been in the hands of 
the Federal Government? He used it to develop a great industry which has gi, 
employment at good wages, directly and indirectly, to hundreds of thousands 
people. In the hands of the Federal Government the money would soon ha) 
been dissipated in the construction of nonproductive post offices and other G 
ernment buildings and in paying the costs of an unduly expanded bureaucra 

It is indeed significant that the Communist platform of Karl Marx, as previous 
ly stated, contains the following plank: “Abolition of all right of inheritan: 

There should be no fear that the absence of a heavy Federal estate tax wou 
lead to an undue concentration of wealth in the hands of afew. The rule aga 
perpetuities, inherited by us from the common law of England, forbids tyi 
the ownership of property for a longer period than a life or lives in being ar 
vears. In other words, an estate must be divided among the heirs or benefi: 
in the second succeeding generation. From that time on the estate will be sul 
to a further subdivision with each generation, if it should happen that ther 
any of it left to be divided. If the large estates are to be broken up, it is oby 
better that this should be done by natural forces than by taxation. In the fir 
case the capital continues in the hands of individuals. In the second it is tal 
by the Government. 

" Assuredly, the harm done to the economy by the present high rates is ou! 
all proportion to the revenue produced, and cannot be justified by any argu 
based on fiseal needs. Even with the very high rates now in force, the reve: 
from these taxes is but a trivial part of the total budget—less than 1 percent 
understand, at the present time. I am advised that the revenue collected f1 
these taxes was $657 million in the fiscal year 1950, and $610 million in 
calendar year 1950. 

‘Lhe imposition of death taxes, as you know, is not confined to the Federa 
Government. The individual States as well impose either estate or legacy ta) 
on death. The duplication of taxes by the State and Federal Government 
become a matter of grave concern, and it is important that steps be taken to 
it. The field of taxation should be divided among Federal, State, and | 
governments in such manner as to eliminate duplication as far as possible. | 
field of death taxes should, I submit, be assigned to the States, the laws of w 
determine the right to dispose of property en death and the rights of inherita! 
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The gift tax is, of course, merely auxiliary to the death tax, and they should 
both be dealt with alike. : 

I submit, therefore, that the levying of such taxes by the Federal Government 
should be abandoned and this means of taxation left exclusively to the States. 
Competition among the States would tend to keep the rates within reasonable 
bounds—rates which would be more in conformity with the excises imposed by 
our Federal and State Governments on other transfers of property. b 


IV. TAXATION OF CAPITAL GAINS AND LOSSES 


A. Capital gains are not income in the legal sense of the term, but capital 

The gain resulting from a sale of a capital asset is in the eyes of the law capital, 
and, except for the purpose of taxation, it is commonly so treated under our laws, 
Take, for example, the case of a trustee who sells property belonging to the trust 
estate ata gain. ‘lhe gain is not treated as income and paid to the life beneficiary, 
but is added to the capital of the trust estate. Conversely, capital losses suffered 
by a trust estate are charged against capital and not against income. Accord- 
ingly, unless the legal concept of capital gains is ignored, a tax on capital gains 
must be regarded as a capital levy. ; 

If capital gains are to be treated as income for tax purposes, it is submitted 
that every consideration of equity and justice requires that capital losses shall 
be treated as the direct negative of income and that their deduction from income, 
of whatever character it may be, shall be permitted. 

@ur income-tax laws, in order to arrive at the net income to be taxed, permit 
the taxpayer to deduct from gross income of all sorts such items as interest paid, 
taxes paid (with certain exceptions), depreciation, and various other items. 
What would be said if it should be proposed that interest paid should be deduct- 
ible only from interest received, that taxes paid should be deductible only from 
income from the property on which the taxes are paid, that depreciation should 
be ductible only from income from the property depreciated? ‘The taxpayer 
might have no interest receivable or income from the property taxed or depreci- 
ated. Certainly, any one of these proposals would be summarily rejected. And 
vet, Why should capital losses be treated differently? If short-term capital 
gains are to be taxed as ordinary income, what possible justification is there for 
not permitting short-term capital losses to be deducted from ordinary income? 
Manifestly, there is none. 

In short, capital gains are either income or they are not income. If for tax 
purposes they are regarded as income, capital losses, which are the direct converse 
of capital gains, should be deductible from income. If capital gains are not 
income, they should not be taxed as income, and, conversely, capital losses should 
not be deducted from income. 

If capital gains are taxed as income and capital losses are allowed as deductions 
from income, in the light of past experience it is not unreasonable to expect that 
the net revenue over a period of years would be nil. 

B. The economic effects of a high capital-gains tax are decidedly harmful 

The capital-gains tax operates as a serious deterrent to the investment of capital 
in the equities of business enterprise’, and its effect is to reduce steadily the fund 
of venture capital available for that purpose. It lessens the incentive to invest 
capital in existing and in new enterprises, with the resulting ill effects on employ- 
ment and wages. 

In a statement filed with the House Ways and Means Committee on March 20, 
1942, by the tax committee of the executive council of the American Federation 
of Labor it is said: 

“One tax which has an important effect in slowing up investment in new ven- 
ture enterprises is the present capital-gains tax. If this is not repealed by the 
new 1942 Revenue Act, it should be sharply modified to tax capital gains at lower 
rates, and to liberalize the provision for the deduction of capital losses. Failure 
to take such action in earlier laws has led to a sharp reduction in capital available 
for new venture enterprises, because of the heavy taxes involved if the business 
venture is successful, and because of the denial of reasonable credits against other 
profits if the new venture is not successful.” 

A capital-gains tax lessens the stability and liquidity of markets, and by so 
doing seriously deters new capital issues which are so essential to business expan- 
sion and employment. The tax creates frozen positions in securities and real 
estate, and thereby restricts business activity and the taxable income normally 
resulting from such activity. 
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Writing in the Tax magazine for September 1937, the late Morris 8. Tremaine 
Comptroller of the State of New York, referring to the capital-gains tax, said: 

“The law dams up the normal ebb and flow of trade. It affects commodit 
markets, especially real estate. Because of this, many real estate owners hay 
refused attractive offers of purchase, with the result that, in addition to seller 
missing a sale, brokers miss commissions, the buyer is prevented from buying and 
improving property, contractors miss a job, a materialman misses the market. 
building construction labor and building service labor remain unemployed, thy 
city misses and increased tax on proposed new building, and, lastly, fantastically 
enough, the Government collects no capital-gains tax.”’ 

On March 20, 1942, at a hearing before the House Ways and Means Committee 
on the capital-gains tax, André Istel testified about the experience of France 
Mr. Istel, who was technical adviser to the French Ministry of Finance under 
Paul Reynaud, stated that prior to the German invasion, France had no capita! 
gains tax. In March 1941, he said, the Vichy government introduced a tax on 
capital gains from stocks at a rate of 33 percent, and without limit as to the 
period of holding. In the words of Mr. Istel: 

“The effect of the law was exactly contrary to expectation. The buver 
shares became more reluctant than ever to sell, as they wished to avoid paying 
the tax. Owing to the searcity of offerings, the market thereupon rose eve: 
more sharply. In fact, owing to the complete absence of shares offered for sa 
some stocks were not quoted at all, for days at a time. 

‘As a result, the Vichy government was compelled to relax the provisions of the 
law. In July 1941 the rate was reduced from 33 to 20 percent, and the holding 
period which was unlimited was reduced to 1 year from the date of purchase. 
After 1 year, capital gains were free of tax. 

“In February 1942 the law was relaxed further in order to accomplish its original 
purpose. The rate was reduced to 10 percent. The time limit was reduced to 
3 months. No tax was payable on gains realized after the 3 months’ holding 
period.”’ 


C. A capital gains tar, if imposed at high rates, produces but little revenue. 
other hand, if the rate is low greater revenue will be produced 

This is due to the fact that the taking of capital gains is discretionary. When 
the tax rates are high the owner elects not to sell, unless the sale will result in a 
loss, or at least in no substantial gain. Senator Connally brought out this point 
very clearly when he said at the hearings before the Senate Finance Committee on 
the Revenue Act of 1938: 

“It seems to me there is a differentiation between ordinary income and income 
from capital gains. In the ease of ordinary income the taxpayer has to pay it 
the tax); he has no choice. But in the case of capital gains he has a choice; he 
does not have to realize unless he wants to. * * * If the holder does not 
sell, you do not get any tax. * * * Tam coming around to the view that as to 
capital gains and losses we should make it more attractive to a man to sell instead 
of offering him a premium to hold.” 

Our experience under the various revenue acts in effect since 1913 amply sup- 
ports the conclusion that the lower rate produces the larger revenue. From the 
Treasury Department’s own figures, it appears that if the 5-year boom, 1925-29, 
is excluded, the taxpayers of the United States had no net capital gains, but huge 
net capital losses, amounting to over $8 billion, during the period from 1917 to 
1940. For the calendar year 1940 the revenue produced by the capital gains 
tax, according to the Treasury figures, was $12,868,000, and for the calendar year 
1941, $2,011,000. The shortening of the holding period from 18 and 24 months 
to 6 months by the 1942 act, and the consequent reduction of rates on certain 
gains previously classed as short-term, resulted in a substantial increase in tl 
revenue from the capital gains tax, which had about reached the vanishing point 
It is my understanding that the revenue from this tax for the fiscal year 1945 
(the latest vear for which, I am advised, the final figures are available) was 
$721,000,000. 


D. Recommendations 

While a very good argument may be made for not taxing capital gains at all, 
nevertheless, I believe that for the present at least the tax should be retained at a 
moderate rate and a short holding period prescribed to distinguish between short- 
term and long-term capital gains and losses. For this purpose, the 6-mount! 
period provided in the present law would seem to be reasonably satifsactory, 
although I believe that a shorter period would produce greater revenue. 5ix 
months happens to be the period provided in the Securities Exchange Act as the 
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measure of a speculative turn. In no circumstances should the 
be lengthened. 

Regarding the rate of the tax I favor a flat rate of not more than 12% percent, 
which is one-half of the present rate. It happens also to be the r 


holding period 


‘ ate under the 
1921 and later acts prior to the Revenue Act of 1934. I have no doubt that the 
lower rate through removing in part at least the barrier to sales would greatly 
increase the sales, and, coincidentally, the gains and the revenue from the tax 
[| further suggest that some measure of relief be granted to the present 

equitable treatment of capital losses. This would be accomplish: 

the rule in force under the Revenue Act of 1924 and subsequent 
act of 19384, which permitted a percentage of the actual net Jon 
to the rate of tax on long-term gains (which was 12% percent 
credit against the tax on ordinary income for the current vear 


V. CONCLUSION 


The time has come for the question to be squarely faced and answered, “Do 


the American people want free enterprise and constitutional government, or do 
they want socialism?’”’ Let there be an end to the mistaken idea that we can 
for long have free enterprise and at the same time confiscatory taxes. We can- 
not have both. If the people, or a majority of them, want socialism, let the 
Government take over without further ado, and let us give the experiment a try 

If, on the other hand, the people want free enterprise and our present consti- 
tutional form of government, let us stop doing the things that make it impossible 
for that system permanently to survive, and that means, among other things, to 
stop the confiscation of capital and the sources of capital by the Government. 

Let more attention be given to the cutting of unnecessary expenditures and 
less to the raising of revenue to pay for the billions that are being wasted. It is 
of great importance, of course, that the budget be balanced, but the first step 
is to reduce expenditures by eliminating every unnecessary item. 

The experience of England should be a warning to us. For many years Eng- 
land has had a heavy graduated income tax on individuals and a heavy tax 
upon inheritances. These taxes have so reduced the supply of capital that 
there is not enough now to provide her industries with the capital needed for 
modern machinery and equipment. At the same time, England has definitely 
accepted socialism and a part of her industries have already been nationalized. 
The effect has been to decrease production and efficiency. 

Meanwhile, since the close of World War II, England has been receiving billions 
of dollars of aid from this country to prevent the collapse of her experiment 
in socialism. 

It is instructive in this connection to read the following statement made by 
Dr. Carl Snyder in his book, Capitalism the Creator, published in 1940 (at p. 345): 

“The purpose of progressive-income taxation is to strike hardest at these large 
incomes, the chief source of new capital supply. The State now expropriates a 
considerable portion of the income of the rich, » hes saving class. With 
what result? The danger of extinguishing the larger part of the capital supply. 
This seems what has happened in England in recent years. Vi é an impres- 
sion. It is the conclusion of a competent student of the dist 
Great Britain, Colin Clark. And the outcome has heen J 
predicted, a steady retardation of growth in British industry.” 


APPENDIX 


t 


by Dr. Irving Fisher and Mr. Herbert W. Fisher, in chapter 9 of their book on 
constructive income taxation. It is said that in 40 vears the fortune of Henry 
Ford increased from $1,000 to $1,000,000,000, which is at the average annual rate 
of 41.42 percent compounded. In the hypothetical case, using round figures for 
simplicity, it is supposed that an automobile business was started in 1900 with 
an investment of $1,000, and that, with no income tax, its net worth increased 
at the compound rate of 40 percent a vear. This would giv 

end of 40 vears of $700,500,000. Then, by contrast, it is su 

was a 100 percent tax, and that despite this the business cont 

neome before taxes of 40 percent a vear, or $400. This ¢ 

possible case, since no one would operate without a chance 


nerely for simplicity of exposition, 


1 


1. The harmful effects of the excessive taxation of income is well pointed ou 
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At the end of 40 years, instead of having a net worth of $700,500,000, +! 
business would have its original net worth of $1,000 and the Government wou|c 
have collected in taxes $16,000 at the rate of $400 per year. Had the Gover 
ment not collected these taxes, it would have had to obtain the money elsewhe: 
Assuming that it borrowed the money and paid as high a rate of interest as 5 
percent, the $16,000 with compound interest at this rate would have amounted 
to but $48,320 at the end of 40 years. Compare this with the revenue which 
might have been obtained from an estate or inheritance tax of, say, 10 or 2 
percent on $700,500,000, the net worth of the business at the end of 40 yea 
with no income tax. 

With an 80 percent income tax, instead of a 100 percent tax, the net wort! 
the business at the end of 40 years would have been $21,700 and the Govern: 
would have collected $82,600 in taxes. With a 50 percent tax the net wort! 
the end of 40 years would have been $1,470,000, and the taxes collected $1,470,00 
With a 20 percent tax the net worth at the end of 40 years would have b 
$66,500,000, and the taxes collected $16,600,000. In other words, as the 
rate decreases, both the revenue and the net worth of the business increase 

In all of these cases, in addition to the revenue from the income tax, th 
would, of course, be the revenue from the estate or inheritance tax upon 
death of the owner. 

2. In his book, Taxation: The People’s Business, published in 1924, Mr. And: 
W. Mellon, then Secretary of the Treasury of the United States, in discussing 
question said (p. 16): 

“It seems difficult for some to understand that high rates of taxation do not 
necessarily mean large revenue to the Government, and that more revenue ma { 
often be obtained by lower rates. There was an old saying that a railroad freigh| 
rate should be ‘what the traffic will bear’: that is, the highest rate at which the 
largest quantity of freight would move. The same rule applies to all privat 
business. If a price is fixed too high, sales drop off and with them profits: if a 
price is fixed too low, sales may increase, but again profits decline. The most out 
standing recent example of this principle is the sales policy of the Ford Motor Car 
Co. Does anyone question that Mr. Ford has made more money by reducing t! 
price of his car and increasing his sales than he would have made by maintaining 
a high price and a greater profit per car, but selling less cars? The Government 
is just a business, and can and should be run on business principles.”’ 


om 


The committee will recess until 10 o’clock in the morning. 
(Whereupon, at 4:10 p. m., a recess was taken until 10 a. m. Thurs- 
day, July 19, 1951.) 
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THURSDAY, JULY 19, 1951 


Unirep STates SENATE, 
COMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met pursuant to recess at 10 a. m. in room 312, 
Senate Office Building, Senator Harry F. Byrd presiding. 

Present: Senators Byrd, Kerr, Millikin, Taft, Martin, Williams, 
and Flanders. 

Also present: Elizabeth B. Springer, chief clerk, Colin F. 
chief of staff, Joint Committee on Internal Revenue Taxation. 

Senator Byrp. We will come to order. The first witness is Mr. 
Booth. Will you please identify yourself and proceed. 


Stam, 


STATEMENT OF R. C. BOOTH, VICE PRESIDENT, GRAIN AND FEED 
DEALERS NATIONAL ASSOCIATION ; ACCOMPANIED BY RAY B. 
BOWDEN, EXECUTIVE VICE PRESIDENT, GRAIN AND FEED 
DEALERS NATIONAL ASSOCIATION 


Mr. Boorn. Thank you, sir. 

Mr. Chairman, and members of the committee, my name is R. C. 
Booth, and my home is in Cedar Rapids, Lowa, in an area where | 
operate a small grain and feed business. 

[ am appearing here today as vice president of the Grain and Feed 
Dealers National Association, which has its principal office in St. 
Louis, Mo. The national association of the grain and feed trade 
was organized in 1896, and always has considered its first interest to 
be that of the country grain elevator and the local feed distributor 
and retailer. The national association has about 1,300 direct mem- 
bers and 43 affiliated associations in States and regions. 

Our request to you today is that Congress give us relief from the 
unjust Federal tax discrimination between competing members of our 
industry. In short, that Congress equalize Federal corporation income 
taxes between the cooperatives and the proprietary firms with which 
they compete. 

Since preparing this statement I have reread the text of an amend- 
ment to the bill before you, offered by Senator Williams of Delaware. 
May I interject here a comment that I believe our policy statement 
would follow and support Senator Williams’ amendment. 

Senator Kerr. You believe what? 

Mr. Boorn. I believe our association’s poiley statement would 
follow and support Senator Williams’ statement as far as it goes 
toward equalization of this tax disadvantage. While our policy res- 
olution calls for complete equalization of taxes, we would welcome 
each and every step made in that direction. 
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The policy of our national association in matters of this kind is set 
forth in resolutions adopted by our membership at each annual 
meeting. A policy asking for equal taxation between corporations 
competing in our industry, has been restated for a number of years. 
At the annual meeting of 1950 the members adopted the following 
resolution: May I simply state this: The resolution is a simple deman« 
for fair play and equal rules for all. 

It is as follows: 

The long-standing position of this association in favor of equalization of taxati 
is hereby affirmed. There is no good reason why two firms doing the same kind 
of business with the same kind of facilities should not pay Federal income tax 
on the same basis, upon all their profits, regardless of method of distributio 
Yet some cooperative corporations admittedly enjoy a unique tax-exempti 
privilege which, in a field as highly competitive as is the grain business, is trans 
lated into a tremendous business advantage. But higher taxes will again wide: 
the disadvantage between these two classes of business, which is very seriou 
to the small grain and feed firms in our industry, and is proving to be ruinous 
competition. The fact that many cooperative leaders, including some of o 
own menbers, advocate the equalization of this advantage is sufficient evidence 
of the essential fairness of our request, that the tax inequities be eliminated on 
and for all. It is certainly not an unreasonable or an unfair request to ask that 
cooperatives pay taxes upon all of their profits. Cooperatives enjoy the benefits 
of our Government and our national defense and should contribute to the cost i: 
the same manner as do their private competitors. Any interpretation of this 
as an ‘anti-co-op’ stand must be regarded as an effort to convert the issue into 
something more than it is—simply a demand for fair play and equal rules for all. 

Gentlemen, I happen to be one of those small grain and feed dealers 
who has seen cooperative competition at first hand. Cooperative 
members are also frequently customers of my firm; they are my) 
neighbors and my friends. I know them as good farmers, and the) 
are businesslike in the management of the cooperative corporations 
which do business in exactly the same manner as others in our trade. 
If you were to visit one of the towns in my area of Iowa, you could 
scarcely see any physical differences in the plants or in the management 
practices between cooperatives and proprietary grain elevators. But 
there are wide differences, which is understood by the cooperatives 
as well as by their competitors. The difference lies in the fact that 
a proprietary firm is under a heavy Federal corporate tax burden, 
while a great many cooperatives are exempt. The difference between 
us in competition is not something that grew up in lowa—it is some- 
thing that the national Congress has done in setting up a trade advan- 
tage for the cooperative. 

Senator Kerr. You say that the cooperative is exempt. What do 
you mean by that? : 

Mr. Boorn. I am not an expert, sir, in the details of the Federa! 
law, except that under the corporate structure of the average coopera- 
tive, they are not required to pay taxes before any allocation of thei 
funds. 

That is how I understand it. 

Senator Kerr. Because of what? 

Mr. Boorn. They are not required to pay taxes before any al. 
location of any of their earnings. 

Senator Kerr. Well, are not partnerships as such, exempt from 
taxation? 

Mr. Booru. As I understand partnerships; ves, sir. Not corpora- 
tions. 

Senator Kerr. Sir? 
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Mr. Booru. Not corporations. 

Senator Kerr. Well, is not the cooperative an organization of men 
working together more or less as a partnership? 

Mr. Boorn. You are getting into some technicalities which I will 
cover later in my statement. 

Senator Kerr. Would you rather not have the question? 

Mr. Booru. I believe you will find that part of the questions—— 

Senator Kerr. I say, would you rather not have the question? 

Mr. Boornu. Yes. 

Senator WritiamMs. Mr. Chairman, I think I can clear up what the 
Senator from Oklahoma has in mind. 

The Treasury Department confirms it and it is also confirmed and 
it was by the witness yesterday on behalf of the National Grange, the 
Master, that in a cooperative organization, there is a certain portion 
of the earnings that can be set aside as a reserve for future expansion or 
for prospective needs, and which they do not have to allocate to their 
members nor does the corporation pay any . ixes, or the members pay 
any taxes. I mean, that is an admitted fact now, there is no dispute 
about it. 

Now, in a partnership there is no such allocation of earnings. You 
cannot compare the corporate structure to partners. The partner- 
ship cannot write up a future expansion and deduct it = res this year’s 
earnings—deduct from this year’s earnings the cost of a building or 
plant that they are going to build next year or 2 years from now. 
The Treasury De ‘partment through an interpretation of the existing 
law, has been allowing these cooperative corporations to write off the 
cost of buildings and expansion prior to their construction without 
allocating that to the members, and there is no tax paid either by the 
members or by the corporation. 

Senator Byrp. In a partnership the profits are arbitrarily taxed 
the profits of each partner, regardless of whether or not he receives the 
cash or anything else. 

Senator Wituiams. Yes, sir. 

Senator Byrp. Whatever the profits are, they are taxed directly 
to the partners. 

Senator Kerr. Well, the witness has said that this cooperative is 
exempt, and I am aware of the fact that part of the earnings of a co- 
operative, so long as they are held in reserve and not distributed, are 
not presently subject to taxation, but I did not know it was ipso facto 
exempt from taxation. 

I was under the impression that there were many requirements and 
that some of what they did was exempt and some of what they did was 
not exempt, and some of them are exempt and some are not. 

I just do not believe that the statements that the cooperative as 
such is exempt; that is what I was trying to bring out. 

Senator Wituiams. I think, Mr. Chairman, if | might add, there 
are two different classifications of cooperative: One which the Treasury 
Department lists as being in the tax-exempt status, and the other 
which is in the non-tax-exempt. 

Those non-tax-exempt. Those non-tax-exempt do pay a substan- 
tial part of the taxes, perhaps, but they do have a classification in the 
Department where certain cooperatives are classified as being wholly 
tax-exempt. 

| think that phrase is correct. 
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the farm just so long as that firm gives them fair and equal treatment, 
and provides the f facilities they need. 

We do not find any conviction among the majority of farmers that 
they should have some peculiar legal advantage enabling them to take 
over the grain business, the oil busine ‘SS, the lumber yards, or other 
forms of off-farm busine ss. On the contrary, farmers have often 
complained when propriets ary corporations have set up farming 
enterprises within a State and hase often and vigorously supported 
State laws against corporation farming. One Member of Congress 
recently has said that although he openly favored the equal taxation 
of cooperatives, the farmers of his district did not resent it but con- 
tinued to vote for him. 

May I repeat that I am not competent to discuss with you the tech- 
nical, legal, or tax questions surrounding this question. Our grain 
and feed dealers are neither lawyers nor tax experts. But what 
they do understand, and understand without a shadow of doubt when 
they look at their books, is that they are being hurt by untaxed co- 
operative competition. They don’t need a lawyer to explain causes to 
them when they find it difficult to save or borrow funds for the main- 
tenance or expansion of their business enterprises, 

On this point of necessary continued growth of enterprises, may | 
refer to the often- quote id statement that it takes between $8 000 and 
$10,000 of machinery and plant investment for each employee hired 
Qur business is under continual evolution, where modern a 
must often be installed before the machinery replaced is really ob- 

solescent. 

In recent vears the on rnment itself often has asked our industry 
to increase its storage and handling facilities rapidly t ) provide for 
grain surpluses built by Government action. But ade ition: ul facilitie 
mean heavy investments, and if our business is to meet the demands 
for additional space it must have either good cash reserves, or a favor- 
able business prospect that will make bank loans readily available. 

The cooperatives are able to expand on the same portion of their 
earnings that, in our hands, would go to Federal taxes. Additionally 
they have easy Federal credit. The coope ratives are in better Posli- 
tion to expand to meet Government needs for space, and then use this 
increasing Government patronage to pile up further untaxed earnings 

Obviously, under such a situation, the cooperative is able to do its 
part in the employment of that additional million men who come 
into the American labor force each year, while the proprietary firm 
can not easily build up reserves for the necessary investment, nor 
offer to his banker the favorable business outlook that would encourage 
bank loans. 

Our national association has no controversies with cooperatives and 
there are many of them in our industry who do not enjoy this tax 
advantage. Some of our national association members are cooperative 
firms and have remained members even while we have been urging 
Congress to equalize taxes between us. 

More than a few cooperative members over the country hav 
frankly told us that they realize their unfair tax advantage, and none 
of them has denied that this discrimination exists. Many coopera- 
tives have argued with us in friendly manner that we should join 
forces for the elimination of the Federal income tax on all corporations, 
rather than work for the additional taxation of cooperatives. 
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Our members usually have been favorable to this, but when we 
have talked to you men of Congress we have been told that the 
elimination of Federal corporation taxes is too far distant even to 
consider seriously, at this time. So we always come back to the 
knowledge that, for many of our people, time is running out on them 
in this unfair competition and that equalization of the burden of 
taxation is the only solution, now, to their pressing problem. 

In closing, Mr. Chairman, we are simply asking equality under law, 
not any advantage or preferred position for any group. We respect- 
fully urge that, in its action or absence of action on this tax matter, 
your committee frankly state in its report to the Senate its policy as 
between cooperatives and the firms with which they compete; whether 
one is to remain a business preferred by Congress, while the other is 
to be considered inferior business. We have pleaded this matter 
before vou for some vears; we believe we deserve a frank statement 
of your policy. Of course we sincerely urge that vou provide for the 
equal taxation, in your tax bill, of all corporate business firms in 
competition in an industry. 

Senator Byrp. Are there any questions? 

Senator Mruuikin. Mr. Chairman, in order to get the thing down 
on a case basis, let us make this assumption: In your own town there 
is a feed business which we will say during any given year makes a 
profit of $10,000, a proprietary business. 

In the same town there is a cooperative feed business which makes 
a similar profit. Now, explain to us what happens in the one case 
and what also happens in the other as far as Federal taxes are 
concerned? 

Mr. Boorn. I wish I] were competent to give you the detailed part 
of it, but from the practical angle, the cooperative across the street 
from my place of business is able at the end of the vear to determine 
what portion of his earnings, profits, or what have you he can give 
back to his patrons or customers; at the end of my tax vear I do not 
have that privilege. Ll understand that I can make a statement at 
the beginning of my tax vear that I am going to give a patronage 
dividend and it can be deducted, but 1 must make that statement at 
the beginning of the vear, 

Again, I am getting into some details that I am not too familiar 
with, but the advantage that the cooperative has against me is that the 
patrons who go there know they are going to get a patronage refund, 
rebate, gratuity of some sort because of having done business there 
instead of with me. 

That is a deductible expense to the cooperative, and he does not 
pay tax on it. 

Senator Mitiikin. I was trying to get away from the technicalities 
by asking what I thought was a simple question. You make a 
profit of $10,000; the cooperative in the same business makes a profit 
of $10,000. 

Now, right at that point, what does the Federal Government take 
out of you by way of taxes? 

Mr. Booru. It depends on my tax base, of course, but a minimum 
would be 20-some percent. 

Senator MILLIKIN. Well, it takes a tax out of that, and Il am assum- 
ing that you have a corporate form of business? 

Mr. Boorn. That is right. 
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Senator Miturkin. It takes a corporate tax away from you on that 
$10,000 profit. 

Mr. Booru. That is right. 

Senator Minurkrn. Let us move over now to the cooperative. 

What does the Federal Government do in the way of taking taxes 
from that incorporated cooperative. 

Mr. Boorn. At that immediate time, nothing. That cooperatiy: 
may take a portion of it and set it aside for purposes of expansion 

Senator Mitiikin. To the extent that it makes that election, th 
cooperative does not pay a Federal tax on the profit so used and » 
similar election is not open to you; is that the point? 

Mr. Booru. That is true, sir. 

Senator Mruuikin. All right. 

Senator Byrp. Are there j any further questions? 

Senator Wiiurams. If I understand it correctly, to use the illus 
tration that the Senator from Colorado used, two corporations making 
$10,000, when you file your tax return you must pay the tax from th 
beginning on the $10,000 at whatever rate it might be? 

Mr. Boorn. Correct, 

Senator Wiiurams. While the cooperative puts that aside—decide 
they need a warehouse, an additional expansion on a warehouse, ve aut 
is going to cost them something, and they are going to build it th 
next year or the year after, and the ‘Vv could deduct three, a 01 
five thousand jutlers, whatever it might be from that $10,000 as a 
flat deduction for future expansion, and they could deduct their 
patronage dividends without paying them out, by issuing certificates 
of tax indebtedness to the farmers, before they paid any tax, and they 
could reduce theirs in that manner and you would have to pay it in 
the beginning. 

Mr. Boorn. That is correct. 

Senator WiiuraMs. In other words, a cooperative can, under 
existing law, write off the cost of a plant they are going to build o1 
the year after out of this year’s earnings rather than wait until thes 
built a plant and depreciated it in the normal manner? 

Mr. Booru. In that particular situation there are two advantages 
to the cooperative He has the money to expand that is tax-free, 
and he has attracted to him additional patrons because of the issu 
ance of serip or statements of indebtedness that they can or may 
some future time receive a refund for the business done. 

Senator Mriiurkin. When the cooperative sets aside that $10,000 
let us assume that it sets it aside in pursuance of a plan of expansion 
I understand that there would be no tax on the corporation. 

Let us assume that it just decided to keep the $10,000 for whateve: 
corporate purpose it might want to use it, not reflecting distribution 
to stockholders, just kept it in the till. Would it then have to pay : 
tax? 

Mr. Boorn. That is a technical question that I cannot answer, sil 

If it is put into surplus, I understand that they are taxed on that 
sation put into their surplus, but with the election of not putting 
it any place, 1 do not know. I do not know that they have that 
choice 70. 

Senator Mriurkin. It has been suggested that if it is exempt under 
101 it would not pay any tax, even though it did not set the mone) 
aside for the specific purpose of plant expansion. 
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Senator Byrp. Thank you very much, Mr. Booth. 

Senator Tarr. Mr. Booth, I have one question. You introduced 
a thing I have not heard about with respect to patronage dividends. 

You say you have to announce in advance that you are going to 
do it? 

Mr. Boorn. That is a matter of interpretation, as I understand, 
Senator Taft. I have been told that by making an announcement or 
stating a position at the beginning of my year I may make allocations. 

Senator Tarr. If you were going to do it you would announce it 
at the beginning of your year, would you not? I mean, if you wanted 
to bring in business, you could—that would be the purpose of it. 
There is nothing to prevent you, as far as patronage dividends are 
concerned, from announcing that if you make a net profit this vear 
of so much you are going to devote 25 percent of that profit to crediting 
your customers in accordance ee. that. 

' Mr. Booru. I see nothing wrong with it. 

Senator Tarr. Rebates, or whatever it may be; or additional 
payments—you could do that, could you not? 

Mr. Boorn. I could see nothing wrong with it if I had the same 
privilege that my competitors have. 

Senator Tarr. It would be ee would it not? 

Mr. Boor. As I understand, or as I have been told, that is true. 

My point is that under the circumstances in which I find myself, 
I make the declaration first. My competitor across the street does 
not have to make that declaration unless it is so stated. 

Senator Tarr. Well, in effect, he made the declaration because that 
is the whole basis of his being a cooperative. 

Mr. Boorn. That is right, in general. 

Senator Tarr. And you are not required—are you required to 
make any more definite statement? It is a new idea of its havin 
to make a statement at all. But assuming you do, it could be a very 
general statement, could it not? 

Mr. Boor. Can you answer that, Senator? I am not familiar 
with the details? 

Senator WituiAMs. I think, if I understand it correctly, he can 
make the statement but he must make the statements specifically; 
for instance, 25 percent, 50 percent, or whatever it might be, he must 
make that statement at the beginning of the vear, and then he can 
deduct that particular percentage that he has announced. 

Senator Kerr. And he can deduct the percentage that he has 
mnounced and wishes to follow through by distributing it. 

Senator WittiAMs. He must distribute it and follow through before 
he can deduct it. 

Senator Kerr. He must have announced it and distributed it. 

Senator Tarr. Is there any regulation to that effect, or can there 
be a general statement pretty much like that which the cooperative 
makes? 

Of course, cooperatives sav “we will do it,’’ and then they reserve 
all sorts of rights and say over and above what they need in reserve, 
for reserve purposes. 

Mr. Boor. Yes; there is still a difference, though. When I make 
declaration I have to pay it out. 

Senator Tarr. They have to pay out, too, over and above 

Mr. Boors. Not in cash. 
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Senator Tarr. But there is not some sort of a reason for—I mean. 
I agree it is pretty general. 

Senator WiuuiAMs. If I understand it, he has to make a declaration 
in specific percentages. Then he must pay it out in cash to the cus- 
tomers in order to get the credit, while the cooperative—it is an 
interpretation that is placed on it, by the definition of a cooperative. 
it is automatically announced, and they can determine at the end of 
the year whether it is 25 percent, 10 percent or a hundred percent, and 
determine their percentage at the end of the year, and they will nos 
be held and are not being held to paying it out in cash. They can give 
certificates of indebtedness. 

Senator Tarr. I do not think that is an important difference 
because they certainly would not object to having that statement 
required of them in advance. 

But I do not think that there is any regulation requiring you to do 
it in advance. If so, I would like to have a reference to it, if there 
is such a ruling. 

Mr. Boorn. We have a letter in our association headquarters from 
the Revenue Department relative to that. 

Senator Kerr. A little louder, please. 

Mr. Boors. Our association has a letter from the Revenue Depart- 
ment to that effect in the declaration of a statement. 

Senator Tarr. [It must be a declaration? It must be of a particular 
percentage of profits, or how definitely must it be, really? 

Mr. Booru. Can you remember what that is? 

Mr. Bowpen. It has, as I remember it, indistinctly—they must 
make an announcement, which will be given at the beginning of the 
year, and it states the percentage that will be given, and it has to be 
an action passed by the board of directors of the corporation appearing 
on the minutes. 

Senator Kerr. It has to be a binding declaration. 

Senator Tarr. How specific does it have to be, that is what | 
mean? Could it not just be that you intend to return over and 
above whatever certain returns you obtain, or over and above a 
certain amount for reserves, or something of the sort? 

Mr. Bowpen. Not being certain, Senator Taft, which it is, would 
you like to have us file that letter with you? 

(The letter referred to follows:) 

TREASURY DEPARTMENT, 
Washington, March 1, 1949 


THe Hate Grain Co., 
Royal, Towa. 

GENTLEMEN: Reference is made to your letter of January 17, 1948, addres 
to the collector of internal revenue, Des Moines, Iowa, requesting advice 
respect to the income-tax consequences to your company of an outlined procedu 
whereby you wou!d declare a dividend at the end of the year to your custo 
on a patronage basis the same as a cooperative association does. 

True patronage dividends have long been recognized by the Bureau 
rebates on purchases made in the case of a cooperative purchasing organiza! 
or as additional cost of goods sold in the case of a cooperative marketing orga! 
zation when paid with respect to purchases made by, or sales for the account 
the patron distributees. While there is no statutory provision permitting 
deduction of so-called patronage dividends by corporations subject to ta 
administrative practice has been to permit a cooperative association to dedu 
such distributions from its gross income when paid to its patrons, whether mi 
bers or nonmembers, in proportion to the volume of business transacted 
them, provided the bylaws of the association or a prior agreement between i 


t 





REVENUE ACT OF 1951 1239 


and its patrons makes provision for such payments. This practice is based upon 

he theory that a cooperative association is organized for the purpose of furnishing 
its patrons goods at cost or for obtaining the highest market price for the produce 
furnished. However, the amounts are not allowed as a deduction unless they 
are actually paid to the members or set apart for them. 

While the above-outlined practice may, at first glance, appear to be strictly 
pe culiar to cooperative associations, it is to be noted that rebates made to non- 
stockholders by any corporation are obviously not dividends and are a deductible 
expense, but rebates given to customer-stockholders warrant close scrutiny of all 
the facts to determine whether the rebates are merely a method of distributing 
dividends under the name of a deductible expense. Payments made to customer- 
stockholders of refunds based upon the volume of business t1 acted with the 
customers and in no way dependent upon stock ownership are considered refunds 
and not dividends. Thus, where the bylaws of a corporation (not a cooperative 
provided that the surplus earnings should be returned to stockholders in the ratio 
which the business furnished by each stockholder was to the total business, the 
payment was not a dividend (Uniform Printing & Supply , It Vv. ymmis- 
sioner (88 F. (2d) 75)), but the obligation to make the ‘s or refunds must 
be in existence before the profits are earned. If the st 
tribute the profits on the basis of the respective business f 
the earnings have been made, the payments are considers 
not rebates (Peoples Gin Co. v. Commissioner (118 F. (2d 

In this connection, it is to be noted that even in the case of a cox 
ciation if so-called patronage dividends are payable only to met 
holders (or the members receive larger so-called patronage d ' 
member patrons on identical transactions), the excess of the payments over the 
amounts due them on a patronage basis represents ordinary income to the co- 
operative from business carried on by it for the joint profit of the members, and, 
consequently, distributions thereof to the members are essentially ordinary divi- 
dend payments. Such distributions are not true patronage dividends and are 
taxable to the cooperative See I. T. 3208. C. B. 1938-2. 127 

It is the view of this office that, subject to the conditions ar 
set forth in the second preceding paragraph, the payn 
to your customers based on the amount of business 
would be an allowable deduction in computing your 
for the vear in which such refunds or rebates were paid. 

Very truly vours, 
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Senator Tarr. Yes, I would like to know. I am not talking now 
about reserves really atall. That is a different question [ am talking 
about this whole question of simply the question of patronage divi- 
dends, and whether there is really any substantial distinction, and 
if so, certainly it could be taken care of by statute, so that there 
would not be any, so far as they are concerned. Now, the reserve 
question, that is another thing. 

Senator Minuikixn. Mr. Chairman, may I ask a question of Mr. 
Stam? Mr. Stam, what is the law or regulation that works on a 
private proprietary business in respect to what the witness has 
described? 

Mr. Sram. I am not familiar with that particular ruling to which 
they refer from the Internal Revenue agents’ office. Of course, where 
a corporation pays rebates or makes discounts why, naturally, they are 
deductible items and come out of income, but I am not aware of any 
particular ruling which says that you can declare a certain percentage 
of your profits and get a deduction if they are going back to the 
customer, | mean. 

Senator Kerr. Would you inquire of the Treasury what their 
announced or unannounced 

Senator Tarr. Pardon? 

Senator Kerr (continuing). Policy is in that respect, Mr. Stam? 
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Mr. Sram. I will be glad to do that. 

(See testimony of Vance Kirby on July 20, 1951.) 
Senator Byrp. Thank you very much. 

Mr. Boorn. Thank you, sir. 

Senator Byrp. Mr. Saxon? 

Dr. O. Glenn Saxon, National Tax Equality Association. 


STATEMENT OF 0. GLENN SAXON, PROFESSOR OF ECONOMICS, 
YALE UNIVERSITY, REPRESENTATIVE OF NATIONAL TAX 
EQUALITY ASSOCIATION 


Mr. Saxon. I am professor of economics, Yale University. Mr. 
Chairman and members of the committee, I am here on behalf of the 
National Tax Equality Association. 

I have taught in the field of corporate finance, tax, and fiscal policies 
for 20 years. In the course of that work, I have naturally come into 
the problem of tax exemption not only of cooperatives but of a great 
many other institutions, such as the local government agencies and 
properties, the Federal Government, and I am firmly convinced that 
under the circumstances as they are today, when the tax rates on cor- 
porations have gone up to 77 percent, and the individual rate ranges 
from 20 to 90 percent, the problem of revenues for the Federal Govern- 
ment requires the elimination of all tax exemption of business. 

The problem of exemption of mutual corporations and cooperatives 
raises the question of the ultimate results on our economy. It could 
mean socialization of our economy. 

In Europe generally today the cooperatives have a total membership 
of approximately 150,000,000 people. Those cooperatives in those 
countries today control from 20 to as much as 80 percent of the retail 
and wholesale trade in many fields of activity. 

The development of the cooperatives in this country has been rela- 
tively slow, but the rate of increase has been amazing in periods of 
high taxation. 

The number of cooperatives expanded rapidly under the high tax 
rates of World War I and again under the high tax rates of World 
War II, and they are continuing to expand year by year since the end 
of World War II at a phe .nomenal rate. 

Today the percentage of business which they do is relatively smal! 
but it is increasing very, very rapidly. 

Senator Kerr. Is the statement directed to the percentage of the 
total business being done in the country or the increase in business 
being done by the cooperatives? 

Mr. Saxon. It is both, sir. The percentage that is being— 

Senator Kerr. Could you give us those figures? 

Mr. Saxon. That the cooperatives of the country and the mutual 
organizations, what they do today is relatively small—the percentage 
of the total, but the percentage is increasing more rapidly than the 
total increase in the volume of business. 

Senator Kerr. Do you have the tabulation for the last 5 years? 

Mr. Saxon. I have that, sir, based upon figures of the Departmen! 
of Agriculture and other agencies. Those official figures are in- 
accurate in many respects in the sense that they are not comprehen- 
sive. They do not cover a great many of the cooperatives. The) 
are not required by law to report, but even the figures put out by the 
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departments do show conclusively this very sharp expansion in 
volume and in the percentage of the total business done by the 
cooperatives. Does that answer your question? 

Senator Tarr. There have been figures presented showing the 
percentage of total business done in the country by cooperatives as 
being less than it was 10, 15, or 20 years ago, and that is an over-all 
figure, and would not relate necessarily to the particular industries- 
that might be different, but some over -all figure was presented. 

Mr. Saxon. I have incorporated in this manuscript for your con- 
venience figures by the Department of Agriculture as of 1949, which 
I think, will conclusively overcome that position that you just stated, 
and will give you = facts going back as far as 1915. 

Senator Kerr. I asked you if you had tabulations for the last 5 
vears? 

Mr. Saxon. The figures of the Department of Agric 1 ea cover 
through 1949 and they show a very sharp increase, both in dollar 
volume and in percentage, since the end of World War II. 

Senator Kerr. That is included in your manuscript? 

Mr. Saxon. That is; yes, sir. 

Senator Kerr. At what page? 

Mr. Saxon. That is the one, sir—it is rather a bulky document. 
On page 51 and the following pages, the business volume—it begins 
actually, sir, on page 50, with respect to the expansion of farm co- 
operatives. I go into the expansion of the numbers of the coopera- 
tives, the volume of business done, and the rate of pay. 

If vou will notice on page 52, there is a table there showing the 
number of cooperatives, the membership and the business volume for 
the marketing associations and the purchasing associations, and the 
total combined. 

Senator Byrp. This is only the farm cooperatives? 

Mr. Saxon. This is only the purchasing and marketing in the farm 
group, ves. It does not cover consumer cooperatives, and, as I said, 
this is not comprehensive in the sense that many of the cooperatives 
are not required to report at all, but these statistics are based on a 
consistent base, so that you get a comparison from year to year or 
from period to period. 

Senator Wituiams. Mr. Saxon, what percentzge of the business is 
done by a small group? Is it not a fact that the small group of 
cooperatives do a large percentage of the business that is done over 
the Nation as a whole? 

Mr. Saxon. We cannot document that, sir, but that is the general 
conclusion and conviction of all who have studied the problem. It 
cannot be documented until the Congress requires full reports from all 
these organizations, whether they are tax-exempt or non-tax-exempt. 

Senator WiiuiAMs. I do not have it with me this morning, but the 
Treasury Department did put out a book recently on that subject in 
which, | think, they pointed out that about 60 percent of the business 
is done by 7 percent of the organizations. 

Mr. Saxon. I think that is quite true, but I have not seen the 
bulletin you mention. 

Senator Byrp. Proceed, Mr. Saxon. 

Mr: Saxon. The next point I would like to make, Mr. Chairman, 
is that the Congress over the past year and a half, after studying the 
problem, has already eliminated the exe mption of business income of 
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labor organizations and charitable and educational institutions. but 
you leave still tax-exempt the business cooperatives, the mutual Say- 
ings banks, some of the mutual insurance companies, and the farm e.. 
operatives, both the marketing and the purchasing cooperatives. 
which are actually engaged in profit-making operations, and by statu- 
tory law of Congress, and by Treasury ruling, the great majority of 
them are exempt from all Federal taxes some of them by Federal} law 
exempted even from State and local taxes in the field of the mutual 
savings banks, and the other credit institutions of that type. 

Senator Kerr. Explain briefly how the mutual savings bank Works 

Mr. Saxon. The mutual banks instead of stockholders simply hay 
memberships. Each depositor automatically becomes a member 
Instead of stockholders they have members but the business of mutual 
corporations operates exactly in the same sense that a stock corpor- 
ation in the same field operates, the only difference being that they 
escape the income tax paid by the stock corporations. | 

As a consequence. they can pay higher dividends on their deposit 
accounts than the competitive stock corporation can do. This puts 
the stock company at a competitive disadvantage, which is evidenced 
by the very sharp growth in the deposits of the mutual companies. 9; 
the expense of the stock companies. (Of course, savings have Increased 
sharply over the last 15 or 20 years, particularly since 1940, but the 
Statistics in this memorandum will give you the growth, the rate of 
growth of the mutual banks, compared with the stock banks, and vou 
will find that it is as much as two or three times as rapidly in certain 
periods, Particularly in a Period of high tax rates, 

Senator MInurkrn. May I ask, sometime during your testimony you 
will make perfectly clear the exact points and the exact nature of the 
discriminations which you claim exist, 

Mr. Saxon, Well, Senator, if ] may, I will do that right now. 

Senator MILurKkrn. Please do it right now, Mr. Saxon. 

Mr. Saxon. The last witness was somewhat confused on the situ- 
ation, and I think that T ean help clarify it, 

Senator MInuikin. Tt iS very important. This is the heart of the 
thing. As to the discrimination, how does it operate. Where does jt 
operate, and when does it operate? 

Let us get at that. 

Mr. Saxon, Congress has granted total exemption to farm market- 
ing and purchasing cooperatives provided they comply with certain 
qualifications specified by Congress such as limiting their member- 
ship to actual farmers, and doing business—not more than 50 per- 
cent of their business can be done with nonmembers—and_ rest ric- 
tions of that sort. 

Suppose that perhaps 50 Percent of the farm cooperatives ar 
totally tax exempt. They pay no Federal tax under any circumstances 

Now, any cooperative, }) wever, that does not comply act rally gets 
practically total tax exemption by Treasury ruling, for which’ ther 
is no Statutory authority whatsoever. But the Treasury has, by 
ruling, permitied the qualifying cooperatives to set aside allocated 
reserves for necessary purposes, and the word “necessary” has been 
interpreted so broadly that it is necessary for a cooperative to esta) 
lish reserves to own oil wells. refining companies. tar manufacturing 
companies, and tractors, things of that sort. 
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They are allowed to set aside allocated reserves, and those reserves 
become nontaxable under Treasury ruling. 

In other words, you have two classes of farm cooperatives that are 
tax-exempt—the so-called tax-exempt under section 101, and then a 
great number of them that pay only token taxes, under the Treasury 
rulings. Allowing them to allocate these reserves, with the Treasury 
ruling them as being rebates, makes them nontaxable. 

Senator Miiirkinx. Are you attacking both types of cooperatives? 

Mr. Saxon. Both. 

Senator Miiurkin. Both? All right. 

Mr. Saxon. Because the escape under the Treasury ruling is almost 
total. 

Senator Tarr. Getting away from the cooperatives which simply 
deal with farmers, and pyramid on top of others, are they able to 
qualify or are they all in this second class, these large 

Mr. Saxon. The consumer-cooperative, for instance’ : 

Senator Tarr. I did not mean consumer cooperatives. I meant 
cooperatives that deal with cooperatives, these people who deal in 
grain nationally, and that sort of thing, do they fall in the second 
classification? 

Mr. Saxon. They can fall under cither so long as they are either 
purchasing or selling products that the farmer produces or requires 1p 
the course of his operations as a farm. 

Senator Tarr. | thought vou said half of the business had to do 
with farmers or something of that sort? 

Mr. Saxon. | say they have the option of one or the other, but if 
they want to do more business than 50 percent with nonmembers, 
they could not qualify. 

Senator Tarr. If they do business with cooperatives, is that 

Mr. Saxon. If the bv do business with cooper: atives. the cooperative 
itself may be exe mpt and, consequently, ruled out. It is part of the 

Senator Tarr. They are considered farmers for the purpose of 
the 

Mr. Saxon. I think that is right; and vou have the situation where 
a farm-marketing cooperative starts in business, then it becomes a 
purchasing cooperative as well; then from there it goes into the 
development of the materials which they are purchasing, oil, oil-well 
ownership, refining operations, and the manufacturing of all sorts of 
farm implements, and the minute the cooperative touches and buys 
control of such an operation, that operation itself may become in 
effect tax-exempt. 

Senator MiLtiikin. Now, pardon me, Have you reached a good 
stopping place? 

Mr. Saxon. Surely. 

Senator Mriuikix. Let us consider only for the moment the field 
of those cooperatives which do not qualify 

Mr. Saxon. Yes. 

Senator Mintuikin. Under the statute. 

Mr. Saxon. The so-called nonexempt. 

Senator MILLIKIN. So we do not get confused between the two 
groups. 

Mr. Saxon. That is right. 

Senator Minuikin. Let us take those who do not qualify for total 
exemption. 
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Mr. Saxon. All right. 

Senator Mriuikin. Let us come down to the homely case that | 
put to the preceding witness. There is the Joe Doe private proprie- 
tary corporation in the feed business in this town of Squedunk. 
Across the street is a corporation, a corporate cooperative in the 
same business, both of them making a profit of $10,000 in a given year, 

Now what happens so far as Federal taxes are concerned as to the 
profits of both of those institutions? 

Mr. Saxon. Well, this year the cooperative would—well, let ws 
take the proprietary corporation first. The privately owned corpora- 
tion, under stock form, would pay under your present bill a large 
percent of the $10,000, and have a take-home pay, so to speak, of 
what is left. 

Senator Mituikix. Which it could or could not distribute by way 
of dividends? . 

Mr, Saxon. That is right, at its own option. 

Senator MiILuikin. Yes. 

Mr. Saxon. The cooperative, on the other hand, could simply take 
the $10,000 and allocate it, keeping the cash and issuing certificates 
or what not. Even though called necessary reserve, this would mean 
building up a fund to buy an oil refinery not related at all to the 
original function of the cooperative. The form of scrip and not 
may be payable 5 years from now or 10 years from now or may have no 
definite termination date at all. 

Senator Miuurkin. I could not hear that. 

Mr. Saxon. It could issue bonds and distribute those to its mem 
bers and, by any one of those devices, the entire $10,000 become tax- 
exempt under Treasury ruling without any authority for such rulings 
from the Congress. 

Senator Mintuikin. And the scrip under those circumstances—t! 
person who receives the scrip or the promise to pay, or whatever it 
may be, does he or does he not pay taxes on what he gets? 

Mr. Saxon. He is supposed to pay taxes on what he gets. 
corporations have stock dividends, and under United States Tax 
Court rulings, under certain circumstances, the stock dividend is not 
considered as income. 

Senator Miturkin. There is no discrimination 

Mr. Saxon. All those other scrips are payable 

Senator Minurkin. As far as the stock dividend is concerned, ther 
is no discriminatory element. I mean that applies to all corporations 

Mr. Saxon. That is right. 

Senator MILLIKIN. Yes, sir. 

Mr. Saxon. But all these other forms of scrip result in the coope: 
tive being able to retain all of its earnings tax-free for expansion 
purposes and, at the seme time, satisfy the Treasury rulings. It can 
pass them out in theery though in fact it keeps the cash from its 
members. 

Senator Byrp. Now, does a member pay a tax on the scrip before 
he gets the cash? 

Mr. Saxon. He is supposed to, sir; but the fact that cooperatives 
are not required to report and disclose means that there is a ver) 
substantial tax escape, and the farmer, according to the ideolog) 
which they have been taught, is taught to believe in any case thal 
that is not income since it is a return of his money. 
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Senator Byrp. The law requires—— 

Mr. Saxon. But if it is income, it is treated as income 
respect in the courts of this country, except taxwise. 

Senator Winuiams. Mr. Saxon, is it not possible under the existing 
interpretation to use the example that the Senator from Colorado 
has given for this cooperative to allocate these earnings to the farmers 
in the form of scrip, we will say, after deductions, and they allocated 
$5,000 a year to the farmers in the area, Which were a tax liability to the 
farmers, and this went over a period, we will say, of 10 vears, and then 
this cooperative failed, and it would be possible i in that situation that 
you would have a situation where the farmers had paid taxes on some- 
thing that they had never had an opportunity to have demanded 
payment on; they never had the money and they never had use of it, 
nor would they ever get the use of it, nor could they get a refund on 
their taxes. 

Mr. Saxon. The same is true, sir, of certificates of any other cor- 
poration. In other words, if General Motors Corp. paid a dividend 
in bonds and 10-vear notes and in the meantime if General Motors 
Corp. failed before those notes matured, you would have the identical 
problem. 

Senator WILLIAMS. Except, would there not be this difference? 
If General Motors distributed bonds, they usually are negotiable, 
where it is possible for the cooperative to distribute stock certificates 
which are redeemable only at the discretion of the board of directors 
of the company. 

Mr. Saxon. Well, either form of corporation could make the bonds 
nontransferable, but the cooperatives, by and large, as a rule, do make 
their certificates nontransferable. 

Senator Tarr. Mr. Saxon, a lot of the larger cooperatives, pay some 
taxes, | do not know what. 

Mr. Saxon. They are the non-exempt. 

Se nator Tarr. You emphasize what they do not pay. What do 
they pay? 

Mr. Saxon. Only in case the Treasury refuses to recognize the 
amount of reserve as an allocated reserve would they be forced 
pay taxes, so if they allocated the reserve 

Senator Tarr. I could see some basis for the Treasury rulings if they 
allocated it to these taxpayers, that it was not tax: able. But I do not 
see any basis for saving that their funds are tax-exempt when they 
say, “‘We need the money.”’ 

Mr. Saxon. The Treasury could say, “There is no reason why you 
have to buy an oil well down in Texas,” but they have let tax-exempt 
co-ops do that, and set funds aside and called them allocated reserves 
because of book credits or certificates to member patrons. 

Senator Tarr. You take this biggest cooperative in the East, 
whatever it is called. 

Mr. Saxon. Eastern States? 

Senator Tarr. No, it is up in New York—GLF, they pay a tax. 
What tax do they pay? 

Mr. Saxon. Well, they practically determine the tax themselves 
depending-—— 

Senator Tarr. I know, but what tax do they pay? 

Senator Kerr. Every taxpayer figures out his tax and sends it in, 
(oes he not, subject to the Treasury reexamination? 


in every 
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Senator Tarr. I mean, | wanted to know exactly on what they pay, 
and on what they do not pay? 

Mr. Saxon. Mr. Lester has just handed me a memorandum on that 
very point. Another example of this type of organization is the 
cooperative Grange League Federation Exchange which, in its 1949-50 
fiseal year, distributed over a million dollars in patronage dividends. 
nearly a million dollars in dividends to stockholders, paid an estimated 
income tax of $1,099,000, and added $847,000 to surplus. If it had 
been taxed on its full earnings it would have paid at the 38-percent 
rate- 

Senator Tarr. If you are including patronage dividends, suppose 
you leave out patronage dividends. 

Mr. Saxon. Sir, I cannot do that, because that is merely a distribu- 
tion of profits. 

Senator Tarr. I do not agree to that at all. 

Mr. Saxon. Could we divorce that for just a moment and get to the 
question of the taxation? You want to know what they paid? 

Senator Tarr. Yes, sir. 

Mr. Saxon. They did pay actually $1,099,000. If they had paid 
at the full corporate rate at 38 percent on the entire earned income, 
they would have paid an income tax of $1,534,000 to the Federal 
Government, and would still have been able to add $412,000 to its 
surplus. 

Senator Tarr. I still do not know whether they pay it on everything 
outside of the patronage dividends. That is what I want to find out. 

Mr. Saxon. That I cannot say without having the statement of the 
cooperative before me. I have nof got that, sir. 

Senator Miturkin. Mav I ask that the witness give us the reference 
to law or to the regulations which permit the nonexempt cooperative 
to set aside reserves without paying taxes on the reserves? | am not 
talking about the allocation to the stockholder, but what they retain 
as reserve. I would like to have the authority for the gentleman's 
statement that they do not have to pay taxes on that, as a corporation 
does. 

Mr. Saxon. Well, those rulings are made in individual cases, and 
there are hundreds and hundreds of them, sir, and they go back as 
early as 1913. 

Senator Muniikin. We are talking now about the nonexempt 
cooperatives. 

Mr. Saxon. That is right. 

Senator Miiuikin. Well, there must be some basis for the exercise 
of the discretion, there must be some regulation, there must be some 
provision of law. Could we have a citation of that? 

Mr. Saxon. Well, I can get it for you but I do not have it available 
with me. 

Senator Mitiikin. Will you supply it to the committee? 

Senator Wiiurams. T have the regulation right here. It is in 
letter signed by John S. Graham, the Assistant of the Treasury, and 
I will read it: 


Section 101 (12) of the International Revenue Code which governs the ex 
tion of farmers’ cooperatives, farmers’ marketing and purchasing cooper 
permits the retention of a reserve required by State law or “a reasonable r 
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And this is the regulation I am quoting from. 

Senator MILLIKIN. Senator Williams, you are talking about the 
exempt and nonexempt group. 

I am talking about the nonexempt. 

Senator WILLIAMs. I am not so sure. 

Senator Miuirk1n. Your letter says that it is the exempt group. 

Senator Tarr. It is the 101 corporation. 

Senator WitiiAMs. Maybe that is correct, but this letter deals 
with both of the situations. 

Senator Mitiikin. What you read does not deal with both; it 
deals with the exempt. 

I am now probing solely the nonexempt cooperative, and I want to 
know by what authority they do not pay taxes on reserves that they 
set aside. 

Mr. Saxon. Well, all I can say, sir, is that the Treasury rulings 
in the entire field are simply assumed authority which Congress from 
time to time has failed to either confirm or deny. 

Senator Miturkin. Will vou give us a full memorandum? 

Mr. Saxon. Yes; I will see that you get a memorandum on that 
subject. 

Senator MiLuikin. Or a full statement, either substantiating or 
not substantiating what you read. That goes to a very important 
question in this hearing. 

Mr. Saxon. Yes, sir; if it is not otherwise supplied before the con- 
clusion of these hearings. 

See testimony of Vance Kirby on Friday, July 20, 1951. 

Senator Tarr. Mr. Saxon, just offhand on these figures that vou 
gave, as I got them roughly, this GLF paid a million dollars in taxes; 
they distributed, leaving out patronage dividends, a million dollars 
in dividends and set aside $800,000 for reserves. 

In other words, on $2,800,000 net income they paid $1,000,000 in 
taxes, which is not so very different from what any corporation 
would do after various kinds of deductions. 

What I want to find out is whether they are payi leaving out 
the patronage dividend question the same tax as mmebody else. 
That is what I am interested in finding out. 

Mr. Saxon. Well, I have available, sir, a record which will show 
you not only this particular corporation, but a great many others, 
and you will see that I am not exaggerating when I say that the tax 
they pay is pretty largely determined by themselves, based upon 
what they allocate 

Senator Miturkin. Mr. Chairman, may I ask whether there is any 
representative of the Treasury here? State your name, please. 

Mr. Juttus M. Gretsman. My name is Greisman. 

Senator Mitirkin. What is your job? 

Mr. GretsMan. Iam an attorney with the Tax Legislation Counsel’s 


office. 


Senator MILirk1n. Does the Treasury permit tax exemption in the 
case of a nonexempt cooperative when it makes a declaration of 
reserves for any purpose? 

Senator Kerr. Or for no purpose? 

Senator Mriurkin. Or for no purpose. 

Mr. GretsmMan. I am not familiar with that field 
am afraid I cannot answer. 


1] 
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Senator Mriurkin. I have asked the witness to supply us with , 
memorandum. 

I will ask the Tréasury to supply us with a memorandum. Is {} 
problem clear? 

Mr. GreitsMan. Yes. You want the basis for tax exemption 
recognized nonexempt cooperatives which do not qualify under 
section 101 (12), what the basis for the tax exemption—— 

Senator Mriirkin. I want the basis for any tax exemption they h; 
on reserves that they set aside. 

Senator Tarr. While you are about it, it seems to me you might a 
well cover the 101 corporation as well. 

Mr. Saxon. Subsection (12). 

Senator Tarr. That is in the law. 

Mr. GretsMan. You mean section—— 

Senator Tarr. Any regulations that have been issued under it 

Senator Mruuikrn. I want no confusion between the two types of 
corporations. I want this limited entirely for my purposes—|I do 
not care whether you put it in one paper, but I want that one paper so 
divided that if it covers other subjects, that as to the nonexempt typ 
of cooperative there is no question as to the authority for any tax 
exemption in setting up reserves. 

Mr. Saxon. They call the group you are speaking of the non-tay- 
exempt group. 

Senator Miuurkin. That is right. 

Senator Wiiurams. Mr. Chairman, I understand a gentleman 
by the name of Mr. Copeland over in the Treasury Department is their 
expert on cooperative taxes. I wonder if we can have him over here? 

Senator Kerr. I second that request. 

Senator Wiiurams. Or whether they wish to assign someone e'se 
it is all right; but he was named as an expert on cooperatives. 

Senator Byrp. I think it would be a good idea to call him on the 
phone. 

Senator Mitiikin. While we are talking about cooperatives. 

Senator Byrp. It would be a good idea to call him on the phone and 
ask him to come down immediately. 

Senator Kerr. As I understood you, Doctor, you said that if and 
when the cooperative sets aside any amount of money and calls it a 
necessary reserve by that act, it makes that amount of money tax 
exempt, even though it is not an exempt cooperative. 

Mr. Saxon. Subject to this qualification, sir, that that must be 
allocated to patrons in a manner recognized by the Treasury. 

Senator Kerr. Well, that is quite a little qualification. 

Mr. Saxon. It is, but the record shows that the Treasury has been 
so loose and broad in—— 

Senator Kerr. Let us have that record. 

Mr. Saxon. The record? 

Senator Kerr. Let us have that record. You say there are hun- 
dreds and hundreds that you know about. 

Mr. Saxon. Thousands. 

Senator Kerr. Have you got one? . 

Mr. Saxon. Not with me, sir. I did not expect it to be questioned 
in detail. 

Senator Kerr. You did not expect to be questioned here? 
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Mr. Saxon. Not in that detail, sir, not to document it. I will read 
part of this manuscript if you like. 

Senator Kerr. I asked you a question if you have anything to 
substantiate what you said. 

Mr. Saxon. You asked me to document it. I cannot document it. 

Senator Kerr. lL asked you if you had a single illustration. 

Mr. Saxon, I have not. 

Senator Byrp. You may proceed. 

Mr. Saxon. The next point that I wanted to talk about was the 
competitive disadvantage-—— 

Senator Kmrr. Let me ask just one more question. As I under- 
stood the Senator from Delaware, he asked you a question a while ago, 
and I understood you to answer, “yes’’; that when a cooperative 
issues a certificate of participation or an evidence of profit made and 
ownership by the member in the form of an indebtedness or a promise 
to pay at a specific time or unspecified time, the receiver of it pays 
taxes on that as though he had received it in cash. 

Mr. Saxon. It is his income, and it is subject to a tax, with this 
one qualification, and that is, if it is a stock dividend, it is not taxable 
until he sells the stock. 

Senator Kerr. Yes, but when he receives a note or a bond or a 
certificate of participation whereby he has $10 earned, and the 
cooperative has kept it, but he is the owner of the $10 interest, he 
pays taxes on that when he receives it. 

Mr. Saxon. No, unless he is forced to. 

Senator Kerr. Unless it is 

Mr. Saxon. Again, it is subject to the question of whether it is a 
liquidated thing to him. 

If it is a promise to pay him 50 years from today or 10 years from 
today, naturally he may not declare that until he receives payment. 

If, on the other hand, he discounts it by selling it for cash, then it 
becomes cash income, and he probably declares it. 

Senator Kerr. That is not what you said a while ago, or that is 
not what I understood you to say, and I frankly thought your answer 
in that regard was correct. 

Mr. Saxon. I said the Treasury permits that to be treated as not 
part of the income of the corporation. 

Senator Kerr. I understand that. 

Mr. Saxon. But once that is done 

Senator Kerr. I understand that. But I am talking about the 
individual. You said when the individual receives that evidence of 
indebtedness, or that evidence of having had an interest in an amount 
of money earned, but which is kept by the cooperative, that one who 
receives it pays taxes on it when he receives it. 

Mr. Saxon. Only if under his arrangement it is treated as cash. 

Senator Byrp. Can you answer my question? If he 
scrip, he paid taxes on it? 

Mr. Saxon, Well, the scrip itself is not cash, and it is not, ordi- 
narily, income until he actually 

Senator Byrp. Did you not make that answer? 

Mr. Saxon. I have to qualify that if I said that, sir. I am not a 
tax lawyer. 

Senator Byrp. I certainly understood you to say that if the serip 
was issued to a member the member would pay a tax on that serip; it 
was the same as if it was cash. 


received the 
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Mr. Saxon. He probably would not. I think Mr. Stam has 
statement. 

Mr. Sram. I might say on that, it is our understanding that if thjs 
scrip is issued, that by virtue of the agreement between the patrons 
and the cooperative itself, the patron agrees to take up in income th 
face value of that scrip. In other words, if the face value of tha; 
scrip was $100, even though its actual market value might be much 
less than $100 because of the fact that there was no fixed date fo; 
that maturity, nevertheless, under the coope ‘rative’s arrangement, tly 
patron would be re quired to put that $100 into his income tax return. 

Mr. Saxon. If there is an agreement to that effect; ves, sir. 

Mr. Sram. That is practic ally the case with all bylaws: they agree 
to take that. 

Senator Byrp. Whether it is cash or scrip? 

Mr. Sram. That is right. 

Mr. Saxon. I did not get into that, but if the agreement were not 
there—— 

Senator Tarr. They are afraid of its being taxed to themselves 
unless they do that. They want = patron to assume the job. 

Mr. Saxon. If that were not clea 

Mr. Sram. The patron assumes he responsibility of reporting 
that at face value, not market value. 

Now, in the case of an ordinary corporation, if the ordinary cor- 
poration gets a dividend in stock, that is only includible in. th 
ordinary—I mean, in the stockholder’s—income at its fair market 
value at the date the dividend was received. But in the case of one 
of these refunds, by virtue of this agreement, you do not pay any 
attention to the market value at the time the amount is allocated 
You take the face amount of the specific certificate, and he is require: 
to include that in his income return. 

Senator Byrp. But a stock dividend from a corporation—a ta: 
not paid on that by the stockholder until he sells the stock. 

Mr. Sram. If it is nontaxable stock dividend, but if it is a taxable 
stock dividend 

Senator Byrp. I mean as to an ordinary stock dividend; that ts 
my understanding. 

Mr. Saxon. If it is a true stock dividend, the same stock which is 
being paid, is not taxable. 

Senator Byrp. Until vou sell it. 

Mr. Saxon. That is right. 

Mr. Sram. You have two types. You have what you call me 
taxable, and you have what you call the nontaxable stock ohne 

Now, in the case of the taxable stock dividend, the dividend may 
still be in stock, but you include that in your income at the 
market value at the date vou received it. If it is a taxable sto 
dividend, that is what you do. 

Senator Kerr. Which most of them are. 

Mr. Stam. Which most of them may be. It might be stock 
another corporation, or something of that sort. 

Mr. Saxon. It all depends. 

Senator Kerr. I want to ask one more question because, followin 
that statement, | understood the Senator from Delaware to say to 
you, then at a later time that if the cooperative goes broke, the ow! 
of that scrip would then never receive—it would never be redeemed 
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to him, and he is not entitled to take that loss as a tax-deductible 
item. I understood the Senator from Delaware to ask that question, 
and I understood you to answer that in the affirmative. 

Mr. Saxon. What the situation would be is this. sir. That he— 
the owner of the scrip—would usually come in as a creditor, but us- 
ually is subordinate to any other creditor of the bankrupt corpora- 
tion, and he might get a dividend ‘on that scrip and he might not. 
He might get partial - payment or it might be a total loss. 

Senator Kerr. Is it not a fact that any loss he took on it, the dif- 
ference between what he accepted it at and what it was eventually 
redeemed at, would be taken by him as a loss? 

Mr. Saxon. It may be deductible for tax purposes. 

Senator Kerr. Are you sure about that? 

Mr. Saxon. I should think so, at least under some circumstances. 

Senator Kerr. Are you sure, sir? 

Mr. Saxon. I am not sure of anything in the tax field. [Laughter] 

Senator Kerr. | want to say that is one statement from the witness 
that I am going to accept. 

Mr. Saxon. That is your privilege, sir. 

Senator Mruuikix. Mr. Chairman, I would like to ask the witness 
to listen attentively to an excerpt from a study made by the staff of 
the Joint Committee on Internal Revenue Taxation of April 1951, 
and I am reading from pages 8 and 9, and I am going to ask him 
whether it is correct, and if it is not correct, in what respects it is 
incorrect. 


Cooperatives are taxable as corporations and are aan to ~ regular cor- 
porate income and regular excess-profits tax rate. The differe in their treat- 
ment under the corporate-income tax and the treatment of ordinary business 
corporations arises from their practice of allocating their net margins as patron- 

age dividends and computing their tax only on that amount of their net margins 
which is not so allocated. To be permitted this privilege, the cooperative asso- 
ciation must have agreed at the time of the original transaction with the patrons 
to return any net proceeds to him in proportion to patronage Moreover, if 
only members may receive patronage dividends, the cooperative may not exclu 
from its gross income the portion of any distribution to members which 

sents profits from dealings with nonmembers. This principle was announce 

the Bureau of Internal Revenue as long ago as 1918 when Treasury 

2737 stated ‘‘where such refund payments are made in accordance with bylaws 
or published rules regularly adhered to, they are to ‘se regarded as discounts or 
rebates tending to reduce the taxable net income of the organization. Like 
counts gene ralls they should appear as an added item of cost in the detai 
schedule of cost items submitted with _ organization’s return of " 

In determining the amount of patronage dividends whh 
gins of the cooperatives, no distinction han been drawn betv 
dends paid in cash and such dividends in the form of stock, revolving 
tificates, certificates of indebtedness, or letters of advice as to net 
tained or credited to the patron’s accounts on the books of the cooperative. 
+h forms of distribution or allocation are regarded as the equivalent 
distributions in the hands of the patrons, the theory being 
payments which have been automatically reinvested in the a 
visions of the charter, bylaws, or other contracts previ 
patrons. 


Sire 


Is that correct? 

Mr. Saxon. I should say every word of it is correct, as | understand 
it. 

[ think, sir, that I could help a bit—— 

Senator Tarr. May I ask, sir, the distinction again—is that with 
respect to 101 cooperatives, or is that a general statement? 
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Mr. Saxon. That is with reference to cooperatives outside of sec- 
tion 101 subsection (12), I believe. 

Senator Miuuikin. Is that a 101 cor poration you are talking about 
or nonexempt cooperatives? 

Mr. Stam. Iam sorry. I was out of the room when that question 
was asked. 

Senator Miiurkin. I am reading from pages 8 and 9 under the 
subject of taxable cooperatives and present tax treatment. Are you 
referring to exempt corporations, nonexempt corporations, or bot)? 

Mr. Sram. That particular paragraph you are reading from refers 
only to the taxable cooperatives, that is, those not exempt under 1()|. 
because if they are exempt under 101 they do not have the problem 
except as far as the patron is concerned, and the individual patron, 
he would be subject to the same requirement about including that 
patronage refund in his income. 

Senator Mriurkin. Under the interpretation of Mr. Stam that that 
is talking about nonexempt cooperatives, do you agree it is a correct 
statement? 

Mr. Saxon. Yes, I think, sir, that I could help just a little bit to 
clear up some of the confusion in this whole terminology of words 
used by the cooperatives. 

The question of what is income and what is capital and the differ- 
ence between capital and property, if you would give me just a moment 
or two on that, I could help clarify some of the confusion. 

Capital may be in many forms, in land or in the form of mone 
of property, of physical things; anything that is tangible and uset ul 
to man, an economist considers to be ¢ apital, 

Capital produces certain benefits which we call income and an 
economist divides that income into four classifications: The income 
from land is called rent; the income from money is called interest 
the income from labor is called wages; and then there is the fourth 
factor, which is called profit. Profit is compensation for risk. 

Now, if we did not have either man-made or natural risks in the 
world we would have only three kinds of income, riskless rent, which 
is the return on land; riskless interest which is the return on mone 
and riskless wages, which is the return for labor; but since we do have 
risks, profits to the economist, are the compensations for risks ab- 
sorbed, and the capital or the property that absorbs the risks earns 
the profi it. 

Now, when we talk in terms of income and profit generally of 
corporations, we use the terms loosely and what we call corporate 
income is a composite of rent, interest, wages of management, and 
the compensation for risk. 

When you organize a corporation, whether it is a cooperative 
corporation or whether it is a proprietary corporation, the stockholder 
has limited liability, liability limited fo the investment which he 
puts into the corporation, whether it is a cooperative or a proprietar) 
corporation. 

Now, the minute you put your money into a corporation by either 
stocks or bonds, the capital which you owned the minute before is 
no longer your capital, it is now the capital of the corporation. 

The corporation now has a contract with you in the form of a 
stock or bond, which we call property, a property right. You have 
a contract or a claim against the corporation, but your capital has 
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now become the capital of the corporation, and if the corporation 
fails you are not liable for debts of the corporation, and if you fail, 
the corporation is not liable for your debts. 

Now, that makes your difference whether you invest in bonds or 
stocks. The minute you put your cash into the corporation, it is 
no longer your capital. 

Now, a formed cooperative, therefore, is absolutely unsound in 
logic or reason or justice when they claim that they do not have any 
income. ‘The cooperative is organized and it is capitalized by its 
members, some of it in the form of stock, some in the form of prop- 
erty which is given them for disposal, sale, or holding for higher mar- 
kets, and some in the form of so-called patronage dividends which 
are retained and held in the form of various kinds of scrip. 

All of that is capital to the corporation. That capital then goes 
to work to earn profits, and they can only earn profits by absorbing 
risks, and the cooperative corporation is the legal entity that earns 
the protits, because it is the only capital holder—it has the only capital 
which is risked in the business and, consequently, to say that patronage 
dividends should be deducted from the profit of the corporation 
before it accounts for any income is not looking at realities of logic 
or law or equity. 

If the cooperative fails, the capital of the member of the cooperative 
isnot at stake. And if the member fails the capital of the cooperative 
is not at stake. 

The risk is what produces the profit, and to the owner of the risk 
goes the profit, and no matter what you call it, patronage dividends, 
rebates or what not, it is merely a distribution of profit that is earned 
solely because the capital of the corporation has absorbed risks, and 
has been successfully managed, and is efficiently managed and, as 
a consequence, there is a net gain on the operation. 

Now, the difference between patronage dividends, Senator Taft 
and rebates, in my opinion, is this, sir: There are two major kinds of 
rebates in commercial business. If you want to get your cash in more 
rapidly than the trade terms would permit, say, if you were se — 
ordinarily on 30-day terms, and you offer your customers cash less 
percent or net in 60 days, vou do it for the purpose of increasing your 
capital turn-over and making more money, and the recipient of that 
discount knows at the time when he pays it exactly what he has to 
pay. 

If it is not determined a year later—furthermore, it is pavable 
ications of whether the icine, makes a profit or not at the end 
of the vear. 

Now, the second type of commercial rebate is one based upon volume 
of business done. I will give you these thousand articles for $10, 000 
but if you buy 10,000, I will give you a 30-percent discount for volume. 

Again, the purpose that the corporation has in mind is to make 
additional profit by a lower-unit cost on a larger volume of business, 
and that discount is known at the time the deal is made, and it is not 
determined at some indeterminate date in the future. 

Senator Tarr. What difference does that make? I do not see what 
difference it makes? Sure, there are different kinds of discounts, and 
there is another kind of discount, one that will give it back to you if 
they find that they have overcharged vou, if they find that they made 
more profit than they needed, and they will give it back. 


86141—51—pt. 2——_59 
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I do not see any difference at all. 

Mr. Saxon. Just permit me to carry it out, if you will, plea: 
The individual who gets that quantity discount is paid that discown 
or is entitled to it, regardless of whether the corporation makes 
profit that year. 

Now, let us take patronage dividends on the contrary. The patro: 
age dividends are not determined until the end of the year when t{) 
cooperative determines that it has got a profit, and then and th 
only—and furthermore—— 

Senator Tarr. I do not see what difference it makes. For || 
practical purposes, because you are a member, you bought your stu/! 
cheaper because they are not taking the profit; they are not taking 
the profit; they are giving it back to the people who deal with them 

Mr. Saxon. Well, Senator, suppose—— 

Senator Tarr. I cannot see any basis for claiming that is really 
substance, whatever it may be technically or legally, anything exce)) 
a reduction in the price of the goods that you are selling or buying 
for your members. 

Mr. Saxon. Let us suppose I am a cooperative manager, and you 
come to me with 10,000 bushels of wheat, and you say, “Sell this on 
the market.’ I sell that on the market, or I take it in and hold t 
It may be that actually we suffer a loss on that compared with you 
cost of production, or I may give you $20,000 for the wheat 

Yet at the end of the year, because this same cooperative owns 01! 
wells, owns a tractor manufacturing company, and they make $10), 
000,000, and you are going to get a dividend not because your wheat 
was sold at a profit, but because the oil wells—even the gold mines 
possibly—aunder the Treasury rulings have shown a profit on a trans 
action that was not related to anything that you did, sir. 

Senator Tarr. Do you not think that many private dealers do thi 
same thing? They sell some things at less than cost because they ar 
making a profit on a lot of other things? I do not see any difference: 

Mr. Saxon. There is certainly the sale of loss leaders, sir, but w: 
are talking of the question of tax exemption. 

Now, take the Ford Motor Co.— 

Senator Tarr. I am talking about the question of whether this is 
in fact, a profit or whether, in fact, they are not letting their mem!» 
buy things cheaper because of the form of organization, or not lett 
them pay more for their goods. That is why the farmers get togethe 
to do it. 

Mr. Saxon. If it is not a profit, why do they have to wait eae 4 
end of the year to determine whether they have a loss or profit,: 
do not distribute it if there is a loss? 

Senator Tarr. Because they are not operating for purposes 0 
profit and they say, in effect, “we do not want to make a profit mo: 
than reserves and, therefore, we will see that you get the full pric: 

They say, ‘We cannot do it safely now; we are not sure, but 
can do it and figure it up at the end of the year.” 

I do not see any argument against patronage dividends and LI thu 
as a matter of fact, you are barking up an impossible tree because | 
do not think there is the slightest chance that C ongress is going to tar 
patronage dividends. 

Mr. Saxon. I was going to say that I do not think that the Co 
gress understands the problems. 
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Senator Tarr. I think they do understand it, because they under- 
stand what the cooperative movement is. That is what it is for 
that its members—— 

Mr. Saxon. Let me pose you this question, sir. 

Senator Tarr. So that its members get things cheaper because of 
the fact that they are all linked together and nobody 
profit on it. 

Mr. Saxon. Do you think—I am talking of the question of the 
fairness of it—do you think it is fair for a group of, sav, lowa farmers 
who go to speculating and prospecting for oil iad drilling oil and 
refining oil and selling it at a profit in competition with oil companies 
and re fining companies that pay taxes to the Government? 

Senator Tarr. That is entirely another question. If they get if 
back that year in proportion to what they sell the company, the com- 
pany is gomg to have to make that deduction with some reference to 
their purchase of those commodities. You cannot take a tremendous 
loss, and will not probably on any particular feature of their business. 

Mr. Saxon. Well, sir, what is the relationship between producing 
oil in Texas and growing corn in Kansas? 

Senator Tarr. If they then sell it to their members cheaper by 
reason of the fact that they produced it, if they sell that oil to their 
members cheaper, that seems to me a result of their form of organi- 
zation. But they are not keeping it for themselves, but keeping it 
for their members. 

Mr. Saxon. What becomes of the argument that there is no profit? 
Assume you do not make a profit on vour grain operations, and make 
a profit on your oil. I just do not see how you can relate the two. 

Senator Tarr. Everybody relates the two; every — ss corpora- 
tion relates tham. That is the way people run their businesses. They 
make a profit on one thing, and there may be a loss on another, and 
they think they are sensible men if they are a cooperative, they see 
that they do not lose on any feature of their business 

Mr. Saxon. The Supreme Court would not let a proprietary corpo- 
ration do that. 

Senator Tarr. Let a proprietary corporation do what? 

Mr. Saxon. Make an announcement in advance that 

dividend. 

Senator Tarr. You give me that opinion and we will look it 
but I cannot see the slightest difference between what a private 
poration can do in the same field if they do not want to ke pe 
for themselves—they are willing to distribute money in 
the people with whom they deal not as members but as 

Senator Kerr. Patrons. 

Senator Tarr. Patrons of their business; it seems to me that is 
part of the cost of the patron. It affects retroactively perhaps a ver) 


, SO 
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the, will pax 


profit 
relation to 


i 


short distance, the price that they pay or the price that they charg 
their patrons, but that is what it affects, not the profits that they ma Fe, 
Senator Byrp. What vou mean is that they could give a rebate? 
Senator Tarr. What? 
Senator Byrp. You mean that they could give a rebate to the 
tomers? 
Senator Tarr. I can say to you, “I will pay vou so much for your 
at but if I find, as a matter of fact, I did not need that much in 
er to make that profit return on that as | thought, | will give 
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back to you at the end of the year, which will increase the price | 
1 paid you. 

It seems to me a perfectly reasonable thing, hi aving no relation 
profits made by that company. That company is doing busines: 
a better price for its members or its customers, as long as the ¢ 
tribution is in accord with the total business done with that fel) 
and not with relation to his investment or anything of that kind. 

Mr. Saxon. Let me pose this situation to you. Let us sup) 
that General Motors declared at the end of this year a $100 refun 
patronage dividend, we will call it, to every customer that boy 
a car this vear. How long do you think the board of directors 
the officers of General Motors would be in office? The stockhold 
would say that, “You have violated your duty to the stockhold. 

Senator Tarr. I do not think the stockholders would sav anyibing 
of the kind. They would say, “If you think that is the wav to 
this business and get a better patronage and sell more cars,” thy 
would approve it. 

Take this question, Mr. Saxon: Here is a fellow, here is a landow: 
He rents a store to a company and he charges him so much rent, ! 
if they do so much business or if they ms pain so much profit they must 
pay an additional rent at the end of the year, based on that profit 

Mr. Saxon. I think that is perfectly ae 

Senator Tarr. Why, certainly. 

And that fellow deducts the rent that he pays; the owner pe) 
an income tax on the whole rent that he received. 

Mr. Saxon. But vou cut me off in midstream. TI said it wa 
perfectly proper but the corporation might still have to pay a 
to the Treasury on it. 

Senator Tarr. They would not pay at all. The additional 
plemental honus they have to pay on that rent is deductibl 
to them. 

Mr. Saxon. I will give vou a reference to a decision on 
See Hightowe: v. Comm. (8 T. C. M. 1003, affirmed C. C. A 
March 19, 1951). 

Senator Tarr. Why, certainly. There is no question on that 
Jf you figure up—most of these store rents today are based on p 
centage of gross, and a good many on a percentage of net, and 
matter how vou figure it if vou pay that rent it is deductible 
vour taxes as part of your expense. 

Mr. Saxon. Under certain qualifications. If it is paid to 
equitable owners, it may be disallowed as a deduction. 

Senator Miturkin. I think there is a distinction at this pol 
A corporation can allow a discount or it can allow bonuses which 
all a part of its pricing mechanism, but when it gets through 

Mr. Saxon. That is right. 

Senator Miturkin. When it gets through with those discounts 
and those bonuses, or whatever device it sets up in order to establis! 
price on its goods 

Mr. Saxon. Provided that is determined 

Senator Mriurkin. If it has a corporate profit it pays a tax on tli 
corporate profits. 

Mr. Saxon. That is right, and I agree with everything you 
provided the deal is made at the time and the amount is determi 
at the time the deal is made. 
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Senator Wituiams. Mr. Chairman, I think 

Senator Tarr. Mr. Stam has pointed out here the return of p: aga 
age dividends must be set out in the bylaws, the basis on which i 
is done. 

Senator Kerr. In the agreement. 

Senator Tarr. The basis on which it is done. It leaves certain 
leeway. 

Mr. Saxon. There is nothing to prevent a proprietary corporation 
from reorganizing as a cooperative and doing that, but it would not 
dare to do that without organizing as a cooperative. 

Senator Tarr. I do not see why not. 

Senator MiLuikin. A private corporation can maintain its prices 
by rebate or discount. 

“Mr. Saxon. That is right. 

Senator MILLIKIN. It is just a way of setting a price on its goods. 

Mr. Saxon. That is right, but a bargain sale to members may be 
a dividend in disguise. 

Senator Miuuikin. But if, when it gets through with all that, it 
has a profit, 1t has to pay Government taxes. 

Mr. Saxon. That is right. 

Senator Tarr. No; it does not have to pay taxes—-Government 
taxes, if it proposes to redistribute some part of that profit to or 
it dealt with during the year, and if it does so and says so in advance 
as a cooperative savs in advance, then it 

Senator MiLuikin. If it does so, and after it is through doing so, it 
has a profit, it pays a tax? 

Senator Tarr. Oh, yes. That is not the question. I am _ not 
talking about that. 


Senator Miturkin. And that point is the whole distinction in this 
discussion here. 

Senator Tarr. That is on the reserve. 

Senator Byrp. Senator Flanders? 

Senator FLaNnpgERs. I think it would help me at least if Mr. Saxon 
could in a few well- chose n words tell us what the nature of the Supreme 
Court decision is. There is one, we have been informed, but it might 


help if you could tell us what it determined. 

Mr. Saxon. I am not at all sure, but I think there was a situation, 
su. I cannot give you any citation. It may have been about 1916. 

In that situation the Ford Motor Co. declared in advance that it 
would, if it sold so many cars that year, pay a $50 rebate to every 
customer who bought a car that year. It did so, and it deducted the 
amount from its income. 

Senator FLANDERS. Thank you. That seems to be pertinent to 
this business. 

Mr. Saxon. Yes, and there is a Ford case holding that a corporate 
entity cannot be disregarded taxwise. 

Senator Tarr. I would like to see the opinion. 

Mr. Saxon. I will see that you get a copy of it. 

Senator Martin. Mr. Chairman, would it not be a good idea to put 
the gist of that opinion in the record, because | think it is a pretty 
important thing. 

(The opinion referred to is as follows:) 
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In Ford Motor Co. v. United States ((1935) 9 F. Supp. 590, cert. den. 296 | T 
636), the Ford Motor Co. (Michigan) was the wholly-owned subsidiary of | low 
Motor Co. (Delaware). The former owed the Government $9,023,708.67 
corporation income taxes while the latter had overpaid $7,787,696.26. Becs up 
of their close relationship, the Commissioner treated them as one corporatio: T 
tax purposes. The court, however, pointed out that the Ford Motor C (Lat 
Michigan was the owner of its assets and exercised complete and unresir \ 
control over them; furthermore, although Ford Motor Co. of Delaware was s 
parent company, it did not own or control the subsidiaries’ assets. It held } oth 
these separate entities could not be disregarded and that each corporation ah The 


be taxed as a separate entity. 

Senator Witiiams. Mr. Chairman, I think it would be well to po 
out for the record that while I agree with the witness that there 
tax inequality, and to a certain extent agree with his statement 
Senator Taft has said, there has been no proposal before this co 
mittee to tax the dividends in their entirety. 

I know that I am the sponsor of the amendment that we have, a) 
on which these hearings are being held now, and that ere d 
provide for an exemption for the cooperative—they can L pay thes 
refunds out in cash to their customers at the end of he's year, and t 
that extent I cannot subscribe to your theory. 

Mr. Saxon. Well, Senator, you are merely codifying the Treas 
rulings that have been in existence since 1913; vou are not going 


cou 


iy 


Lo 


change the situation one iota. You are just simply saying by law 
what the Treasury has said for thirty-odd years. 

Senator WitiraMs. I agree to that extent, but I say that because, 
as Senator Taft pointed out, many of us feel that the cooperatives 
do have an essential part in our economy, and we are extending them, 
and Congress did extend to them advantages, and I will go along to 
a certain extent on these advantages, although on these tax-exempt 


reserves that they have been setting up, I think that is in there and 
I think that these patronage dividends that are paid out should 
paid in cash or something similar to these farmers so that they will 
not have to be put in the position of merely getting a piece of scrip 
which is, in itself a tax liability upon something that they never can 
get cashed because—— 

Mr. Saxon. I agree to that, sir. But you are not going to chan; 
the competitive disadvantages that you are putting the compe titor of 
the cooperative to at all. 

Senator WiiuiaMs. It might not change it. 

Mr. Saxon. You are not going to increase your tax revenue. 

Senator WituiaMs. It might not change it entirely as you and | 
see it, but it would correct, to a certain extent, the inequity that 
exists, and would collect some revenue. 

Senator Byrp. Let the Chair make a statement. 

A suggestion has been made that the Supreme Court decision 

Mr. Saxon. I think itis the Ford case. 

Senator Byrp. What is the name of it? 

Mr. Saxon. I think it is Treasury v. Ford. 

Senator Byrp. Let me say this: It is suggested that that be sum- 
marized and put in the record. That will be done. 

Senator Martin. At least the syllabus of the case. 

Senator Byrp. It will be summarized. 

Mr. Saxon. I shall be happy to look into it. My information 
hearsay. If I can find the case I shall supply it. 
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The Chair further states that there are ty. xperts on their way 
down from the Treasury Department to clear some of these things 
up for us. 

The more experts you get sometimes the more confusion you get. 
Laughter.] 

Mr. Saxon. Mr. Chairman, I would like to say just one or two 
other things—make one or two other points, and those are these: 
That the cooperatives have served a very useful function in this 
country. 

There are many of them that have performed very vital and 
necessary functions, particularly in the past where you had a situa- 
tion Where you did not have adequate marketing and purchasing 
facilities in the years past. 

But today the United States has the most efficient marketing 
economy of any nation in the world. The local grist mill and the 
local corner store monopoly has been eliminated, and there is simply 
no justification for one corporation on one side of the street paying 
50 percent or more of its profits to the Government, and one across 
the street being totally tax-exempted. 

| would like, if you will permit me, to ask Mr. Lester, who is the 
president of the Tax Equality Association, to give you one or two 
brief illustrations of the competitive advantages that the coopera- 
tives have over their tax-paying competitors. 

Senator Byrp. We will be glad to hear Mr. Lester, but we have 
three witnesses here of the National Tax Equality Association, and 
we are limited for time. 

Mr. Lester. It will not take but just a minute, Senator. 

My name is Garner M. Lester. 

Senator Byrp. You have concluded, Doctor? 

Mr. Saxon. Yes; thank you very much. 

Senator Byrp. Is there anything you desire to insert in the record 
in addition to what you have said? 

Senator Kerr. I would presume you wanted this statement in the 
record, Mr. Saxon? 

Mr. Saxon. I may say that was presented and printed in the 
hearings of the Ways and Means Committee, but I will give each 
of you a copy of the larger document. 

This shorter statement is a supplementary statement I would like 
to have incorporated in the record, if I may. 

Senator Byrp. Without objection, that will be done. The larger 
statement is for the information of the committee. 

Mr. Saxon. Thank you. 

The documents referred to are as follows:) 


wy 


rATEMENT OF QO. GLENN Saxon, PROFESSOR OF Economics, YALE UNIVERSITY, 
FOR THE NATIONAL Tax EQUALITY ASSOCIATION 


Capital stock fire and casualty insurance companies are vitally affected by tl 


ie 
ome tax treatment of their mutual fire and casualty insurance corporation 
mpetitors. As corporate tax rates increase, the tax advantage of the mutual 
rporations becomes greater. With an excess profits tax in operation, the tax 

udvantage enjoyed by the mutual corporations is almost great enough to offset 
eir payment of policyholder dividends. Stock companies cannot continue to 
eet mutual competition when the mutual corporation can use the tax they don’t 

pay to pay a substanital part of their policvholder dividends. 
The House made a very commendable attempt to remove the tax advantage 
the mutual corporations in the 1942 Revenue Act. Your committee did not 
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see fit to go along with the House version of the 1942 act, and the issue was final], tax | 
compromised by the Congress. It departed from our traditional concepts of nm whet 
income to levy, what, in effect, is a gross-income tax on the mutual corporations acti 
At the time, however, the mutual insurance corporations insisted that the gross exell 
income formula would yield substantially the same amount of tax as the capita Sy 
stock-company formula. No one could disprove that contention, althoug! they 
representatives of the capital-stock companies insisted that it would not produce writ! 
tax equalitv. Now, 8 years later, we have sufficient experience to prove that t! of i 
mutual formula does not. begin to impose the same income tax burden on tly indi 
mutual corporations as the capital-stock formula imposes on the stock companies, min 
This disparity will be further aggravated by the imposition of excess,-profit writ 
taxes which are inoperative on companies which are generally taxed on receip of 
rather than profits. It is a well known fact that few mutual fire and casualty and 
insurance corporations paid any excess profits taxes during World War II. cash 

There is no legal or economic justification for taxing mutual fire and casualty writ 
insurance corporations on a gross receipts basis while taxing their capital-stock 
competitors on net income as all other corporations are taxed. This situatio: 
‘an only be corrected by requiring both types of corporations to pay Federa expt 
income taxes on the same statutory basis. We can see no need for two sets of inco 
tax laws to measure the relative ability of the mutual and stock fire and casualty ther 
insurance corporations to pay taxes. Both types of corporations operate in a 
profit and loss economy. The mutual companies’ contention that they have no and 
profits from their underwriting business will not stand the test of legal or e mat 
nomie examination, nor will present methods of operation prove this theory. I: of f 
their appearance before this committee on July 17, the spokesmen for the capita wril 
stock and mutual life insurance companies stated, “A tax differential betw: in t 
stock and mutual companies would be an unbearable burden upon the voung folli 
progressive stock companies ” The witness added, “So far as I kno eur 
no tax bill ever enacted by any legislative body in the United States has di; ( 
criminated between the two classes of life insurance companies.’’ He continued 
“The associations which I represent are clearly on record in favor of equal treat 
ment. The result ot such discriminations would be fatal to many small con 
panies—serious to most of them—and the net result would be to channel more and 
more of the business to the giants (mutuals) and less and less to their sma 

stock) competitors.” 

In the Jife insurance field, the mutuals dominate the business. Over 80 perce: ar 
of all life insurance in foree is placed with the mutuals. If present tax inequi ins 
in the fields of fire and casualty insurance are permitted to continue in favor « sta’ 
mutual companies it will be only a matter of time, and a very short period of 
indeed, until the mutuals will dominate this field of insurance also. dec 

Once the mutnals get ia that place of domination they will no doubt be apy fire 
hefore your committee, not as today, seeking a continuation of special privilege hay 
over their stock COTM Pans com»petiters who have been fortunate enough to sur f 
but rather to seek the formula that will tax the industry as a whole to the sm: 
extent possible, and probably equally as mutual! life insurance companies 
reauested here just 2 days ago. 

In a broad sense, all insurance contracts are “mutual” in that the premiun 
many pay the losses of the few. !t is only incidental that in the case of st 
companies the original or subsequently issued capital is subscribed by shar 
holders, while the original capital of mutual insurers is subseribed by shareho 
members. Subsequent accretions to assets in both cases inure to the benefit 
profit of the suppliers of the original capital as well as to the polieyholders 
capital and reserves of both types of corporations are the legal property of 
corporation. The corporate assets in hoth eases are liable for the debts of 
company and are disposable in the discretion of the directors or managers and 
not of anv individual shareholder or policvholder. Of course, as in the case of 
stock company, the surplus of a mutual would be distributable to someone if 
corporation should dissolve or liquidate. But for Federa! tax purposes the cor 
poration is a taxable entity so long as it exists, and should be required to account 
taxwise for its profits irrespective of when or bow such profits are subsequent 
distributed to the participants in the corporate venture 

The income-tax laws contemplate the imposition of a tax upon the taynayer 
which earns the profits. If mutual corporations so conduct their business that 
they distribute earnings hack to policyholders as dividends, then under exis! 
corporate tax laws they should not be entitled to deduct such distribution 
profits for tax purposes. Our courts have reiterated, time after time, that 
taxpayer is free to conduct its business as it sees fit, but in so doing incurs t! 
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tax liability which goes with such form of profit-making ventures. Taxpayers, 
whether stock or mutual or otherwise. should not be entitled to cloak their 
activities under the guise of “organizations not for profit,’’ in order to gain tax 
exemption or more favorable tax treatment at the expense of other taxpavers. 
Spokesmen for the mutual fire and casualiy insurance corporations argue that 
thev should be tax-free on their insurance operation because thev in effeet under- 
write ‘‘at bare cost.’”’ This line of argument is fallacious. It is a fundamental 
of insurance that averaging of losses can be effected through the combining of 
individual risks. The combination of coverages increases and broadens the inter- 
mingling of such individual risks, so that the ‘‘bare cosi”’ of each individual under- 
writing cannot be determined. When a company writes every conceivable type 
of coverage, from boiler explosion to personal accident, from fire to fidelity bonds 
and intermingles the results of this underw riting and of these various and sundry 
eash transactions, it cannot be argued that, as to any sing] 


e risk, the insurance is 


written ‘‘at bare cost.”” The term ‘‘bare cost,’’ in the case of any insurer can 
be ascertained only with respect to its total business over a fixed period of time; 
and, an insurer can only arrive at such a conclusion by totaling the losses and 
expenses Over a fixed period of time and calculating the net earned underwritin 
income for the period and setting the one against the other. If thev are equal, 
then on the average the premiums were precisely estimated It would be putting 
coincidence TO Too great a test to expect any such degree of 

and every branch of the business written, whether it be fire, automobile, 
marine, casualty, or surety. ‘There is not sufficient actuarial science in the field 
of fire and casualty insurance upon which to predict with accuracy the under- 
writing losses that may be experienced. Judgment plays a very important part 
in the make-up of rates. Unusual events such as the removal of gas restrictions 
following the last war can send losses skv high. It is impossible in such cir- 
cumstances to anticipate bare cost of insurance underwriting. 

Consideration of the time element in insurance contracts likewise confirms the 
impossibility of ascertaining the underwriting bare cost. Policies are written 
every day in the year and losses occur daily. Not only are policies written that 
expire any day of the vear, but they are written for varving periods, usually from 
1 to 5 years. Furthermore, there may be cancellations with different return 
premium rates, depending upon whether the insured or the company cancels 

An even more pertinent situation is brought to light when the management of 
a mutual corporation decides to enter a new field, such as bonding or boiler 
insurance. To do so means recruiting a highly technical home office and field 
staff, buying new equipment and generally incurring various expenses 
means assuming all the business risks of a new venture which managem 
decides to take. The automobile policvholder, the plateglass policyholder, 
fire polievholder, all must involuntarily contribute to the new venture, which can 
have no effect exce pt to raise their costs because of this managerial action over 
which they have not the slightest control. The new capital necessary is n 
raised in the capital market—but comes out of the current operations or surplus 
The losses of the new department are intermingled with the profit or loss on current 
business. Dividends are declared and distributed on the new accounts, as well as 
the old, even though the new business is temporarily underwritten at aloss. Thus 


precision in each 


the expenses of the new department and resulting temporary losses are involun- 
tarily paid for from profits realized from other profitable underwritings 

[It is also true that for some risks more is charged than is necessary to carry 
the class as such, while for other risks less is charged. Thus the surplus paid 
in by some policyholders is offset by a deficiency in payments by others 

It should also be noted that it is common practice for mutuals to cede and 
accept reinsurance to and from other insurers. These are clearly commercial 
transactions with nonmembers from which gain or loss results. The gain, if any 
will appear in its surplus, part of which may be distributed to policyholders, or 
held for ultimate distribution or used for other business purposes All such dis- 
tributions represent an arbitary allotment of profits from a business venture. 
The creation of a yearly surplus by a complicated operation of the insurance 
usiness is accomplished in the same way by both stock and mutual insurers. 
The fact that it is distributed in one case to stockholders and in another case to 
policevholders does not in any way alter the essence of its creation To view it 
otherwise is to place the emphasis of tax liability on the manner of distribution 
of the profit rather than the manner in which it was created which, under tax 
law, is the proper test. For these reasons, both the mutual fire and casualty 
insurance corporations and the capital stock fire and casualty insurance cor- 
porations should be taxed under the same tax formula. 
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In general, stock companies are taxed on investment income plus underwrit 
profits at regular corporate rates. 

Mutual fire and casualty insurance corporations either pay regular corpor 
rates on investment income only, or 1 percent of gross income including re 
dividends and interest, less policyholder dividends—whichever produces 
greater tax. In practically all cases, the mutual companies’ tax bill is determi 
by the 1 percent of gross formula, so that the mutual corporations’ tax liabi! 
becomes dependent upon gross income and not upon the net income as is the ¢ 
with the stock company. 

The degree of advantage enjoved by the mutual insurance corporations w 
the 1942 law is summarized in the following table which details the business volu 
and the underwriting and investment profits as compared with Federal inco 
taxes paid for the vears 1943 to 1949, inclusive. 


Operations of insurance corporations in the fire and casualty fields compared to Fed, 
income taxes paid 


[In thousands of dollars] 
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Source: Best’s Fire and Casualty Aggregates and Averages 
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The foregoing study shows that stock companies in both the fire and casualty 
fields generally pay greater taxes per dollar of earned premiums or of total in- 
vestment and underwriting profits than the mutuals. However, in this abnormal 
period since 1942 stock fire companies experienced underwriting losses in 4 of 
the 7 years, and stock casualty companies, over-all, experienced underwriting 
losses in 1 of the 7 years, although many individual companies had a 2 or 
3-year cycle of underwriting losses during this periop. The mutual corporations 
showed over-all profits in each of the 7 years. The period was characterized 
by heavy inflationary claims and excessive withdrawals of surplus due to statutory 
requirements in setting up unearned premium reserves. These resulted in greatly 
curtailed earnings for both the stock and mutual corporations. Therefore, tax 
payments of the stock corporations, based on earnings, were low due to low earn- 
ings, While tax payments of the mutual corporations based on gross income, neces- 
sarily remained constant, and did not reflect the low earnings of the period. 

The abnormality of the earnings records of various companies in this period, 
1942-49, has permitted widespread statistical manipulation by both capital 
stock and mutual analysts to prove that their'respective tax formulas resulted in 
higher tax payments. In all cases these studies have been based on the tax pay- 
ments of a carefully selected group of companies, whose earnings records supported 
the point of view of the analyst. This is an intellectually dishonest approach, 
frequently employed by the statistician, to reach a predetermined conclusion. 
The true facts can be obtained only by the use of aggregate figures for the industry 
as a Whole. This has been done in the accompanying table and analysis. We 
compare taxes paid with earned premiums, which reflect business volume, and with 
total profits which reflect earnings ability. 

Despite the abnormal losses experienced by stock fire and casualty companies 
during the 7 years that the 1942 tax provisions have been operative, both stock 
fire and stock casualty companies paid more Federal income tax per earned pre- 
mium dollar than did the mutual fire and casualty insurance corporations. While 
stock fire companies paid an annual average of 2.45 percent of their earned pre- 
miums in Federal income taxes, the mutual fire corporations paid an annual aver- 
age of 1.31 percent of their earned premiums in Federal income taxes. Stock 
casualty companies, on the other hand, paid an average each vear of 2.29 percent 
of their earned premiums in Federal income taxes compared to 0.98 of 1 percent 
paid by their mutual competitors. Comparison of what appear to be normal 
years reveals a more startling disparity. For instance, in 1949 stock fire com- 
panies paid 5.75 percent of their earned premiums in Federal income taxes while 
the mutual fire corporations paid only 1.24 percent. 

\lthough premiums earned may serve as a basis for comparison of underwriting 
results and for tax burdens based thereon, the fact remains that those items do 
not necessarily measure the tax advantage granted mutual insurance corporations 
under the Federal income tax laws. 

The Federal income tax is levied against a corporation’s earning results and 
not against its business volume. Mutual corporations normally enjoy better 
earnings; therefore, their true ability to pay Federal income taxes is better reflected 
by a comparison of taxes paid by them in terms of their total underwriting and 

estment income. Although the tax measurement in terms of premiums earned 
establishes mutual insurance corporations as having a definite tax advantage, the 
ise of net earnings as a test show even greater disparities in their tax advantage. 

When income tax payments are related to the total of underwriting and invest- 

profits or income, it becomes readily apparent that both stock fire companies 
stock casualty companies pay far more income tax per dollar of earnings than 
the mutual corporations. 
ir the 7-vear period surveyed, stock fire companies paid an average of 16.8 
nt of their profits in Federal income taxes while their mutual competitors 
only 3.6 percent. The only vear in the 7-vear period studied in which the 


} 


musiness Was close to normal was the vear 1049 n that ves tock fire 
inies paid 19.8 percent of their profits in Federal incor hile tl 


ial fire companies paid only 3.0 percent. 

ck casualty companies paid 21.5 percent of their profits 

during the vears 1943 to 1949, while their mutual competit 

ercent. During the vears which might be classes as representative of nor 
rations (1943-44 and 1947-49), the stock casualty companies paid about 
ent of their income in income taxes and the mutuals about 5 percent 

is, on a comparison of taxes paid per dollar of profit, stock fire corporations 
four times as much in Federal income taxes as did the mutual fire corpora- 
\ similar ratio prevails for the stock and mutual casualty corporations. 





1264 REVENUE ACT OF 1951 


This indicates that on the basis of 7 years’ experience during which the stock “St 
companies suffered severe reverses, the present rates on mutual insurance ecor- 573. 
porations would have to be quadrupled to produce any degree of competitive tax at 
equality. As the insurance business reaches normalcy again, this ration would be 

become greater, especially in the case of the fire companies. oe 

The figures previously given, showing the relation of net income and tax pay- * Ne 
ments made by mutual and stock corporations operating in the fire and casua hick 
fields, provide the basis for estimating the amount of revenue lost to the Treasi; — 
through failure of the Congress to tax mutual insurance corporations on the same at ce 
basis as stock corporations. Richt 

for the purpose of estimating the loss in revenue resulting from the favored os . 
tax treatment of the mutual insurance corporations, it has been assumed that na 
mutuals’ tax burden should be equivalent to that of the stock corporatio: oe 
terms of underwriting and investment profits. Pea 

It has already been shown that mutual fire corporations paid 3.6 percent of t} ant 
total profits in Federal income taxes during the 7-year period 1943 to 194 ts ia 
inclusive, whereas the stock fire ¢orporations paid 16.8 percent. On this poets 
tax equality would increase the mutual tax bill approximately 13.2 perce il-bl 
investment and underwriting profits. Application of the 13.2 percent figur: z Th 
their total profits of $143,668,000 in 1949, would produce an additional tax 1946 
$18,964,000 at the 38 percent rate or about $25,000,000 at present rates a: the ' 
$28,000,000 at the House bill rates. of ce 

Mutual casualty corporations during the same 7 years paid 5.7 perce) 81.13 
their total underwriting and investment profits in Federal income taxes on the 3 Tt 
average, while their stock competitors paid 21.5 percent, a difference of 15.8 Mass 
percent. The total profits of the mutual casualty corporations in 1949 totaled decla 
$162,688,000 indicating that an increased tax bill of $25,704,000 would be nec on it 
sary to place them upon substantially the same basis at the 38 percent rate of i 
about $35,000,000 at present rates and $40,000,000 at the rate included in the retai 
House bill. Ni 

It appears therefore that equal taxation of mutual and stock insurance com- ; 
panies would bring a minimum of $60,000,000 annually into the Federal Trea 
at present rates and $68,000,000 at House bill rates. During periods of norm: 
underwriting results, however, the revenue gain to the Treasury would be n 
greater. 

The mutual corporations will continue to enjoy a substantial Federal income 
tax advantage over the stock companies so long as the present formula for taxi: 
them under section 207 of the In-ernal Revenue Code remains unchanged. This more 
tax disparity becomes most pronounced during periods of normal profital marl 
opera ‘ions, inasmuch as the stock tax is measured by net profit, whereas thy Ts 
mutual corporations pay on a gross-receipts basis at a 1 percent rate. Mac 

The principle of taxation measured by net profits should apply to all corporat 
taxpayers, including mutuals, There should be no hybrid statutory sch« 
taxation enabling a selected class of competing taxpavers to be unjustified|) 
favored over another class. Section 207 should be amended to conform to sect 
204 of the Internal Revenue Code with appropriate amendments thereto ¢ 
stipulating that, as in the case of dividends paid to shareholders, dividends paid to this 
policyholders are not deductible as a business expense. that 

Do this and you will help lighten the burden that must. be borne by present Ani 
taxpayers and you will greatly contribute to the revenues of the Treasury $2,0 

We must tax all income before we increase the taxes of present income taxpayers and 
otherwise, we may be faced with a complete breakdown in the incentives that ( patt 
driven many to work longer hours even though the Federal Treasury is the p: is O 
ciple recipient of their increased compensation, peti 

We urge competitive tax equality in the fire and casualty insurance fields as it und 
already exists in the fieid of life insurance. T 

but 
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REPRESENTATIVE COOPERATIVE CORPORATIONS 


The Farmers Union Grain Terminal Association is a good example of a cooper: 
tive association that qualifies for full tax exemption under section 101 (12 
Internal Revenue Code. ‘This association markets grain in 39 States fo 
than 150,000 members, handling more than 100,000,000 bushels of country 
livered grain a year. In 1946 it owned 150 country elevators. Through a 
iate, the Great Plains Supply Co., it operates 108 lumber yards through: 
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six-State area. From 1946 to 1950 its net worth increased 87 percent or $9,328,- 
173, bringing its net worth to $18,878,745, 

This expansion is almost entirely capitalized out of tax-exempt earnings, the 
corporation distributing patronage dividends in the form of stock and certificates 
of equity. 

Net earnings in 1946 were $3,560,000. In 1950 they were $1,801,755 upon 
which an ordinary corporation would pay Federal income taxes of nearly $846,824 
at present rates of taxation. 

Another wholly tax exempt cooperative is the Southern States Cooperative of 
tichmond, Va, which has seven subsidiary corporations, 117 cooperative retail 
service stores, 10 cooperative freezer plants, and 26 cooperative service stations, 
It also sells supplies through 46 local cooperative associations and 550 retail 
stores acting as its agents. 

Among the assets of this corporation are 30 wholesale purchasing, processing, 
manufacturing, distributing, and marketing facilities. It owns seven seed and 
farm supply warehouses, five feed mills, four fertilizer plants, four egg-marketing 
terminals, a seed-processing plant, and a river petroleum terminal, as well as two 
oil-blending plants, a paint factory, and an oil refinery in Texas 

The net worth of this cooperative rose from $646,391 in 1937 to $11,430,945 in 
1946, to $18,061,000 in 1950. In 1950 the profits of this cooperative exclusive of 
the profits of affiliated corporations, amounted to $2,411,000 This income was, 
of course, tax-free. An ordinary corporation would have paid approximately 
$1,133,000 to the Government in Federal income taxes at present rates. 

The Eastern States Farmers’ Exchange, with headquarters in West Springfield, 
Mass., in 1946 had a total annual business volume of over $56.5 million with 
declared “savings,” or profits, of $499,296 plus $953,207 which was retained for 
capital expenditures out of current income. In 1948 the total business volume 
rose to $80,431,000 with declared earnings of $2,128,000 plus $1,273,000 which was 
retained for capital expenditures. 

National Cooperatives, Inc., is a national service organization owned and 
operated by 24 regional cooperatives in the United States and Canada. The 
24 regional cooperatives in 1948 were owned by 5,529 local cooperatives which 
operated 7,223 retail outlets with 1,747,000 patrons. 

The retail business of the local co-ops affiliated with the National exceeded 
$922 million in 1947, an increase of 32 percent over the previous year 

The California Fruit Growers Exchange and its subsidiaries had an annual 
business volume estimated at well over $300 million. This cooperative shiy 
more than 85 percent of all lemons and more than 33 percent of all oranges going t 
market in the United States. 

Typical of cooperative operations in heavy industry is the National Farn 
Machinery Cooperative, which manufactures corn planters, tractors, and numerous 
farmimplements. Its fiscal vear ending June 30, 1949, reported a business volume 
of $19 million with net earnings of $215,000. 
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Taxable cooperatives 


The Consumers Cooperative Association of Kansas City, Mo.. is an example of 
this type of cooperative. In 1948 it reported earnings of $8,820,206 but indicated 
that its total Federal and State income tax bill would amount to only $415,105. 
An ordinary corporation making the same profit would have been required to pay 
$2,000,000 more than the $415,000 that this big cooperative paid to both Federal 
and State governments. The basis for this $2,000,000 tax advantage was the 
patronage-dividend device referred to above. The oil business of this cooperative 
is operated through a wholly owned subsidiary which, in turn, owns the four 
petroleum refineries, a thousand miles of pipeline, 911 oil wells, 161,000 acres of 
undeveloped leases, and other similar assets. 

Through its retail operations in 10 States, it sells not only petroleum products 
but also tires, tubes, accessories, paint, twine, spray, feed, machinery, wire and 
steel, lumber, roofing, groceries, household appliances, and farm supplies, many of 
which are produced in its own factories. 

For example, its facilities include grease, paint, and printing plants; a soybea: 
mill; a cannery; a bottling plant; a lumber mill; a feed mill, and several fertilizer 
plants. 


Another example of this type of corporate organization is the cooperative 
Grange League Federation Exchange, which, in its 1949-50 fiscal year distrib- 
uted over a million dollars in patronage dividends, nearly a million dollars in 
dividends to stockholders, paid ay estimated income tax of $1,099,000 and added 
$847,000 to surplus. If it had been taxed on its full earnings it would have paid 
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at the 38 percent rate an income tax of $1,534,000 to the Federal Governn 
and so would still have had $412,000 to add to surplus. It seems clear that jyyv- 
ing income taxes would not destroy this cooperative. The Grange League [\.) 
eration Exchange at the close of its 1948-49 fiscal vear sold supplies to its m 
bers through 282 GLF owned service stores, 365 agency stores, 61 bulk petrol: 
plants, 14 egg stations, and 45 local cooperative associations. 

The Illinois Farm Supply Co. for its 1948 fiscal year reported earnings 
$1,998,000. A private corporation would have paid $759,138 in income tax: 
these profits. The Illinois Farm Supply Co., however, reported that it 
$414,308 in Federal income taxes. 


PAYING TAXES WOULD NOT DESTROY COOPERATIVES 


Requiring cooperative corporations to pay income taxes would not des: 
them any more than it would destroy any other business corporation. Beariny 
their fair share of the tax burden might not permit them to expand as fast 
they are presently doing but a decrease in the rate of expansion is a far ery 
destruction. The Federal income tax only taxes profits. When profits 
small, the income tax is small and when there are no profits, there is no in: 
tax. 

The Merrimack Farmers’ Exchange of Concord, N. H., is a cooperativ« 
poration that has paid Federal income taxes since its inception in 1921. It 
stores at 22 country points serving 10,000 patrons. Sales passed the $1 mi 
mark in 1946—reached $5 million in 1942—$10 million in 1944—and in r 
vears have ranged from $11 million to more than $13 million. From 1943 to 
1949 they paid more than 51 percent of their profits, which amounted to $711,174 
in Federal income and excess-profits taxes. 

The full payment of Federal income taxes by this cooperative mere!) 
tailed its expansion—but it had no effect upon its successful operation. In 
tax is exacted in direct proportion to the success enjoyed. 

The effect of the application of the Federal income tax to the report: 
earnings of cooperative corporations is well illustrated by the following examp!es 

The Union Equity Cooperative Exchange which operates primarily in © 
homa, had a ratio of reported net income to invested capital of 40 percent 
1949. This means that the net worth of this cooperative would double « 
2% years that its success continued. After the application of a 50 percent | 
eral income tax, the ratio of net income to net worth would drop to 20 per 
In other words, if this cooperative were required to pay Federal income tay 
the rate of 50 percent it would still double its net worth every 5 vears. 

Incidentally, this cooperative elected to pay some Federal income tax 
year 1950 and it has reported that its income and excess-profits taxes 
exceed $800,000 for the 1951 fiseal year. During this brief period of incom: 
payment the cooperative was still able to expand its business. 

In 1949 the ratio of net income to invested capital for the Southern 5S 
Cooperative, Inc., was 13.5 percent. After a 50 percent tax the ratio 
be 6.7 percent. 

For the Eastern States Farmers’ Exchange the ratio of net income to ca; 
in 1949 was 28 percent. After paying a 50 percent tax, the ratio would s 
14 percent which would allow the cooperative to double its net worth after « 
7 years. 

The ratio of net income to capital for the Farmers Union Central Exchang 
1949 was 19.5 percent. After payment of a 50 percent tax, the ratio would 
nearly 10 percent. 

The above examples clearly indicate the fact that cooperative corporat 
are well able to pay Federal income taxes without being destroyed. By pa 
their fair share of the tax burden they would not have their present adva: 
over their fully taxed competitors but theyrstill would be able to operate si 
fully and double and redouble their net worth over a period of years. 


is 
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Senator Tarr. Mr. Saxon, let me ask you one other question 
this mutual and stock fire and casualty corporation matter. | 
you file a whole statement on it, and I remember the fight in 1942 
which all I remember was that a compromise was reached, w! 
seemed to me to be somewhat mild on the mutual fire and casual! 
companies. 
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What change do you want in it? They pay a tax of 1 percent on 
gross income? 

Mr. Saxon. They pay a tax, sir, on the gross income, although 
it is an optional tax, but 99 percent of them pay it on the gross nciome. 
You have had some years of experience now and the record shows that 
the tax paid by the mutuals is one-quarter of the tax paid by the stock 
companies. 

Senator Tarr. By the stock companies? 

Mr. Saxon. Yes; and all that they are asking for is fair treatment 
and equality of treatment. You will recall, sir, that there is no dis- 
crimination against the stock life companies on behalf of the mutual 
life companies, and—— 

Senator Tarr. They are practically all mutual now. 

Mr. Saxon. Well, 80 percent of them are. 

Senator Tarr. In fire and casualty there are more stock. 

Mr. Saxon. If you continue the present inequity and inequality 
pretty soon there will be no stock casualty companies, the same as 
you have very few stock life companies. That is exactly the point I 
am proving, sir, they cannot continue to exist under those conditions. 

Senator Byrp. Thank you very much. 

Mr. Saxon. Thank you, sir. 


STATEMENT OF GARNER M. LESTER, PRESIDENT, NATIONAL TAX 
EQUALITY ASSOCIATION 


Senator Byrp. Please identify yourself. 

Mr. Lester. | am Garner Lester. I live in Jackson, Miss., and 
| am a farmer, cotton ginner, seed and fertilizer business. 

I am also president of the National Tax Equality Association. 

Mr. Chairman, just one or two little points: As a practical com- 
petitor, and working in the same community with the cooperatives, 
| run into it every day and I would just like to bring out one or two 
points for the committee here. 

First is this illustration of just how and what it does to me person- 
ally. In one of our locations the county agent called a meeting of the 
farmers and wanted to organize a cooperative cotton gin. I attended 
the meeting and | told them that I would sell them my plant there, 
and they said, “‘No, we do not want to buy a plant.”’ They wanted to 
build a new one. One farmer said, ‘‘1 want to be in business just like 
you are.”’ So they did build a plant, and they go out, here—I want to 
illustrate just how it works with doing business with mostly their own 
members. 

They have to do no more business with outside people than they 
do with their own members. Well, they do business, say, with a 
hundred farmers. Fifty-one percent of them are members, and 
forty-nine percent are not. 

Well, the next year they issue stock to these 49 percent — 
who were not members in payment of their patronage dividend, and 
so the next year they have 100 members, and the next year they get 
199. It just multiplies itself right on up, so that is the competition 
that I face as a private businessman down there, showing that this 
doing business with 51 percent of the members only is meaningless 
because they usually issue stock in payment of this patronage divi- 
dend, and then they are all members. 
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In fact, | am a member of the cooperative myself, and that is how 

got in, don’t you see? 

Senator Byrp. You are still a member? 

Mr. Lester. Sir? 

Senator Byrp. You are still a member? 

Mr. Lesrer. When I got into this fight, 1 do not know whether 
I am a member or not. I know I have not got any dividends for 
long time. 

Senator Byrp. Let me ask you this. 

Mr. Lesrer. Yes. 

Senator Byrn. Is this stock dividend taxable then to the recipients 
or not? 

Mr. Lesrer. I heard a lot of discussion about it just now, including 
a lot of Supreme Court rulings. 

[ want to say this to the Treasury Department: I never have paid 
any taxes onit. I told my own tax collector that. 

Senator Byrp. That is a stock dividend, not scrip? 

Mr. Lesrer. Yes, sir. I never did see the stock. All I got was a 
letter, a mimeographed letter, saying such-and-such happened, and 
it was held by the treasurer of the cooperative, and I could not sell it 
until the board of directors had determined it. 

Senator Byrn. Is that very generally recognized as a subject of 
taxation, the serip that is given? 

Mr. Lesrer. Well, in my territory it is not. I do not know ever 
of anyone who paid any taxes on any scrip from a cooperative. 

Senator Byrp. Do you think it is legally liable for taxation? 

Mr. Lester. My interpretation would be that it was. 

Senator Byrp. All right. 

Mr. Lester. Now, what happened after they built this gin, when 
they had finished it, they went into the seed and fertilizer business, 
like I did, and now they have one quarter-million-dollar plant there in 
this same town where I sell seed and fertilizers. 

One of the members of the firm came to me and said “I want to 
thank you.” I said, ‘‘ What for?” 

He said, “‘ You stirred up such a row about not paying taxes and not 
paving dividends.’ This vear there were paid out some dividends in 
cash, the first time in 13 years, 

What happened to me is that they have got modern equipment and 
everything else. They have a definite advantage in the ordinary 
fields of doing byisiness, Senator. 

Senator Miniikin. May I ask a question, please? 

Mr. Lester. Yes. 

Senator Minuikrn. You say they have got modern equipment, 
which I assume, you are not able to supply in ordinary competition. 
Let us see how that comes about. I would like to know. I have no 
theory on that at all. I would just like to get some facts. 

Here is your gin over hcre; here is their gin over there. You each 
make $10,000 profit. All right. What is the process whereby they 
can do things that you ecimnot do that puts you in a_ hole 
competitively? 

Mr. Lester. | am glad you asked that, Senator. Let me start. 

Senator Miniikin. Let us keep it simple. 

Mr. Lester. Let me start with myself. 

Senator Miturkin. Yes. 
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Mr. Lester. All right. 

lf | make $10,000 | have got to pay the individual tax rate on that 
$10,060 no matter what I do with the money. 

Se nator Miuurkin. Are you a corporation or an individual? 

Mr. Lesrer. I am talking about the individual. 

Senator Byrp. You are speaking individually? 

Mr. Lester. | am speaking individually, but I am also a partner- 
ship. I will get to that in a minute. 

If I make $10,000 I have got to pay the individual tax on that 
$10,000, all right. I have got to pay the tax whether | take the 
money out of the business or not. 

All right, now, Let us get on toa partnership. I am also a partner 
in another business, too. We make $10,000. If we do, then I have 
to pay on $5,000 and my partner has to pay on $5,000, whether we 
| penny out of the business or not. 

Not only that, as a partner, | am liable for any debt or losses the 
partnership incurs. I have no legal protection; if he runs off with the 
money | must put it up because I am a partner. 

Senator Mitirkin. As an individual you are also liable. 

Mr. Lester. Yes. 

Senator Tarr. Roughly speaking, if vou had an income of $25,000 
or $30,000 you would pay half of that in taxes? 

Mr. Lester. Yes, sir. 

Senator Tarr. If you had $10,000 you would file on half of that, « 
$5,000. 

Mr. Lester. Yes, sir. 

Getting over to the corporation, if the corporation makes $10,000, 
of course it pays at the corporate level. 


take 


Now, getting over to the cooperative, which is a competitor across 
the street from me, if they make $10,000, in the first place they say 
they are a partnership but they are not at all. They have got a 


charter, they got have laws that protect them. 

Senator Mitiikin. May I interrupt you? 

Never mind about what they say or what others say. What hap- 
pens taxwise? 

Mr. Lester. Well, I just wanted to bring out the fact that there 
was a little difference there, Senator, between the partnership and 
the other. 

Senator Miuiikin. All right. Let us see what happens taxwise. 

Mr. Lester. Taxwise they make $10,000. Here is what actually 
happens. ‘They say, ‘‘ Well, listen, we want to build a plant here to 
mix this fertilizer, so we are going to set up here $2,000 as a reserve, 
and then we are going to pay out $8,000 but we are not going to pay 
it in cash, we are going to pay it in scrip or issue stock.” 

What they did was to issue stock, and so they kept the $2,000 re- 
serve, did not pay taxes on it, and then they kept the $8,000 in cash, 
although they issued scrip to their members, so they had $10,000 to 
build a fertilizer plant with, and I did not have but whatever was 
left after 1 paid the taxes. 

Senator Miiuikin. Keep your mind now on the tax. What do 
they pay in the way of tax on that profit? 

Mr. Lester. Nothing. 

Senator MiLuikin. Nothing? 
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Mr. Lester. Nothing. 

Senator Mriurkin. Now then, your complaint comes down to this 
does it not, "eg ss ; us pass a lot of complications here, 
regardless—of whether or not that cooperative in putting this money 
in for expansion has multiplied its obligations to its members—p. 
that, whether it has or has not—that cooperative at that level, you 
claim is in a position to expand because it has not paid taxes, where:s 
you, as an individual, and as a partnership have to pay the taxes? 

Mr. Lester. Yes, sir. 

Senator MiLiikin. Now, the future obligations as between the cv- 
operative members and the cooperative do not alter the fact tha: 
of today they are able to expand and you are not able to expand; is 
that the point? 

Mr. Lester. Correct, sir. 

Senator Mruirk1n. That is the real point that people are complain- 
ing about; is it not? 

Mr. Lester. Correct. May I follow that just a little further, 
though, Senator? I know more about my own business than I do 
about someone else’s, you see—and I do not know much about it, but 
in the gin business, we sell seed to the oil mill, that is a crushing mill, 
that takes the seed and crushes it. You will recall last year, or may! 
year before last, 2 years ago, the Commodity Credit Corporation |: 1d 
a cottonseed purchasing program, All right, they bought this seed 
from the farmer because the price was so “low and they. wanted him 
to get a fairer price. 

The seeds that the Commodity Credit Corporation bought, many 
of them were crushed by a cooperative oil mill. Not a pound of those 
seeds belonged to the farmers, they all belonged to the Government, 
and in crushing those seeds, they made thousands of dollars. 


So, they went back to these cooperative gins and other gins and 
said, ‘‘Now, look bere, we got a lot of money. If you do business 


9 


with us you will get some of that money. 

Not a penny of that money was made in dealing with the farmers 
at all. It was on the contract with the Commodity Credit Corpor: 
tion for crushing those seeds, and they made lots of money and did 
not pay any taxes on it. 

Now, there was a grain elevator in Enid, Okla., that had the sam: 
thing with reference to the storage of Commodity Credit wheat, and 
they did pay some taxes, because they said it was not their mone) 
but they did not pay at a rate that an individual or a corporation 
would have to pay, but that is what we are running up against, 
Senator. 

Senator MiLurkin. Before we get through here, we are going to 
follow the hair on the hide; we are going to follow all those points, 
but the main point that you are talking about is that through not 
having to pay taxes op the profits which the cooperative makes, 
it is able to expand and thereby give a quality of competition whic! 
the fellow who does not have that privilege is unable to withstand 
is that the point? 

Mr. Lester. That is correct, sir. 

Senator Mriurkin. Now, then, this whole question of what are t 
relations of the cooperative member to the cooperative, when it do 
that, and what is the relation of a stockholder to the company 1 
normal corporation—we will get to all of that—but that which 
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have discussed is the essential point that you are driving at, is that 
correct? 

Mr. Lester. That is correct. 

There is one other point I want to make before I leave. It has been 
said that we are out to put these people—to put them out of business. 
We could not do it if we wanted to. 

The only thing that we are asking is: They have a special treatment 
and we do not have it and we are asking equality. We are not asking 
for any favors. We are not asking for any special treatment; we are 
just asking for equal treatment. 

I have a few figures here which show just how powerful they are, 
how much money they make and paying taxes would not hurt them. 

We had illustrations here just a while ago as to how some of them 
do business, but we think they should pay the same taxes that we do, 
and that is the whole story. 

Now, so far as the technicalities and all of that, we have thousands 
of little-business men, just like I am, who are facing that every day, 
and that is the only way we can face it, is to appear before the Con- 
gress. That is what I am doing here today. 

In order to tell you our story, | will tell you how I got to do some- 
thing on it. 

| went down to a bank in New Orleans, La., and I told my story to 
the preside nt, and he said, “I cannot do anything about it.” He said, 

“The laws and rules and regulations are written in Washington.” He 
said, ‘“The place for you to go is to Washington,” and so I am here. 
So you can see just how unjust and how unequal it is. 

Now, you have alre ‘ady taxed the business earnings of labor unions, 
churches, charities, and universities, and we are hoping you will do 


something about this unfair treatment on the business competitors 
that we have. 

We thank vou very much. If there are any questions I will be 
glad to answer them, 

Senator Byrp. Mr. Stam has handed me Income Tax Information 
Release No. 2, April 18, 1950, from the Treasury Department, which 
is as follows: 


The earnings (savings) of farmers’ cooperative marketing and purchasing asso- 
ciations, distributable to their patrons on the basis of the amount or value of 
produce furnished by them to the cooperatives or the value of supplies and equip- 
ment purchased by them from the cooperatives, generally are distributed to the 
patrons as patronage dividends in the form of cash or in one or more of the fol- 
lowing forms: 

Capital stock of the cooperative. 

tevolving fund certificates. 

tetain certificates. 

Certificates of indebtedness. 

Letters of advice as to net amount retained. 

For Federal income tax purposes, the amounts which are includible in the 
gross income of the patrons to whom such distributions are made are not restricted 
to amounts distributed in cash. Distributions by cooperatives in the form of 
capital stock, or in any form other than cash, should be included in the gross income 
of the patrons to the same extent that such distributions would be included if 
paid ineash. This rule is applicable to patrons who file their Federal income tax 
returns on the basis of cash receipts and disbursements as well as those who file 
their returns on the accrual basis. 


What is the pleasure of the committee? We have got three more 
Witnesses, and we will have to be on the floor, I imagine, at a little 
after PZ. 
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Would it be the pleasure of the committee to reconvene at 3 o'clock? 

(Discussion was continued off the record.) 

Senator Byrp. We will adjourn until 10 o’clock tomorrow morning, 
when we will hear the three witnesses who have not been heard, Mr 
O’Connell, Mr. Burgess, and Mr. Glander, to be followed by the 
others when they are reached. 

(At 12 m. the committee recessed to reconvene at 10 a. m. Friday, 
July 20, 1951.) 
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FRIDAY, JULY 20, 1951 


Unirep States SENATE, 
COMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met pursuant to recess at 10 o’clock a. m. in Room 
312, Senate Office Building, Senator Harry F. Byrd, presiding. 

Present: Senators Byrd (presiding), Kerr, Frear, Millikin, Taft, 
Williams, and Flanders. 

Also present: Elizabeth B. Springer, chief clerk, Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

Senator Byrp. We will come to order. The first witness is Mr. 
Wilfrid E. Rumble. 

Will you identify yourself, please, for the record? 


STATEMENT OF WILFRID E. RUMBLE, ATTORNEY, NATIONAL 
FEDERATION OF GRAIN COOPERATIVES, LAND O'LAKES 
CREAMERIES, INC., AND FARMERS UNION CENTRAL EXCHANGE, 
INC. 


Mr. Rumsuie. Mr. Chairman, and members of the committee, 
Iam Wilfrid E. Rumble, a lawyer practicing in St. aul, Minn. I 
have represented a number of cooperatives for a great many years, 
and appear here on behalf of the National Federation Grain Coop- 
eratives, Which 1s the National Association of Cooperative Grain 
Organizations, Land O’Lakes Creameries, Inc., which is a regional 
dairy cooperative, and the Farmers Union Central Exchange, Inc., 
which is a regional farmers’ purchasing organization. 

1 have a prepared statement which has been handed to the com- 
mittee and which I requested be made a part of the record. Because 
of the limitations, however, on the committee’s time, | propose to 
bypass a substantial part of that statement in my testimony here 
this morning. 

Senator Byrp. You want it made a part of the record? 

Mr. Rumsie. Yes, sir. 

Senator Byrp. Very well. You may proceed, Mr. Rumble. 

Mr. Rumsie. Thank you very much. 

1 would like first to cover a few factual matters and then devote 
my time principally to a discussion of some of the legal questions that 
have been raised. 

The essence of the cooperative is that the members get the service 
of the organization at cost. A cooperative is not designed to make 
profits for itself. In order to reduce costs to their patrons, some 
marketing cooperatives engage in the first processing, Warehousing, 
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and transportation of farm products, and some purchasing coopera 
tives, for the same purpose and also in order to secure these supplies 
engage in manufacturing operations, and own and operate oil wells 
refineries, fertilizer plants, and feed processing plants. 

Because of some comment that was made at the hearing yesterday 
I would like to sav here that there is no grain marketing « cooperati\ 
that I know of that owns oil wells or any “other facilities exe ept thoaa 
directly related to the marketing of grain. 

Senator Wiiu1AMs. May I interrupt there? If I am not mistake: 
I saw a notice some time back that the Southern States, which is 
grain marketing cooperative, had bought some tankers and wa 
operating the tankers. 

Mr. Rumsze. Senator, I suppose that maybe I should have begun 
by stating that my familiarity with cooperatives grows out of my wo: 
in the northwest section of this country, and also with the National 
Federation of Grain Cooperatives. Southern States is not a member 
of that organization. 

Senator Wiiuiams. You were speaking only of those that you wer 
familiar with and-not making it as a broad coverage in general? 

Mr. Rumsue. That is right. 

Senator Writs. I see. 

Senator Minuikin. Mr. Chairman, might I mterrupt long enough 
to remind the committee that yesterday one of the witnesses mentioned 
a Supreme Court decision called the Ford case. 

The inquiries of the staff indicate that there never was any such 
Supreme Court decision. There was a Treasury ruling in a Ford case 
which permitted the deduction of rebates as expense where the plan 
had been announced in advance. 

Mr. Rumsuir. That is right, Senator. And do you mind if I just 
give a little of the detail right now on that Ford situation? 

Senator Mruuixin. Take your own time. But I thought ther 
should not be any delay in getting that straight in the record. 

Mr. Rumpte. I can clear that up right now. 

On August 1, 1914, which was the first day of the fiscal year of the 
Ford Motor Co., that company announced to the public through news- 
papers and otherwise that it would refund from $40 to $60 on every 
Ford car sold during that fiscal year if 300,000 or more cars were sold. 

They did sell 330,000 cars, and on August 15, 1915, 15 days aft: 
the close of their fiscal year, they refunded to every purchaser of a 
Ford automobile $50 per car, and the Treasury Department. permitted 
them to exclude those payments from their income for that fiscal year 

Senator MrLurkin. It was a part of the Ford pricing mechanism and 
represented an expense of doing business? 

Mr. Rumste. That is right. 

Senator Miuurer. And therefore it was deductible? 

Mr. Rumsue. Yes, sir. 

Capital is essential to cooperatives. Some marketing cooperative: 
need even more capital than private business corporations with which 
they compete because of their obligation to accept all products ten- 
dered by their members, regardless of market conditions. 

Such cooperatives cannot buy when market conditions are favorab|: 
and refuse to buy at other times. The carrying of large inventories and 
consequent unusual exposure are inevitable during certain periods 
and seasons. 
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It is practically impossible for a cooperative to offer a security 
which is attractive to the ordinary investor, because of provisions 
customarily found in the State cooperative statutes limiting dividends 
upon capital stock, prohibiting payment of cumulative “dividends, 
requiring that control of the cor poration shall always be in the mem- 
bers or producer-members in a farmer cooperative, limiting the class 
from which directors and officers may be chosen, ‘and other less im- 
portant restrictions. 

Senator Miuiixin. Has anyone ever made a digest of the State 
laws as they affect cooperatives? 

Mr. Ruste. I think that the Department of Agriculture at some 
time during the past few years has made such a digest. 

Senator Miuirkin. Mr. Chairman, I would like to ask Mr. Stam 
to see if information of that kind is available. 

Mr. Sram. Very well. I shall obtain such publications and bring 
them to the attention of the Committee in Executive Session. 

Senator Wiuuiams. Mr. Chairman, I might add that there is, I 
think, a bulletin put out by the Treasury Department, No. S. 520, 
which is the most complete digest of cooperatives that I have seen in 
some time. 

Senator MILLIkin. Does it contain the provisions of the State laws? 

Senator WiLuiAMs. It makes reference to them. It does not con- 
tain all the provisions, but it makes reference to them. 

Senator Miturkin. I was hoping that there might be a complete 
digest so that by reading them we could at least get the general nature 
of the State laws on the subject of cooperatives, State by State. 

Mr. Rumste. I would be very glad to attempt to find such a digest. 

Senator Miuurkin. If you find it, would it be all right to send it 
to the chairman? 

Mr. Sram. I think there is one available. I am pretty sure that 
[ have seen one. I will look it up for you. 

Mr. Rumpze. And we will also try to find it. 

Thus cooperatives are practically compelled to secure their capital 
from their own patrons and members. 

The result is that this capital has been secured to a considerable 
extent from the reinvestment in capital securities of the cooperative 
by patrons of their share of the receipts of the cooperative. 

All the State statutes that I know of require cooperatives to dis- 
tribute savings, after dividends on capital stock and after small 
required reserves, to patrons mecsalbe or oftener, and most of them 
expressly permit distributions to be made in capital securities. 

[t is principally the methods used by cooperatives to finance their 
activities which give rise to the present attacks upon the income-tax 
treatment of cooperatives. 

In the course of the many congressional hearings which have been 
held upon this subject, there have been suggestions advanced from 
time to time which, in my judgment, may result in some confusion 
as to the real operations of the cooperatives. 

For instance, many State statutes and by the bylaws of a number 
of cooperatives authorize the cooperative to forfeit the membershi 
stock of a member who ceases to do business with the cooperative for 
a period of a year or some longer period. 

Senator Kerr. It authorizes them to forfeit? 


Mr. Rumste. Yes, sir. 
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Senator Kerr. That means that they reimburse them, does it not? 

Mr. Rumste. Yes, sir. 

I will cover that, Senator, in a moment. 

Senator Kerr. Very well. 

Mr. Rumsue. In such eases, the cooperative is obligated to pay the 
member the par value of his stock or the book value, if that is lowe: 
than par. 

Senator Kerr. Suppose it were larger? 

Mr. Rumpue. It cannot be larger in a true cooperative, because 
there can be no surplus in such a cooperative. 

Senator Kerr. Would not the fact that you have been accumu- 
lating reserves affect that? 

Mr. Rumsue. No, sir, because they do not belong to the cooperatiy: 
They belong to the patrons. 

Senator WituiamMs. Might I suggest this: Suppose there ar 
unallocated reserves. 

Mr. Rumsue. Any kind of reserves, allocated or unallocated. 

Senator Kerr. But this fellow being put out of the cooperativ: 
does he get his part of that accumulation, too? 

Mr. Rumste. I will meet that, too, in just a moment. 

Senator Kerr. Very well, sir. 

Mr. Rumsue. This forfeiture provision is essential to a tax-exempt 
cooperative if it is to retain its exemption, for the revenue code re- 
quires that substantially all of the voting stock of such a cooperative 
be owned by producers who market their products or purchase their 
supplies through or from the association. 

The payrnent provisions are fair, for the cooperative can have no 
surplus, and its stock can never have a book value higher than par 

Any interest of the members in reserves of the cooperative is not 
forfeited and continues to be owned by the stockholders. 

Senator MiLuirkixn. You are talking about entirely exempt 
operatives, is that correct? 

Mr. Rumpus. At the moment. 

Senator MILLIKIN. Yes. 

Mr. Rumsue. Yes, sir. 

Senator Tarr. You say it continues to be owned by the stock- 
holder. But he has just sold his stock, or you have paid it off 

Mr. Rumsue. He has acquired this interest in the reserve becaus 
he was a patron. 

Senator Tarr. A patron or a member? 

Mr. Rumsue. Either. 

Senator WiutiiAMs. Both. 

Senator Tarr. They sell to nonmembers, do they not, sometimes? 

Mr. Rumsue. Yes, sir. 

And he has the same interest in an exempt cooperative in th 
reserves as a member. 

Senator Tarr. You mean if they closed up, he would get something 
out of that? 

Mr. Rumer. That is my belief. 

Senator Tarr. Even after the stock had been sold? 

Mr. Rumsue. Yes, sir. 

Senator Wintuiams. Now, just suppose that a member has lost lis 
membership by not dealing with the cooperative, we will say for th 
2-year period. How can you assign to that member if vou liquida' 
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5 years later, his proportionate part of the earnings which have 
accrued to him which were not allocated to him? The v are unallo- 
cated earnings, and he has lost his membership, we will say, 3 vears 
prior to the dissolution of the corporation, and you have $1,000,000 

Mr. Rumsue. | am talking about cooperatives with which I am 
familiar, those*who operate in the northwest area. 

Senator WitiraMs. We will talk about those, sir, in the northwest 
area. 

Mr. Rumste. I beg your pardon? 

Senator WILLIAMS. Just assume that this cooperative was in the 
northwest area. 

Mr. Rumsie. Right. We have not a single cooperative operating 
in Minnesota, North and South Dakota, and Montana and probably 
n Wisconsin, that I have ever heard of that does not keep accurate 
patronage records from which it could be determined at any time what 
interest a particular patron had in any reserve, whether or not the 
reserve was allocated. But I would vO even farther ‘than that, and 
say to vou that in our area, all reserves are allocated, so far as i know. 

With my own clients, I know they are all allocated. These organi- 
zations that | represent here today, every one of them allocates its 
reserves. 

Senator Tarr. They allocate it vear by vear so that a man who 
quit doing busimess gets his share of the reserve in a vear that he did 
do business; is that vour theory? 

Mr. Rumsie. That is right. 

Senator Tarr. But he gets no part of the reserves 
he does no business? 

Mr. Rumpie. That is right. 

Senator Wittiams. Would vou be willing to furnish this committe: 
with the financial statements of those organizations that you have 
represented over the past several vears as broken down as to the 
located earnings, and if there were any unallocated earnings, desig- 
nate them in your statement? 

Mr. Rumsie. Senator, | am sure that I can secure for you, and 
willingly will do so, the financial statements of the organizations that 
| represent here. 

Whether or not I can secure the additional information you want, 
| do not know, but if I can, | certainly will. 

(The information referred to was not received by the committee at 
the time the hearings were printed.) 

Senator Wiitiams. Assuming that none of the members of your 
organizations have been taking advantage of this provision where 
there could be such a thing as unallocated tax-exempt earnings all 
around, and as you say, assuming that vour members have not taken 
advantage of that, you have no objection to Congress repealing that 
section which you have not taken advantage of prior to that, would 
you? 

Mr. Rumrue. Yes, I have. I have very substantial objection to it. 

Senator WiiuiAmMs. What would the objection be to it? 

Mr. Rumpus. Do you want me to discuss that now? 

Senator WiiuiaMs. I just wondered what would be the objection 
to repealing a section of the law that neither vou nor your members 
have ever taken advantage of. 
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Mr. Rumsie. My particular members have not, but there 
cooperatives all over this country who need the protection given the: 
by 101 (12) insofar as unallocated reserves are concerned. 

There is in my mind just no doubt about that matter. Furthermo 
it is my opinion that in many farmer cooperatives—I am speaki: 
now of the larger ones—the cost of allocating reserves in many sit 
tions would amount to more than the total amount of the unallocat 
rese rves. 

I say I believe that. 

Senator Wiituiams. Yes. But you say you have been doing th 
You should not believe it. You should know. You say your com- 
panies have been keeping track of all these unallocated earnings? 

Mr. Rumsue. That is right. 

Senator WituraMs. Has the cost been prohibitive? 

Mr. Rumste. I would say that for the two organizations I rep 
sent, the cost of allocating roughly 40 percent of the reserves—ma\ 
less than that—is substantially equal to the amount of that 40 pe reel 
I am referring now to livestock organizations and liquid milk, d: 
organizations where frequently the unallocated reserves are con 
buted by patrons whose interest in the reserves is less than $1 in | 
course of a vear. 

Senator Wituiams. Those farmers who deal with these coop: 
tives—and by dealing with them it is part of their money that 
to make up this reserve fund—why are not they entitled 
allocation in all instances? 

Mr. Rumste. I think that if at the time when that cooperat 
liquidates or at some earlier time their interest in those unallocat 
reserves can be ascertained and paid off they are protected. 

Senator WiuuraMs. If they are protected, that gets back to 
original question. 

If they are protected, and if the committee is in error, there is no 
harm in writing and spelling it out in the law that they must be pro 
tected if they are already getting that protection. Let us assume t! 
thev are, for a moment. 

Mr. Rumsie. Except for this expense item, Senator. And I thi 
that probably raises a pretty serious question with some organizatio: 

Senator Wriutams. But I thought they were already getting +! 
I thought your argument was that they are being protected, that 1! 
are getting what we are suggesting that they get, that is, that « 
each member gets his proportionate share of the earnings of 
cooperative which is earned as a result of his business. 

Mr. Rumsve. At the time of liquidation? 

Senator Wruuiams. At the time of liquidation, or whenever 

Mr. Rumste. I think that in any well-managed cooperative 
interest in those reserves, if at that time any of them were left, « 
be determined, and that he would be protected. 

Senator WruuiaMs. I agree with you that it should be. 

Mr. Rumsie. But I do not believe that the ‘vy should be require: 
allocate those reserves from year to year on account of the 
involved. 

Senator Wiiutams. If they do not allocate it from vear to veut 
kee P. their records as they do, how can they do it 10 years or 20 y: 
later? 
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Mr. Ruste. Allocating them and keeping records from which that 
fact can be determined, at two mighty different things. The allocat- 
ing year by year of these patronage refunds and distributions to 
reserves In cooperatives which have 20,000 to 25,000 members, 
pretty costly mechanical job. 

Senator Wituams. Do you think that they should remain unallo- 
ated and that the cooperative should also remain tax-exempt? 

Mr. Rumstue. I think that the position of some of these coopera- 
tives who very seriously argue that they should not be required to 
allocate their contingent reserves and other similar 
creat deal of mierit. 

| wonder if I cluld leave my position that way. 

Senator Tarr. Do you think that they should be required to keep 
the records so that they could make that allocation as it 
nece ssary? : 

Mr. Rumsue. Absolutely. And that is the law, Senator Taft, 
incidentally. 

Senator Wiiuiams. And do you think that one or the other should 
pay tax, or do you think that a portion of the earnings should be set 

side in a special fund upon which neither the farmers nor the coopera- 
tive would pay any tax? 

Mr. Rumpus. I would like, Senator, to make the position of my 
clients absolutely clear on that point. We are unalterably opposed 
to any change in section 101 (12 Insofar as the nonexempt coopera- 
tives are concerned, they do now pay taxes on such reserves. 

Senator Wriiiams. On unallocated earnings? 

Mr. Rumerve. Yes, sir. 

Senator Tarr. Would you say that again? 

Mr. Rumegtve. Insofar as nonexempt cooperatives are concerned, 

Senator WILLIAMS. You are speaking about 
about your exempt? 

Mr. Rumeve. It just happens that these organizations that 
appear for here are exempt cooperatives. 

Senator WituiaMs. We are speaking about the unal!ocated earnings 
of the nonexempt cooperatives. We are speaking about those now, 
but & moment ago we were speaking about the excmpt 

Mr. Rumsze. That is what I am talking about now. 

I say that those are taxed. The unallocated reserves of a non- 
exempt cooperative are taxed today. 

Senator Witurams. How about the unallocated earnings of a so- 
called exempt cooperative? 

Mr. Rumpue. No part of the earnings of these cooperatives 
taxed today. 

Senator Witu1aMs. And you are not taking any position on that, 
whether they should be taxed? 

Mr. Rumerve. I am certainly taking the position that we do not 
think that section of the code should be altered in any re spect. 

Senator Witutiams. And do you think that that portion of the 
earnings should remain to go untaxed to anyone? 

Mr. Rumeie Yes, sir; in those exe mpt cooper ratives. Now, wait 
a minute. You added ‘‘to anyone.” 

Senator Wiiuiams. They are not taxed either to the cooperative 
or the farmer. 
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Mr. Rumexe. The unallocated reserves are not taxed to the 
farmer as I understand it. 

Senator WituiaMs. That is right. 

And they are not taxed to the cooperative. 

Mr. Rumpxe. That is right. 

Senator Wititiams. And do you think that that should be continue 
along, that they should not be taxed to either? 

Mr. Rumpte. Yes, sir. 

The amount involved is a pittance. But the importance of it 
the cooperative is verv real in some cases. 

Senator Tarr. My impression was that the cooperatives that | 
talked with were willing to have the unallocated reserves taxed 
That was a concession they were willing to make, but that the 
would object very strenuously to any taxing of the allocated reserves, 
as evidenced by serip or by any other manner, but they did not 
object to taxation of unallocated. Maybe I misunderstood thei: 
position. 

Mr. Rumsuie. No; I do not think that you have misunderstood 
that at all. There are some cooperatives in this country, farme: 
cooperatives, who do believe it would be proper either to requir 
that all reserves be allocated or to tax the unallocated reserves. 

But there are a great many cooperatives who do not agree. 

[ would say from my meetings with national cooperative organiza 
tions that at least half of the cooperatives of this country, the farme: 
cooperatives, are violently opposed to any taxation of the reserves o! 
the exe mpt cooper: itives. 

Senator Tarr. Would it not be perfectly easy for any small coo} 
erative to allocate reserves? Is it not just the large ones that hay 
the difficulties vou speak of in allocating reserves? 

Mr. Rumewe. I think that largely the difficulty does appear in 
the bigger organizations, but it should also, I think, be observed that 
many of our small cooperatives do not have adequate accounting 
emplovees or bookkeeping emplovees, and IT would think, that in 
those cases there might be some difficulties presented. 

However, that subject will be much more fully treated than I havi 
attempted to do here by one of our following witnesses. 

Senator WiiuriaMs. For the record, I might point out that the day 
before vesterday, I think, when the master of the Grange was testify- 
ing, he recognized the inequity of that. And many of the coopera- 
tives are recognizing now that it perhaps could be used to the dis- 
advantage of the farmers, and they are getting complaints from the 
members of their organization about the fact that they deal with 
this cooperative over a period of years and the reserve is built up 
out of the earnings from these farmers; then when they lose their 
membership and step aside, they do not get the benefit of this mone) 
of theirs which has been reinvested and which lies in the cooperative 
upon which, it is true, they have not paid any taxes. 

But it is their money and they feel that thev should have a right 
to take it out of the cooperative or have some claim to it. And there 
is quite a complaint on that. 

I have noticed that many cooperatives in the East are endorsing 
this proposal, on that particular phase of this. 

Mr. Rumste. Of course, I will accept as true any factual statement 
that you make here. But so far as I am concerned, I do not know 
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anything about that, because of all these cooperatives that I have 
ever known out there, | have never known of a single farmer to com- 
plain to the cooperative about the treatment accorded him in connee- 
tion with the distribution of the patronage refunds or in connection 
with the handling of reserves. 

So I probably cannot be of much help to the committee on that 
question. 

Senator Mitirkin. Mr. Rumble, yesterday we were talking about 
nonexempt cooperatives 

Mr. Rumpue. Yes, sir 

Senator MiLiikin. A statement was made by a witness to the effect 
that a nonexempt cooperative can avoid payment of taxes on its 
profits by some kind of allocation devices. 

Mr. Kirby of the Treasury is here and if you do not mind, I would 
like to back up enough now to get that single phase of this problem 
straight. 

Mr. Kirby, I would like to ask vou under what, if any, circumstances 
may a non-tax-exempt cooperative avoid the payment of taxes on its 
profits? 


STATEMENT OF VANCE KIRBY, LEGISLATIVE COUNSEL, TREASURY 
DEPARTMENT 


Mr. Kirpy. By paying out patronage dividends to their patrons. 

A patronage dividend 1s a payment out in proportion to the business 
of the patron with the cooperative in cash, in kind, or in their 

Senator Kerr. Serip? 

Mr. Kirpy. Serip, stock, certificates of indebtedness or even a 
credit memorandum indicating that the cooperative has set aside to 
the account of the patron certain amounts as the dividend that really 
is going to him eventually. 

Senator Tarr. Under what law is that? 

Mr. Kirpy. That is under the rulings of the Department which 
have really been in existence for many, many vears and which have 
been confirmed by Court decision. It goes back, really to 1918, to 
the—to a Treasury decision from which I will quote, where refund 
pavments are made 

Senator Minuikin. You are talking about nonexempt, now? 

Mr. Kirpy. Yes, sir; | am talking about nonexempt. 

Senator Tarr. May I ask this question to get it straight? Are you 
talking about a nonexempt cooperative or are you talking 
cooperative which becomes exempt by doing these things? 

Mr. Kirsy. No; I am talking about a nonexempt cooperative be- 
cause those are the cooperatives that are interested in the deduction 
for patronage dividends. 

Now, with respect to the exempt cooperatives, they are not con- 
cerned about a deduction from their net income because they are 
exempt completely from tax. 

Senator Tarr. Is there anything in the statutes dealing with non- 
exempt cooperatives? 

Mr. Kirsy. Nothing specifie with respect to nonexempt co- 
operatives. 

Senator Tarr. Why is a nonexempt cooperative different from 
any other corporation? 
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Mr. Krrsy. Since they are corporations, they are not essential! 
different. Insofar as this deduction for refund payments is concern: 
any corporation or any department store can, if it makes arrangemen 
with its patrons prior to the purchase similar to those made by 

cooperative, rake rebates to purchasers and get the same type o 
deduction that is accorded to the nonexempt cooperative. 

Senator Tarr. Can they do that if they make that distribution | 
patrons in stock? 

Mr. Krrpy. Yes. 

Senator Tarr. I can see where they might do it in the case of cas} 
But it would seem to me that it would go pretty far in letting the: 
do it by handing something to someone that is not market able. 

Mr. Kirsy. It i is something of value. 

Senator Tarr. I just do not see the basis for the Treasury ruling 
at all. As I understand it, that ruling would apply, not only to « 
cooperative, but would apply to anyone; is that right? 

Mr. Kirsy. Yes. 

Senator Tarr. I certainly do not see the basis for that. 

Mr. Krrny. That is, made under these circumstances. And if 
could just quote these two sentences from this early Treasury decision 
they are: 

Where such refund payments are made in accordance with the bylay 
published rules regularly adhered to, they are to be regarded as discount 
rebates tending to reduce the taxable net income of the organization. | 
discounts generally, they should appear as an added item of cost in the det 
schedule of cost items submitted with the organization’s returns of incom: 

Senator Wituiams. These exemptions are largely as a result of 
interpretations that have been placed on this law by the Treasury 
Department down through the years; is that not correct? 

Mr. Krrsy. This deduction; yes. 

Senator WituiAMs. Yes; that is what I mean, these deductions 

Senator Miiiikin. Would you say that 

Mr. Kirpy. Pardon me, Senator. 

I would like on this to point out the court decisions have loflow: 
the Department’s original rulings and supported them completely) 

Senator MILLikin. Now, except as to these items that you |: 
mentioned, which I assume can be viewed as expenses of that t) 
of cooperative, are there any other exemptions arising by virtue 0 
nonexempt cooperative setting aside a portion of its profits in! 
reserves for, let us say, general purposes? 

Mr. Kirry. None whatsoever. 

Senator MiLuikin. None whatsoever. 

Mr. Kirry. So that the mere setting aside of reserves for expans 
of their business or for like purposes, there is no deduction in comput 
the income tax. 

Senator Kerr. You mean, there is no exemption of that fr 
taxation? 

Mr. Kirry. Not in itself. 

Senator Kerr. What do you mean by “not in itself”’ 

Mir. Kirry. You would have to have the further fact a at we wi 
referring to a little while ago, that those reserves arose as a rest! 
patronage dividends. 

Senator MinurKkry. Again we are talking about nonexempt co 
eratives. 
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Mr. Kirey. Again, speaking of nonexempt cooperatives. 

Senator Mriuikin. There is no exemption for setting aside reserves. 
except what you mentioned? 

Mr. Rumeue. That is right, 

Senator Mitiikin. There is no exemption for setting aside general 
reserve? 

Mr. Rumaue. That is right. 

Senator MILLIKIN. Or a specific reserve for any purpose? There is 
no exemption? 

Mr. Kirny. There are—— 

Senator Krirr. Let me see if I can state it, Senator. 

Senator Mriurkin. All right. 

Senator Kerr. What he has told us is that there is no exemption 
of anv money by reason of its being set aside in any kind of reserve 
unless, at the same time, participation certificates of one kind o1 
another have been issued to the extent of the amount set aside in 
such reserves. 

Senator MiLiikin. Is that correct, Mr. Kirby? 

\ir. Kirry. That is correct, if | may make another qualification. 

Senator Kerr. All right. 

Mr. Krrey. There are certain reserves which provide deductions 
available to all corporations, such as reserves for bad debts, and 
reserves for depreciation. But ] assume that we are not talking 
about that type of reserve. 

Senator Kerr. Then let me see if I can state it this way: What vou 
have said is this: That a nonexempt cooperative gets no preferred 
treatment in comparison to a competitive corporation with respect 
to any money which it sets aside except as to that money for which 
it has issued participating certificates to its members which in their 
hands are taxable to them when received? 

\ir. Kirny. That is correct. 

Senator Miiuikin. Now, let me carry this one step further. Wiil 
you state again those items which may be deducted as expenses and 
for which there is an exemption for the nonexempt corporation? 

\Mir. Kirey. It is generally the patronage dividend. 

Senator Mitiikin. The patronage dividend. 

Mr. Kirsy. And the patronage dividends can be paid and issued 
in either cash, scrip, stock, or credit memoranda. 

Senator Mruiikin. And as to those cases you say that those must 
be made in accordance with bylaws or published rules regularly ad- 
hered to: is that right? 

Mr. Kirsy. That is correct of the corporation: yes. 

Senator Kerr. Of the cooperative. 

Mr. Kirsy. Of the cooperative. 

Senator Mituikin. Now, what control thereafter is exercised over 
the reserves so created? 

May they be held indefinitely? 

Mir. Kirny. It would be subject to the cooperative’s own bylaws 
and subject to whatever statements were made, I assume on the 
script, if that was the case. 

Senator MILLIKIN. But there would have to be a valid claim against 
it in the hands of the serip holder? 

Mr. Kirsy. Yes; I would think so. 
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Senator Kerr. And such a claim as he, the holder, the mem), No 
has taken into account, and paid taxes on in the year of his receiv) 4 
it, the same as though he had received it in cash? 

Mr. Kirny. That is true with respect to the marketing co-ops 

Senator Kerr. That is true with reference to the nontax-exen 
cooperative: is that correct? 

Mr. Kirey. Yes, sir. But that rule also applies in the case 
exempt cooperatives. Coy 

Senator Miuurkin. Let us not go into the exempt now. Let hetw 
hew to the nonexempt line now. Restricting our thought to the no; M 
exempt cooperative, the patronage dividend received in any of | 
forms is taxable to the patron when he receives it, if he receives | 

Mr. Kirry. Nonexempt? 

Senator Muiiuikin. Nonexempt. Nonexempt consumer coopery- 
tives. 

Mr. Kirny. In this nonexempt area, with respect to the consur 
cooperative, the patron may receive a refund from a transaction suc! 
as the purchase of clothes or home equipment or things like that 

Now, such a refund, or rebate, or patronage dividend would not 
taxable. 

But with respect to the marketing cooperative, which we assume is 
taxable, not the purchasing cooperative, refunds paid by those organi 
zations would be taxable in the hands of the patron. 

Senator Miiurkin. Now, the reserves set up for those purposes 
can they be used for other purposes, or must they be definite ly ear- 
marked, set aside and preserved exclusively for that purpose? 

Mr. Krrsy. There is no requirement that with respect to thes 
nonexempt coope ratives 

Senator Mintiikin. That is what I am talking about. 

Mr. Kirsy. That they set aside reserves for any particular purpose 

Senator Kerr. The test comes when they set them aside and issue 
the participating scrip against them? 

Mr. Kirry. That is right. The test is really that they have 
located or distributed the money to the patron. 

There is not test relating to the reserve or the purpose for which 

has been set up. 

Senator Kerr. Or what it is used for? 

Mr. Kirsy. That is right. 

Senator Miiuikin. Prior to the time that it is so actually distrib- 
uted, are they tax exempt on the amount of money which they may 
reserve or set aside for that purpose? 

Mr. Kirsy. Prior to either the distribution or the allocation? 

Senator Miuurkin. Yes. 

Mr. Kirsy. The profits would be taxable. In other words, if the 
profits accrued in one taxable vear and they made no allocation 01 
distribution in that vear, then there would be no deduction for patron- 
age dividends and the profits would be taxable. 

Senator MILLIKIN. So that to protect themselves against that tax 
they have to make a current allocation to the stockholders; is that 
correct? 

Mr. Kirey. Yes, sir 

Senator Mintuikix. That is correct. 

Mr. Kirsy. To the patrons, or the members? 

Senator MiLuikin. Patrons. 
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Now, coming back again to what the non-tax-exempt corporation 
does actually with that which has been allocated by means of scrip 
or other methods to the patron, may it use that money represented 
by those scrip certificates or whatever the method might be, for pur- 
noses Other than to make good those certificates? 

Mr. Kirpy. I would think so. There is no restriction so far as the 
Department is concerned. 

Senator MriurKin. In other words, that is exclusively an obligation 
hetween the co-op and the patron? ; , 

Mr. Kirpy. Yes, or exclusively the obligation or duty of the person 
actually running the cooperative. 

Senator MiLurkin. If the nonexempt co-op uses those funds and 
impairs its ability to make good on those certificates or allocations 
that it has made, that is considered to be a matter between the patron 
and the corporation? 

Mr. Kirpy. Yes, I would think so. 

Senator MILLIKIN. So that, in practical effect, that reserve could 
be used, passing any breach of obligation that might exist between 
the patron and the cooperative as such, for general expansion; is 
that correct? 

Mr. Kirrpy. Oh, yes, indeed. 

Senator Kerr. Used for any purpose? 

Senator Miuurkin. Used for any purpose. 

Senator Kerr. In the course of business? 

Mr. Krrsy. That is correct. 

And I think that the funds that are represented by scrip or stock 
are pretty generally used for the expansion of business of the coopera- 
ee: 

Senator Miuirkin. Thank you. 

Senator Tarr. Mr. Kirby, what I do not quite understand is the 
basis on which that cooperative in that respect is treated differently 
from other corporations without any law about it at all, but entirely 
on regulation of the Treasury. 

\n ordinary corporation could not deliver its stock to its patrons 
as a rebate, 1t seems to me, unless that stock had a market value 
equal, and if it is not redeemable, nobody can do anything with it. 
You could not count that as a deduction to the corporation, it seems 
lo me. 

Mir. Kirpy. I think this would be true, that an ordinary corpora- 
tion could decide to issue, say, either scrip or preferred stock to 
purchasers of its goods in accordance with the profit attributable 
to that past patronage. 

Senator Tarr. And that stock would not be salable, of course, nor 
any of these certificates salable nor any of these scrip certificates 
silable; so you certainly would not permit that corporation to deduct 
that from its earnings. 

Mr. Kirsy. I think probably that if you had to determine the 

timate value 

Senator Tarr. I can see how you can reach that result in a cash 
payment or even in the payment of something of value that you could 
sell tomorrow. But for something that is wholly nonsalable and 
epresents only a stock interest of the company, [ do not see how 
ul can reach that conclusion under the existing law. 
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Senator Kerr. Senator, why do you assume that a stock certificg;, 
issued in that kind of situation would be without value? 

Senator Tart. I do not say it would be without value. But whiat- 
ever its value is, the actual market value at the time you give ji 
all that represents anything in the way of a rebate, it seems to 1) 
and obviously if it cannot be sold—and it cannot be, it has no marke; 
and it has no way in which you can cash in on it—I'do not see hoy 
you can make that ruling as to an ordinary cor poration. I do not 
see how you can do it on a nonexempt cooperative which has 1 
statutory samdail whatever except as an ordinary corporation. 

Mr. Krrsy. I think with respect to the deduction in the ease of 
taxable cooperatives, the scrip is considered as representing cas} 
which is being reinvested by the member. This is also true in deter 
mining the tax in the case of any recipient of a patronage dividend 

Senator Tarr. Yes, sir. 

But you do not give them any right to say that they will noi 
reivest it. 

Mr. Krrsy. Of course, it can be considered that the patronage, the 
very transaction of their becoming a member, involves the cons 
of that member. 

Senator Kerr. He has already agreed to that. 

Senator Miiirkin. I would like to get that nailed down. Th 
relationship between the patron and the corporation is such, the lega! 
relationship established by the corporation or the bylaws or by specifi 
contracts between the corporation and the patron—that relations! 
is such that if the corporation spends the money which would other- 
wise cover these allocations, let us say, for an expansion, the re is in 
that relationship a waiver or some sori of legal situation whic 
mits the corporation to do that, so far as its re dations with “weg patro! 
are concerned; is that correct? 

Mr. Kirsy. I would think so. And I think that when the coopera 
tive issues this scrip, it is treated as though the cash were rec 
by the member and then turned back to the cooperative in accor 
ance with its rules and bylaws. 

Senator Minirkin. Let us take the next step. 

Assuming that rightfully under the existence of contractual 
tionship or whate ‘ver the legal relationship may be, that the corpo 
tion rightfully uses a part of its profits or all of its profits, let us sa 
for expansion; then let us say that the corporation goes broke and 
unable to make good on those outstanding scrips; is the contract 
relationship or other relationship between the patron and the corpora 
tion such that there is no liability from the corporation to the patro 
if that should come about? 

Mr. Kirsy. | would think that the holder of the scrip would bi 
entitled to some sort of priority as far as any of the assets. 

Senator Mintiikin. The liquidating priority? 

Mr. Kirsy. That process. 

But that would be the only obligation. 

Senator Miniikin. But barring that, under the legal relations) 
between the patron and the corporation, he has no complaint on th 
cround that a part of those profits were used for expansion inste: 
holding them intact and earmarking them to make good the ser 
whatever it may be? 

Mr. Kirpy. I think that is correct. 
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Senator Tarr. Mr. Kirby, what is the status, then, of a nonexempt 
cooperative dealing with patrons who are not members? 

Mr. Krrpy The status 

Senator Tarr In the first place, do they give this rebate to those 
patrons who are entitled to scrip? 

Mr. Kirpsy. They can, or they need not. 

Senator Tarr. Do you permit the deduction there of scrip certifi- 
cates given to nonmembers who are mere patrons? 

Mr. Kirpy. Yes. 

Senator Tarr. There is no contractual relationship, of course, at all 

Mr. Kirsy. It would be allowed only if the bylaws of the regula- 
tions of the cooperative so provide that there is a rebate to the patrons, 
whether members or not. 

Senator Tarr. I understand. 

Mr. Kirspy. Pardon me. Whether members or nonmembers 
But if they make the rebate on the basis of the business that the 
patron has with the cooperative 

Senator WiiuiaAms. But they do not have to do that. 

Senator Tarr. If they make the rebate in cash, I can see that 
But suppose they make the rebate in something that is wholly non- 
salable, noncollectible, and does not represent a thing except an inter- 
est in a reserve which is never going to be distributed. How can you 
figure: that nonmember is getting anything of value which can be 
deducted or charged to him in this business? 

Mr. Kirsy. This serip in the cases that IT am familiar with has a 
positive obligation. In the case of a revolving fund certificate, it is 
going to be paid in 3 or 5 years, or in accordance with some schedule 

Senator Tarr. This statement of Mr. Stam savs, “Or letters of 
advice as to net amounts retained and credited to the patron’s ac- 
counts on the books of the cooperative.” 

Mr. Kirpy. In other words, it is basically the underlying thought 
that the patron whether member, or nonmember, is going to get the 
property represented by the scrip. 

Senator ‘Tarr. Does he ever get it? 

Mr. Kirey. 1 think in the usual case, they have revolving funds 
and the scrip is pavable in 3 or 5 years, or whatever the time limit ts 
that is specified. 

Senator Tarr. A letter of advice as to interest credited to his ae- 
count is not an obligation to pay 

Mr. Kirsy. That may be more indeiinite in the time of payment 
than some cases involving revolving fund certificates. 

Senator WiLLIAMs. Some of those are marked pavable at the dis- 
cretion of the board of directors, at 10, 20,or some indefinite period 
in the future; is not that correct? 

Mr. Kirey. I am not exactly familiar with that, Senator Williams 
But we can check on that. 

Senator Wiii1ams. You do not even require a specific termination 
date upon which they get the money? 

Mr. Kirsy. I would like to check on that, Senator Williams 
although I do not believe any such date is required. We will let you 
know, as to that particular point if there is any such time limitation 

Senator Kerr. I would like to ask a question right here, Mh 
Chairman, if I may. 
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Whatever it is, it may have the dignity or the status of that whic! 
in the first place the patron accepts in lieu of cash? 

Mr. Kirpy. Yes; that is right. 

Senator Kerr. And when he does accept it, it becomes a tax ite: 
in his hands? 

Mr. Kirsy. That is correct. 

Senator WiiuiaMs. Could I ask you this? Are there any restric- 
tions on these nonexempt cooperatives which we are speaking of 10\ 
as to the percentage of business that they must do with their membe: 

Mr. Kirsy. Pardon me, Senator. 

Senator WiuuiaMs. Are there any restrictions on these nonexemp' 
cooperatives on the percentage of business that they must do with 
their own members? ; 

Mr. Kirsy. No, there are no restrictions—— 

Senator WiLuiaMs. No restrictions whatever? 

Mr. Kirsy. For tax purposes, with respect to nonexempt coope 
atives. 

There are with respect to the others. 

Senator WituiAMs. Yes. But we are speaking of nonexempt. 

Mr. Krrpy. That is right. 

Senator WriuiaMs. Now, as far as the Treasury Department is 
concerned, or otherwise, are there any rules that they must allocate 
to eack customer, whether he is a member or nonmember, his pro 
portionate part of the earnings during that year? Or is that optional 
with the board of directors? 

Mr. Kirspy. That is optional with the nonexempt cooperative. 

Senator WituiaMs. That is what I am speaking about. 

Mr. Kirsy. But the deduction for patronage dividends depends 
upon the refund with respect to the profit being attributable to the 
business of that particular patron. So the cooperative cannot dis- 
tribute profits from, say, nonmembers to members and get a deduc- 
tion. 

Senator Tarr. Yes; that is what I wanted to know. 

Senator Byrp. May the Chair make this statement? 

We have 12 witnesses this morning, and we have not heard 1 y: 
It seems to me that some of these legal matters could be taken up in 
executive session, and not take the time of the public here. 

Senator Tarr. May I ask one general question here, Mr. Kirby? 
What proportion of the cooperatives are exempt and what proportion 
are honexempt? 

Mr. Kirspy. According to the latest information we have, the 
exempt farm cooperatives number somewhat more than half of all 
farm cooperatives. 

Senator Tarr. Now, why do any choose to be nonexempt? What | 
the difficulty of being exempt? 

\\ hat practical difficuity do they find in being exempt? 

Mr. Kirsy. For one thing, they have to make distributions 
accordance with the transactions of not only members, but non 
members as well. 

In other words, they must make a fair distribution to all tli 
patrons, whether they are members or nonmembers. 

Now, with respect to the nonexempt 

Senator Tarr. With respect to some of the large cooperatives | 
Mr. Rumble represents, some of those large cooperatives are w! 


exempt. 
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Now, why are they nonexempt? That is what I am trying to get at. 

Mr. Krrpy. You get away from some of the restrictions that 
appear in 101 (12) of the law, one of which is the percentage of business 
that has to be es with producing members and the amount of 
business to be done with nonproducing or nonproducing farming 
members. 

Senator Wituiams. Has it not been the experience of the Treasury 
that they start out on an exempt basis, and after they get built up 
to their projected size through unallocated earnings, or these tax 
exemptions, then they give up their exemptions in order that they 
might sell in unrestricted competition with privat 
the fellows across the street? 

In other words, they do not have to confine their business to their 
own members then, when they get beyond a certain point. 

Mr. Kirsy. I could not really say whether that is the general 
pattern or not, Senator Williams. 

Senator Byrp. Mr. Rumble, will you proceed, We inte 
you a good deal. Will you proceed as rapidly as you can? 

* Senator Winuiams. Mr. Chairman, I might say that Senator 
Millikin requested the background of some of these cooperatives, and 
I have those here if he wants them. 

Mr. Kirpy. 1 would like to say that there is no time limit with 
respect to the payment of scrip or credit memoranda. 

Senator Byrp. These matters can be gone into in executive session. 
These people have come here from all over the country, and we have 
12 of them, but we have not heard 1 yet. 

Mr. Rumsie. Mr. Chairman, I was talking about these forfeitures 
I think, when this question was raised. 

Any interest of the member in the reserves of the cooperative is not 
forfeited. 

Senator Tarr. Now you are back on exempt cooperatives; right? 

Mr. Rumsue. Yes, sir. 

And that continues to be ow ned by the stockholder and may be 
assigned or transmitted by him, and, if the association is revolving its 
reserves, will be paid to him. 

Some cooperatives pay out this interest when the forfeited stock is 
retired. The cooperative never acquires the member’s interest in the 
reserves. Many cooperatives retire members’ stock and pay out 
ee in reserves if the member ceases to be a farmer, or if he dies, o1 

1c leaves the area in which the cooperative operates. 

Those bylaw provisions and those which permit the payment of 
patronage refunds in securities and the creation of reserves have been 
made or approved by the members of the cooperative. 

They express their desires in the matter. This is not an exaggerated 
statement. I think I can honestly say to this committee that in ou 
area, in the local cooperatives, from 50 to 75 percent of the members 
always attend the annual meetings of the cooperative unless there is 
abnormal weather. 

In the Land O’Lakes Creameries, Inc., one of the cooperatives [ am 
resenting here, we have at our annual meeting from 4,000 to 6,000 


i oe a eae ‘“ 
industry, ol! 


rrupted 


members and their representatives. In the Farmers’ Union Grain 
lerminal Association and in the Farmers’ Union Central Exchange, 


have from 2,500 to 4,000 members and representatives of members 


ittendance at those annual meetings. 
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These provisions are passed upon by those stockholders and man. 
of them, it has been my experience, are quite vocal at the annua! 
meetings. 

Now, there have been suggestions made from time to time that 
patronage refunds should be excluded only in those cooperatives Which 
do business only with their members. 

If any such principle were adopted, there would be very few coopera 
tives whose patronage refunds would not be subject to tax, for fey 
any cooperatives can as a practical matter limit their business 
members. 


| 
ii 


‘ 
it) 


or instance, the livestock cooperatives which operate on term 
and other market Places subject to regulations under the Red 
Packers and Stockvards Act are required to accept the livestock 0; 
any producer who desires to do business with them. The grain market 
ing cooperatives are compelled by the commission merchants’ stat ut 
and the warehouse laws of the various States in whic 
ized or operate, to accept all grain tendered to them. 

Many dairy cooperatives are subject to the commission merchants 
statutes and in any event are handling perishable products such 
milk and cream, could hot, as a matter of common decency, 
to accept such products. 

The purchasing cooperatives in their refinery operations and jy 
their soybean processing plants, have residuals which cannot be used 
by or sold to farmers. 

We understand that a memorandum has been submitted by the 
joint staff to the House Ways and Means Committee in which certain 
legal principles are discussed and a Position taken, | may not hay: 
accurate reference to that statement, because my information con- 
cerning it comes principally from quotations in the Chicago Tribune 

Senator Kerr. Now, just a moment. What did you say about the 
Chicago Tribune? 

Mr. Rumpus. Senator Kerr—— 

Senator Kerr. Let me ask it another way. Iam not to understand 
that anything you have said is in uny way an endorsement of it? 

Mr. Rumse. No, sir: ] could even say that I do not endorse what 
the Tribune says, nor do I in any degree endorse what Mr. Stam and 
his associates say, and I say that with all due respect to Mr. Stam. 
with whom I have dealt for a humber of years. 

Senator Kerr. I will tell you right now, you are going to lose a 
lot of friends among the members of the committee if you put M) 
Stam and the Tribune in the same category, 

Mr. Rubus. I do not want to do that to you, Mr. Stam. 

Senator WILLriAMs. Perhaps what you lose in one direction you 
might pick up in another, Mr. Rumble. 

Senator Tarr. You were saying that you had read it and you did 
not agree with it. What was it that you were going to criticize? 

Mr. Rumpir. No. Senator, I said that my information concerning 
it had come from the Tribune, and that the positions taken by Mr. 
Stam, are what | thoroughly disagree with, and if you desire, I will 
go right to those points, 


nal 


h they are organ 


refuse 


Senator Tarr. Yes, I think so, because we have this memorandum 
before us. 

Mr. Rumsur. In Iny statement which has been furnished to th 
committee, I discuss some other legal questions and I support them 
with the authorities. But I will omit those at this time. 
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Now, in that Chicago Tribune article, the joint staff is said to have 
stated that Congress can constitutionally tax net margins of 
ope ratives. 

We believe otherwise. 


It is our position that net margins which at the inception of the 


COoO- 


transactions out of which they grow, the cooperative is obligated by 
statute, by its articles of incorporation or bylaws, or by express in- 
dividual contracts to return to its patrons as a patronage refund, are 
not income to the cooperative and that, therefore, Cong 
constitutionally tax them as income of the cooperative 

A brief explanation of net margins may be helpful. A cooperative 
engaged in marketing farm products customarily pays the farmer a 
dollar amount when he delivers the products to the cooperative. 

It sells the products in the markets, usually for a greater 


i 


rress cannot 


amount 
than it gave the farmer-patron, a gross margin. At the end of the 
vear or the accounting period, it has received a total gross margin on 
all business done, and has had certain expenses of doing business, 
usually less then the total gross margins. The difference is commonly 
called net margin. This net margin, or the greater part of it, is 
then distributed back to the patrons of the cooperative in proportion 
to the business that each patron has done with the cooperative. The 
distribution may be in cash or in securities or the cooperative. 

The same principle is involved in the net margin of a purchasing 
cooperative. The purchasing cooperative typically buys manufac- 
tured goods and sells them to the patrons. 

It receives an initial dollar amount from the patron which is great 
than its cost, the difference being its gross margin. 

After expenses have been determined and deducted from gross 
margin, the remainder is the net margin, which is distrtbuted back 
to the patrons in proportion to their patronage. 

If net margins are not income of the cooperative, then Congress 
cannot constitutionally impose an income tax on them. 

Income is the gain from capital or labor, or both. May I say that 
in my statement I cite the authorities for these various propositions, 
but | will not bother to refer to them here. 

If there is no gain, there can be no income tax. To the extent that 
the cooperative is obligated to make distribution of net margins to 
the patrons there is no gain to the cooperative. 

Net margins are subst: intially similar to many adjustments com- 
monly made at the end of business transactions, such as a discount 
given after a particular volume has been reached—the Ford case or 
the adjustment made at the end of a cost-plus contract, or the refund 
paid to the Government by a Government contractor after he has 
been renegotiated. 

Re such cases, income is based on the final outcome not on initial 

> tentative payments. 

‘Se nator Tarr. Mr. Chairman, I do not know this. There are argu- 
ments on both sides of these legal questions. We may never get to 
the legal question, anyway. 

I think if we are going to have the other side now present a long 
legal argument on this question, it is going to take a long time. | 
think the witness has his statement here, or brief. We cannot decide 
a legal question without examining the brief anyway, very well. 
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While I think it is perfectly proper to argue it, I think that you cay 
save time by skipping the constitutional question as to whether o, 
not you can tax patronage dividends. 

Mr. Ruste. I think, Senator, you are exactly right. I am sure 
our opponents will submit briefs which will express their views oy 
the law. 

Certainly my statement does so. 

Senator Byrp. I hope that we can abbreviate these hearings some- 
what. As I repeat again, we have 11 more witnesses that should |e 
heard. They have come here from all over the country. \|; 
Rumble has been interrupted so much but I hope very much that he 
can condense it to the things that are pertinent, and the legal question 
I imagine will have to be decided by the legal staff, in any event 

Mr. Rumsuie. You mean, your legal staff? 

Senator Byrp. No. I say they will have to be heard on all thes: 
legal questions. 

If you submit your brief and put it in the record, it will be before ¢| 
committee. 

I do not want to cut you off. 

Mr. Rumsue. No, that makes good sense to me, Senator. 

Senator Byrp. We have to do something to shorten these hearings 
Otherwise there are people who are not going to be heard. 

Mr. Rumstue. I agree with that. 

Senator Tarr. There is an elaborate legal brief on the other sid 
as | remember it, referring to some recent decision somewhere. 

Mr. Rumsue. Yes, sir. 

Senator Tarr. I have not read it. But we are not going to decid 
that question on oral argument, anyway. 

Mr. Rumats. I think that you are right. 

May I give vou my summary? 

Senator Tarr. Surely. 

Mr. Rumsix. Despite the thousands of words that have be 
placed before Congress in the many hearings held upon this sub 
during recent years, and despite the articles written by former _ 
of the Treasury Department, and despite the intemperate propag 
of the National Tax Equality Association, these conclusions seem 
me inescapable: 

Exempt farmers’ cooperatives have been given by Cong 
privileges not extended to other cooperatives or private busin 
corporations, that is, the limited dividends they are permitted to pay 
stockholders are not subject to tax, nor are reasonable and proj 
amounts placed in unallocated reserves. Otherwise their status is 
the same as that of all nonexempt corporations. 

2. Nonexempt cooperatives and private business corporations al 
treated alike for income tax purposes. The cooperatives, mowe’ 
pay less income tax than their comparable private business corpor: 
competitors. This is not due to the fact that one corporation 
cooperative and the other a privately owned business corporat 
but is due solely to a fundamental difference in the objectives of 
two types of corporation. The cooperative is in business only for 
purpose of benefiting its customers. The private business corporatio! 
is in business only for the purpose of benefiting its stockholders. 
cooperative returns its net margins to the customers who prodi 
the net margins. The private business corporation returns its 
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margins to its stockholders, who had nothing whatever to do with 
earning the net margins or with the transactions which created them. 

3. Every court which has ever considered the question has squarely 
held that net margins of a corporation, whether a cooperative or 
private business corporation, which are returned to customers pur- 
suant to a legally binding contract in effect at the time the margins 
- earned, are not taxable income of the corporation. 

Although there is no decision squarely in point on the questions 
cuialane net margins of a cooperative are income to it within the 
sixteenth amendment to the Constitution of the United States, the 
cases holding that margins are not income of the corporation and the 
decisions of the Supreme Court of the United States in the Eisner 
and Wilcox cases require the conclusion that Congress cannot tax 
to the cooperative the distributed net margins because they are not 
profit income of the cooperative. 

Thank you very much. 

Senator Byrp. Mr. Rumble, the committee appreciates very much 
your contribution. We agree to inserting in the record anything that 
you desire in regard to the legal questions. 

Mr. Rumsuie. Thank you. 

(The prepared statement of Mr. Rumble is as follows:) 


STATEMENT OF WILFRID E. RuMBLE 


My name is Wilfrid E. Rumble. I am an attorney practicing in St. Paul, 
Minn., have been counsel for a number of cooperatives since the 1920’s and am 
appearing here on behalf of the National Federation of Grain Cooperatives, 
Land 0’ Lakes Creameries, Inc., and Farmers Union Central Exchange, Ine 

[ wish first to outline the basic facts of cooperatives’ operations, and then to 
take up some of the arguments which have been made in favor of proposed legisla- 
tion taxing cooperatives. 

In order to view fairly the taxation proposals which are being made, one must 
inderstand the general nature of cooperatives. The cooperative corporation is 
essentially a group of individuals or corporations, or both, organized into cor- 
porate form for the purpose of acting collectively in the marketing of their prod- 
ucts or the acquisition of their supplies. Although most states have statutes 
expressly providing for the organization of cooperative corporations, and although 
Congress has provided for the organization in the District of Columbia of coopera- 
tive associations, of consumers,! a cooperative may be organized under the ordi- 
nary business corporation statutes of most States. There are some advantages 

1 organization under the usual cooperative statutes, but there are also definite 
restrictions and disadvantages. The Minnesota General Cooperative Act? is 
fairly typical. Cooperatives organized under these statutes differ from business 
corporations in several important respects, among which are the following: 

1. There is a limit on the amount of voting stock a member may own, a 
common limitation being ‘not more than one-twentieth of the stock out- 
standing”’; 

2. Dividends on ¢ apital stock may not exceed a stated rate, such as 6 per- 
cent per annum, and are not cumulative; 

3. Each member has one vote only, regardless of the number of 
stock he owns; and 

+. All earnings or savings or net margins remaining after paym 
penses of ope ee dividends on capital stock, and provision 
reserves must be distributed to patrons annually or oftener. 

There are in general two types o cooperatives. One engages i! 
selling the products or property of its members and patrons (customer nd is 
commonly known as a marketing cooperative. Most all cooperatives o 
type are owned and controlled by farmers, and market only farm products 

‘table exception is the Railway Express Agency. The other engages in pur 
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Distriet of Columbia Cooperative 4 Ssociation Act, Public Law 642, 76th ¢ 
ed June 19, 1940, 
Minnesota Statutes, 1949, secs. 308.05 to 308.18. 
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chasing or buying supplies and goods for its members and patrons, and is corm- from | 
monly known as a purchasing cooperative. Destpite the growth in recent years a coo) 
of urban purchasing cooperatives it is still true that most of the purchasing ¢o- cause 
operatives are principally owned and controlled by farmers. Urban cooperative: upon 
of this type are frequently referred to as consumer cooperatives. Some farmer- contr 
owned cooperatives engage in both marketing and purchasing activities. Th, er cot 
principal purpose of any cooperative association is to sell, buy, or furnish products and 
merchandise, or services, as the case may be, for its patrons at cost. The essenc pellec 
of the cooperative is that the members get the services of the organization at cost that | 
The organization is not designed to make profits for itself (except to pay limited in ca 
dividends on what amounts to preferred stock). In order to reduce costs to the ¢ 
their patrons, some marketing cooperatives engage in the first processing, ware- afte! 
housing, and transporting of farm products, and some purchasing cooperatives annu 
for the same purpose and also in order to secure necessary supplies, engage ji: capit 
manufacturing operations and own and operate oil wells, refineries, fertilizer their 
plants, and feed-processing plants. ment 
Cooperative associations vary in their actual methods of operation. Gener 
ally, however, the marketing cooperative agrees to market all the agricultural PE 
products of the type handled by it produced and delivered to it by its patrons 
and to pay to each patron the entire marketing proceeds after deduction of « 
penses. When a patron delivers products to the cooperative for sale, the amount 
to which he will finally be entitled cannot be known, so the cooperative pays t coop 
the patron a substantial part of the estimated sales price. At the end of the year, pro’ 
when the products have been sold and the costs determined, the cooperat ther 
distributes the remainder of the proceeds to its patrons in proportion to the prod exer 
ucts marketed for them. This distribution is called a patronage refund, but i: exer 
reality it is further payment of the sales price. In addition to their selli: Dus! 
processing, warehousing, and other activities inc ide nt to the marketing of products 101 
to the best possible advantage, most farmers’ marketing cooperatives emp! 
laboratory and other experts for the purpose of improving the quality of their that 
patrons’ products, increasing efficiency in production, and informing members coo! 
of current developments in production methods, types of product, and equipment out 
A purchasing cooperative agrees to buy and deliver to its patrons farm wee bus 
and other goods at cost. Sinee the actual cost of each purchase cannot be de 7 
mined in advance, the cooperative usually charges and collects from the patro: hol 
an amount more than sufficient to cover the expected cost price plus alas d = 
operating expense. At the end of the accounting period the actual cost of goods tho 
purchased plus cost of operation is determined, and any excess amount collected cre’ 
from the patrons is returned to them in proportion to their purchases. Th Sm 
amount so returned to the patrons is a true patronage refund in that it is a refund | 
of part of the purchase price paid initially. \c8 
When I hereafter refer to a cooperative, I intend a farmers’ cooperative whic rul 
is legally obligated by written agreement or by appropriate provisions of its articles pol 
of incorporation or bylaws, or by the statute under which it is organized, (1) 1 ott 
distribute to its members or patrons, or both, in proportion to their patronage, a Sto 
of its income in excess of its costs of operation, except such as it is authorized t 
pay in limited dividends upon capital stock and to place in statutory or other 
necessary reserves, and (2) to allocate or credit all reserves (except consumat 
reserves) to the patrons who contributed to them upon the same patronage basis 
Cooperatives are organized either on a capital stock or on a membership basis 
In the capital stock cooperatives, exclusive voting control is in the commor 
membership stock, and all eligible patrons must acquire at least one share, w! 
may be paid for upon an ordinary subscription basis or by the applicatio: 
patronage refunds. In most membership cooperatives the patron, if eligible 
required to pay for a membership (usually the fee is nominal) when he first patro 
izes the cooperative 
Capital is essential to cooperatives. Some marketing cooperatives need eve! 
more capital than private business corporations with which they compete becau: 
of their obligation to accept all products tendered by their members, regardless 
market conditions. Such cooperatives cannot buy when market conditions a1 
favorable and refuse to buy at other times. Carrying of large inventories and co! 
sequent unusual exposure are inevitable during certain periods and seasons. 
Cooperatives generally finance themselves through the issuance of preference 
stock, bonds, notes, certificates of indebtedness, and bank borrowings, and t! 
use of revolving and other reserves. A large part of the securities of cooperativ: 
is sold to members and patrons in the usual fashion, except that sales are dire 


Si 


3 See American Bor Shook Erport Assn. v. Commissioner, 156 Fed. (2d) 629 (C. C. A. 9th, 1946). 
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from the cooperative to the individual purchaser. It is practically impossible for 
a cooperative to offer a security which is attractive to the ordinary investor, be- 
cause Of provisions customarily in State cooperative statutes, limiting dividends 
upon capital stock, prohibiting payment of cumulative dividends, requiring that 
control of the corporation shall always be in members (producer-members in farm- 
er cooperatives), limiting the class from which directors and officers may be chosen, 
and other less important restrictions. Thus cooperatives are practically com- 
pelled to secure their capital from their own patrons and members. The result is 
that this capital has been secured to a considerable extent from the reinvestment 
in capital securities of the cooperative, by patrons, of their share of the receipts of 
the cooperative. All the State statutes require cooperatives to distribute savings 
after dividends on capital stock and after small required reserves) to patrons 
annually or oftener, and most of them expressly permit distributions to be made in 
capital securities. It is principally the methods used by cooperatives to finance 
their activities which give rise to the present attacks upon the income-tax treat- 
ment of cooperatives. 


I. PRESENT LAW AS TO THE TAXATION OF COOPERATIVES UNDER THE UNITED STATES 
REVENUE CODE 


Since 1916 the Internal Revenue Code has provided an exemption 4 for farmer 
cooperatives fulfilling certain stated conditions. The code contains no other 
provision specifically applicable to cooperatives, so that for income-iax purposes 
there are only two classes of cooperatives, one class consisting of those wholly 


I 
1 


exempt from the payment of income taxes, and the other of those which are not 
exempt and which are subject to the same rules, regulations, and laws as private 
business corporations. Section 101 (13) is not particularly important. Section 
101 (12) is set forth in a footnote. 

The courts and the Treasury Department have unanimously adopted the view 
that obligatory patronage distributions of a cooperative are not profits of the 
cooperative, and are not part of its gross receipts. (Decisions and rulings setting 
out that view are discussed later.) Conversely, earnings of a cooperative on the 
business of patrons to whom there is no contractual obligation to make refunds 
are profits of the corporation and taxable as such. So are amounts paid to stock- 
holders as dividends upon capital stock. The heert of the difference between 


1 


amounts paid or set aside for stockholders of ordinary business corporations and 


those paid or set aside for patrons of cooperatives is that each patron receives 


credit based on volume of business with him alone, and without regard to the 
amount of stock owned. 


Patronage distributions are excludable if paid in money or its equivalent 
(capital stock, certificates of indebtedness, or notes). This is similar to the 
rule followed by the Treasury Department in respect to ordinary business cor- 


porations, which have always been permitted to deduct bonuses, salaries or 


other opereting expenses paid in corporate securities,’ and dividends upon 
stock paid in notes, are treated as cash payments for the purposes of seecion 


I 


of the Revenue Code. For tax purposes there would seem to be little doubt as to 
either the propriety or the fairness of the rule. 
The Treasury Department holds that net margins distributed to capital reserves 
and credited or allocated to patrons are excludable, provided a certificate of interest 
453 Stat. 876, 26 U.S. C., see. 101 (12) (13) (1940 
Farmers’, fruit growers’, or like associations organized and operated ot 
purpose of marketing the products of members or other producers, and turt 
of sales, less the necessary marketing expenses, on the basis of either the quantity 
furnished by them, or (b) for the purpose of purchasing supplies and equipm: 
ther persons, and turning over such supplies and equipment to them at actual cost, 
Exemption shall not be denied any such association because it has capital stock, if t 
stock is fixed at not to exceed the legal rate of interest in the State of incorporation 
whichever is greater, on the value of the consideration for which the stock was issue 
ill such stock (other than nonvoting preferred stock, the owners of which ! 
participate, directly or indirectly, in the profits of the association, upon dis 
fixed dividends) is owned by producers who market their products or purchas« 
through the association; nor shall exemption be denied any such association 
ind maintained by it a reserve required by State law or a reasonable reserve for at 
such an association may market the products of nonmembers in an amount the valu which does 
exceed the value of the supplies and equipment purchased for members: provided the lue of the pur 
made for persons who are neither members nor producers dot f 
purchases Business done for the United States or any of its 
the right to exemption under this paragraph. Id., sec. 101 (12 
®* San Joaquin Valley Poultry Producers Assn. v. Commissioner, 136 F 
Cooperative Wholesale 44 B. T. A. 824 (1941); United Cooperatives, In 
Cum, Bull. 1937-1, 56 T. T. 3208, Cum, Bull, 1938-2, 127 


9 
* Package Machinery Co., 28 B. T. A. 980; J. J. Mart, Ine., 9 T. C 
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or prompt notice of such distribution is given to the patron.’ Until rather recen| 
the position of the Internal Revenue Department in respect to the taxation of 
patronge distributions to patrons or recipients thereof was not entirely clea: 
However, in April 1950, the Department held that all such distributions were 
taxable to the patrons or recipients: ® 

“The earnings (savings) of farmer cooperatives marketing and purchasing 
associations distributable to their patrons on the basis of the amount or value 
of products furnished by them to the cooperatives or the value of supplies a: 
equipment purchased by them from the cooperatives generally are distributed 
to the patrons as patronage dividends in the form of cash or in one or more 
the following forms: 

Capital stock of the cooperative 

Revolving fund certificates 

Retained certificates 

Certificates of indebtedness 

Letters of advise as to net amount retained. 

‘“‘For Federal income tax purposes the amounts which are includible in thy 
gross income of the patrons to whom such distributions are made are not restricted 
to amounts distributed in cash. Distributions by cooperatives in the form 
“apital stock or in any form other than cash should be included in the gross incon 
of the patrons to the same extent that such distributions would be included 
paid in cash. This rule is applicable to patrons who file their Federal income tax 
returns on the basis of cash receipts and disbursements, as well as those who fil 
their returns on the accrual basis.” 

I think the existing law as to the right of cooperatives to exclude patronag 
distributions in determining their taxable income is thoroughly well settled. 
The general counsel of the Treasury has testified similarly. The efforts of those 
persons who believe that patronage distributions should be included as taxable 
income of cooperatives are directed to attacks upon the law and to attempting 
persuade Congress to change the law as established by the courts and the Treasury 
Department. Strangely enough, some of the articles written to support these 
efforts have been written by men who were connected with the Treasury Depart- 
ment during the years when that Department was applying the rules set fort! 
above, so that it is fair to assume they did not then differ with the rules. What 
has happended to change their views is problematical. 


) 


Il. CONGRESS CANNOT CONSTITUTIONALLY TAX NET MARGINS WHICH ARE SUBJECT 
AN OBLIGATION OF THE COOPERATIVE TO DISTRIBUTE THEM TO PATRONS 


It has been stated that Congress can constitutionally tax net margins." We 
believe otherwise. It is our position that net margins which at the inception of th: 
transactions out of which they grow, the cooperative is obligated by statute, by its 
articles of incorporation or bylaws, or by express individual contract to return 
its patrons as a patronage refund, are not income to the cooperative and that 
therefore Congress cannot constitutionally tax them as income of the cooperativ: 

A brief explanation of net margins may be helpful. <A cooperative-engaged i: 
marketing farm products customarily pays the farmer a dollar amount when he ce- 
livers the produe‘s to the cooperative. It sells the products in the markets 
usually for a greater amount than it gave the farmer-patron—a “‘gross margi! 
At. the end of the year (or the accounting period) it has received a total gross mar- 
gin on all business done, and has had certain expenses of doing business, usus 
less than the total gross margins. The difference is commonly called net margi! 
This net margin, or the greater part of it, is then distributed back to the patro 
of the cooperative in proportion to the business that each patron has done wit! 
the cooperative. The distribution may be in cash or in securities of the coopera- 
tive. 

The same principle is involved in the net margin of a purchasing cooperati\ 
The purchasing cooperative typically buys manufactured goods and sells then 


§ See letters from Commissioner to National Council of Farmer Cooperatives in hearings before ‘ 
mittee on Ways and Means on proposed revisions of the Internal Revenue Code, 80th Cong., Ist sé 
2620 (1947). 

® Income Tax Information Release No. 2, dated April 13, 1950, by E. I. McLarney, Deputy Commi 
of Income Tax Unit, Bureau of Internal Revenue. 

10 See testimony of Thomas J. Lynch, general counsel of the Treasury Department, in record of 
hearing before House Ways and Means Committee on revenue revision of 1951, on April 2, 1951, and 
randum submitted by Mr. Lynch pursuant thereto and inserted in the record. 

11 See Chicago Tribune, April 20, 1950, quoting a ‘‘report prepared by the staffs of the Treasury an 
Joint Committee on Internal Revenue Taxation”, but apparently not officially released. 
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the patrons. It receives an initial dollar amount from the patron which is greater 
than its cost, the difference being its gross margin. After expenses have been 
determined and deducted from gross margin, the remainder is the net margin which 
is distributed back to the patrons in proportion to their patronage. 

If net margins are not income of the cooperative, then Congress cannot con- 
stitutionally impose an income tax on them.” The sixteenth amendment to the 
Constitution reads: 

“The Congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several States, and 
without regard to any census or enumeration.” 

Income is the gain from capital or labor, or both. If there is no gain, there 
can be no income tax. To the extent that the cooperative is obligated to make 
distribution of net margins to the patrons, there is no gain to the cooperative." 

Whether the cooperative acts as agent for its patrons, or in a fiduciary capacity, 
or whether it has some of the attributes of a partnership, is not particularly im- 
portant in a consideration of the strict legal question. It should be borne in mind, 
however, that the cooperative is organized by farmers as an instrumentality 
through which to get their products to the market place or supplies to their 
farms. 

Net margins are substantially similar to many adjustments commonly made 
at the end of business transactions, such as a discount given after a particular 
volume has been reached, or the adjustment made at the end of a cost-plus 
contract, or the refund paid to the Government by a Government contractor 
after he has been renegotiated. In such cases income is based on the final out- 
come, not on initial or tentative payments. 

The opponents of cooperatives do not walk squarely up to that fact. They 
talk about the power of Congress to determine to whom income should be taxed 

which I discuss later), and about the case of Penn Mutual Life Insurance Co. \ 
Lederer, in which a Federal statute taxing premium income of mutual insurance 
companies was construed. The Supreme Court in that case did not pass on the 
validity of the statute, however, but only its interpretation. The Court said at 
the beginning of the opinion :!® 

“Whether the plaintiff is entitled to recover depends wholly upon the construction 
to be given certain provisions” of the Revenue Act of October 3, 1913. [Italies 
added. ] 

In other words, the Court did not consider whether the statute, if construed to 
tax to the company dividends paid to mutual insurance policyholders, was taxing 
something other than income. The Court did, however, and I think this is the 
importance of the case insofar as the question under consideration is concerned 
endorse the principle of another section of the same statute applied to mutual 
fire and marine insurance companies, and which provided for the exclusion from 
income of premium deposits returned to policyholders, saying in language entirel 
apt for the operations of the typical cooperative (252 U.S. at 533 

“But in respect to the service performed fire and marine companies differ 
fundamentally, as above pointed out, from legal reserve life companies. The 
thing for which a fire or marine insurance premium is paid is protection, which 
ceases at the end of the term. If after the end of the term a part of the premium 
is returned to the policyholder, it is not returned as something purchased with the 
premium, but as a part of the premium which was not required to pay for the 
protection; that is, the expense was less than estimated.” 

The case is authority for our position. It is not authority for the position of 
our adversaries, and so far as I know there is no decision supporting their position 

The Treasury memorandum, as quoted in the Chicago Tribune, says ‘“‘The 
cooperatives’ net margins are income to them regardless of patronage dividend 
contracts.”” On that we disagree. Our position can be best stated under a 
number of headings: 

? Helvering v. Edison Bros. Stores, 133 F. 2d 575, 

Eisner v. Macomber, 252 U. S. 189 (1920). 

* Commissioner v. Wilcor, 327 U.S. 404 (1946). This is gener 

t there is no specific statutory exclusion of cooperatives ‘ 

If the Constitution limits a statute, it makes no differ 
ition. 

252 U 
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1. Amounts received by a cooperative and held subject to a prior obligation to pay ¢) 
over to the patron are not income of the cooperative 


It is our position that net margins are not taxable, not because a corporat 
has the magic word ‘“‘cooperative”’ before it, but because of the way in which | 
typical cooperative does business. The ordinary business corporation can 
business in the same way, also, and if it does it is not taxable on its net margi: 

Our position is that “income” is not produced by this transaction: A market 
organization buys goods from the farmer-producer, and agrees at that time 
after resale of the same goods any margin left over after costs of doing busi 
will be paid over to the producer. 

Nor is “income”? produced by this transaction: A buying or manufact 
organization undertakes to buy or manufacture goods and resell them to its 
tomers. Included in the undertaking is a promise that if the initial sales 
includes more than the organization’s total costs, the margin or excess \ 
returned to the customers. 

In both cases the costs cannot be determined until the end of the vear, 
margins cannot be returned to the producer or customer until that time 
are, nevertheless, not the property or the “‘income’”’ of the organization 

We have used the word ‘‘organization”’ here to emphasize that it need not 
cooperative corporation. There are many cases in which private business corp 
tions were involved in which the propositions above stated were upheld. — 

One of the leading cases establishing that point is (’niform Printing an! S 
Company v. Commissioner? The company was an Illinois corporation 
stockholders were insurance companies, andfor whom it engaged in its prir 
occupation of printing insurance forms. The bylaws required distribution to 
stockholders of the net amount in excess of cost, in proportion to the gross an 
of business done for each stockholder. The court stated the question as follow 

‘Both the Commissioner and the Board found the so-called refund was a 
dend. The precise and only question before us is the soundness of this findi: 
conclusion. Perhaps it would be better to call it a mixed finding of fact and 
clusion of law. If the payment of this sum is a dividend, it should have by 
included in petitioner’s taxable income for 1930.  I{ it was a refund or rebat 
customer, it was not part of petitioner’s taxable income, for the sum should 
been included in the stockholders’ taxable income.” 

After stating its reluctance to differ with the board of tax appeals, thx 
said: 38 ‘ 

“Had the taxpayer given a customer (whether stockholder or outsider 
count promptly after filling the order, no one would eall it a dividend. If ar 
were given promptly upon the customer’s business reaching a certain volun 
same conclusion as to its character would follow. To make cost estimat 
adjust them at or near the end of each year, returning the excess payment 1 
customer, should not change the reasoning which leads to this conclusion. 
should the fact that the customer is a stockholder materially affect the result 

To the same effect are Paducah and Illinois Railroad Company,!® involvi 
railroad bridge company whose stock was owned by and services performs 
three railroads which operated trains over the bridge and which made rebat 
toll charges at the end of the year, Mobile Delivery Co.,2° Cooperative TP 
Plant! In re General Film Corporation,” and Broadcast Measurement Bur 
Ine? Ail of these cases except the last involved corporations formed 
the ordinary business laws of the various States. All of them involve to 
degree the fact that there was an obligation existing at the time of the trai 
to pay over the net margin at the end of the year, which made it not the ir 
of the corporation. It is the absence of such obligation which usually acco 
for a contrary holding, as in Druggists Supply Corp.*4 and Cleveland Sho 
News Co. v. Routzahn2> Other decisions to the same effect involving cooperat 


are cited in a footnote.?® 
. 7, 1937) reversing 33 BTA 1073. 


1001. 


jecided May 10, 1951. 





A. 6, 1987). 
Farmers Union Co-op Co. v. Commissioner (90 F. (2d) 488 (C. A. 8, 1937)); Juneau Dairies 
B. T. A. 759, 762 (1941)), and Fountain City Co-op Creamery Assn. v. Commissioner (172 F. (2d 
7, 1949 
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A leading case involving a cooperative is San Joaguin Valley Poultry Producers 
{ssociation v. Commissioner? The association there was incorporated under 
the agricultural cooperative association laws of California. The Court of Appeals 
for the Ninth Circuit held that the bylaws of the association made all net proceeds 
of the association beyond its expenses the property of the patrons, and that 
therefore none of them could be included in the gross income of the cooperative. 

To the same effect are Midland Cooperative Wholesale v. Commissioner23 Home 
Builders Shipping Assn. v. Commissioner,?® United Cooperatives v. Commissioner 2° 
and Farmers Cooperative Co. v. Birmingham. The reasoning upon which those 
eases is based is aptly summarized in an article by Randolph Paul, former general 
counsel of the Treasury, as follows: * 

“The administrative practice has been to exclude patronage di ds from 
a cooperative organization’s income even where the organization is not 
from tax. This is the correct view in the case of true cooperatives, not a 
these patronage dividends are deductible expenses, as is sometimes contend 
but because they are amounts to which the cooperative has no claim 
as agent only. The marketing cooperative is only a conduit through whie 
income from the purchaser to the farmer. The conduit retains nothit 
own expenses, including depreciation reserves, and has, accordingly 
neome.,”’ 

It should be noted that this has been the view of the Treasury Department itself 
during a long course of rulings on the subject. In J. T. 1499,% the Department 
said, in part: 

“This office has consistently held that, under the Treasury decision and articles 
of the regulations referred to (art. 75, regulations 33 (T. D.) 2737), 
associations, even though not exempt from taxation, may deduct from gross income 
for the years 1917, 1918, 1919, and 1920 the amounts returned to their patrons, 
whether members or nonmembers, upon the basis of the purchases or sales, or both, 
made by or for them. This is upon the theory that a cooperative association is 
rganized for the purpose of furnishing its patrons goods at cost or obtaining the 
highest market price for the produce furnished by them. In the case of purchases, 
instead of allowing a discount at the time of purchase, the full price is colleeted and 
the discount is allowed by way of rebate. In the case of sales of produce furnished 
by patrons, the refunds based upon the quantity of produce furnished are in reality 
only part payment of the produce furnished. If the association is organized in 
accordance with the laws governing farmers’ and other cooperative associations in 
the State in which it operates and if its constitution or bylaws provides for refunds 
or rebates to its patrons, whether members or nonmembers, upon the basis of goods 
p urchased or produce 1 furnished, or if it actually conducts its business upon such 
basis, the refunds or rebates so made may be deducted by the association in com- 
puting net income under the Revenue Acts of 1917 and 1918. * * - 

And in GCM 17895," the Department said: 

‘* * * So-called patronage dividends have long been recogni 
Bureau to be rebates on purchases made in the case of a cooperati 
rganization, or an additional cost of goods sold in case of a cooperat 
organization, when paid with respect to purchases made by, or sales 
count of, the distributees. For purposes of administration of the Federal it 
tax laws, such distributions have been treated as deductions in det 
taxable net income of the distributing cooperative organization 
tions, however, whe n made pursuant loa prior agreeme nt bet ween tl 
organization and its patrons are more properly to be treated as exrclusi: rol 
gross income of the cooperative organization. (I. T. 1499; 8. M. 2595: G. C. M. 
12393.) It follows, therefore, that such patronage dividends, rebates, or refund 
due patrons ofa cooperative organization are not profits of the cooperative organiza- 
tion notwithstanding the amount due such patrons « 


Qr70"7 


coope rative 


cannot be determined until 
after the closing of the books of the cooperative organization for a particular 


taxable period.’ [Italics supplied. 

All of the foregoing cases conelude that amounts which the cooperative is obli- 
gated to turn over to the patron are not income to the cooperativ: This is con- 
sistent with the judicial definitions of the word “income” as used in the sixteent! 

136 F. (2d) 382 

°44 B. T. A. 824, 

8 B. T. A. 903. 

iT. C. 98. 

8 F, Supp. 201 (D. C. Iowa 1949). 

29 Minn. Law Review, pp. 343, 369. 

CB T-2, pp. 189-191. 

‘CB 1937-1, p. 56. 
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amendment in Eisner v. Macomber, supra, and Commissioner v. Wilcox, sii 
In the latter case the Supreme Court said: *° 

‘For present purposes, however, it is enough to note that a taxable gain is , 
ditioned upon (1) the presence of a clarm of right to the alleged gain and (2 
absence of a definite, unconditioned obligation to repay or return that which wo 
otherwise constitute a gain.”’ [Italics added. | 

The result must be that if amounts do not meet those tests they cannot 
taxed under the sixteenth amendment, which permits only the taxing of “incon, 
Cooperatives’ margins do not meet those tests and are not “income” because | 
are held, not under claim of right by the cooperative, but instead under ackno\y 
edgment of the superior right of the patrons, and they are held subject to a defi: 
unconditional obligation to repay or return them to the patrons. 

2. Cases holding that assigned income is nevertheless taxable as income of the assigy 
are not applicable 

Opponents of cooperatives have relied ** on United States Supreme Court ca 
holding that income assigned in advance of receipt by a parent to a subsidia; 
or a subsidiary to a parent, or by one member of a family to another, was neve) 
theless income of the assignor.*” 

Of these cases, Lucas v. Earl, the Horst case, the Harmon ease, and the Toy 
and Lusthaus cases all involve efforts by one member of a family to get a port 
of what would otherwise come to him, as income, into some other member of 
family. The husband or father either made a contract without considerati 
gave away interest coupons before they matured, or entered into a partner 
to which the wife or children contributed nothing substantial. In each case 
Court said that the income is nevertheless taxable to the person who really earn: 
it. We have no quarrel with those cases, but they are not applicable to coop: ! 
tives, as we will show below. 

The Moline Properties and National Carbide cases are of a different kind a: 
involve corporations and their stockholders. In each the corporation was argui: 
that income (or gain) received by it was not its income for tax purposes. |) 
both cases the Court rejected the contention. The two cases are somewhat diffe: 
ent as to detail, and neither is applicable to the cooperative situation, as show 
below. 

In the Moline Properties case an individual held all of the stock of a corporat 
which his creditors had caused him to set up. The corporation held title to re: 
estate and engaged in little activity beyond the bare holding of title. Whe: 
some of the real estate was sold, the corporation asserted that the capital 
should not be taxed to it, but to its sole stockholder. The Court rejected 
contention and said the corporate entity could not be ignored. It also said t!} 
there was no evidence that the corporation received the gain as agent for 
stockholder, and that therefore the income was that of the corporation. 

In the National Carbide case (and similarly in the Fontana Power case) a s1i! 
sidiary agreed to pay its parent all its ‘‘profits’? above a fixed amount. 
subsidiary then contended that all amounts so paid over to the parent were | 
income to it, because when they were received they were subject to the oblivat 
to pay them over. The argument is superficially like ours here, but on se: 
look it will be seen that it is really more the argument of the assignors of incom¢ 
the Lucas v. Earl line of cases. The subsidiary knew it was going to rec 
income, so it assigned it in advance to its parent, without consideration. T 
is not the cooperatives’ case. The subsidiary in National Carbide made pro( 
from dealings with outsiders and then turned those profits over to its pare: 
which had nothing to do with the transactions out of which the profits grew. |) 
the cooperative situation, the cooperative makes sales to or for its patrons a) 
then refunds to them the amount by which it has overcharged them, or has u1 
paid them, in the first instance. Those distributions of net margins were par 
of the original transections. They went back to the original customer, not o1 
to a parent corporation. That this distinction is sound is demonstrated | 
another decision of the same court which decided the Railway Express cas 

Thus, all the cases cited by the Treasury memorandum which are discus: 
here involve attempts to assign income over which the assignor has “command 


35 327 U.S. at p. 408 

6 See bricf filed by Joseph T. O’Connell with House Ways and Means Committee, April 1951 

? Lucas v. Earl (281 U. 8. 111 (1930)); Helrering v. Horst (311 U.S. 112 (1940)); Moline Properties \ 
missioner (319 U.S. 486 (1948 Commissioner v. Harmon (323 U. 8. 112 (1940)): Commissioner \ 
(327 U. 8. 280 (1916)); Commissione Lus haus (327 U.S. 293 (1946)); National Carbide Corp. v. Commissi 
(336 U. S. 422 (1948 See also Fontana Power Co. v. Commissioner (127 F. (2d) 193 (C. A. 9, 1942 

88 Jn re General Film Corp., (274 F. 903 (C. A. 2, 1921)). 
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They do mot come to grips with the situation of cooperatives, who engage in 
conditional transactions as a result of which there is no income. At the time of 
the transaction there exists the obligation to distribute net margins to the patron 
in proportion to his patronage, including the transaction in question. As said in 
Uniform Printing & Supply Co. v. Commissioner: * 

“Had the taxpayer given a customer (whether stockholder or outsider) a dis- 
count promptly after filling the order, no one would call it a dividend. If a 
rebate were given promptly upon the customer’s business reaching @ certain vol- 
ume, the same conclusion as to its character would follow. To make cost esti- 
mates and adjust them at or near the end of each year, retuining the excess pay- 
ment to the customer, should not change the reasoning which leads to this con- 
clusion. Nor should the fact that the customer is a stockholder materially 
affect the result. 

‘Perhaps a single refund coming at the end of each year would lessen the 
irresistibility of the inferences, but the conclusion would still fit the facts better 
than one founded on a dividend assumption. It is true the taxpayer is not a 
nonprofit corporation in a legal sense. It is subject to a tax upon the profits 
by it made. Nevertheless, net profits in its case must depend upon the facts. 
Payment to the customers, who are also taxpayers, of sums called refunds based 
upon the volume of business transacted and in no way dependent upon stock 
ownership is the determinative factor.”’ 

The same reasoning was used in Midland Cooperative Wholesale v. Jckes,® in 
holding that the cooperative could not handle coal under the Bituminous Coal 
Act’s licensing provisions because by its method of operation it would amount to 
“price cutting.’”’ The Court said in part: 

“The patronage dividend is as much a part of the transaction as the Price 
itself. If petitioner did not distribute patronage dividends or hold out they would 
do so—as under Minnesota law and its bylaws it must—there would doubtless 
be no sales of coal by it. Petitioner admits this. It is its promise and obligation 
to pay patronage dividends on this coal business that provides the incentive for 
the purchase of coal from petitioner, and it is not denied that petitioner’s purchases 
of coal are purchases in interstate commerce. 

“The payment of such dividend has the effect of decreasing the sale price 
below the established prices. It thus has an effect upon the price structure 
which sets the price for most of the bituminous-coal production, all of which 
moves in or has been held directly to affect interstate commerce. * * *” 

Statutes and cases taxing trusts and associations as corporations are not applicable 

Those advocating harsher tax treatment for cooperatives have referred * to 
the long-existing rule that an association or trust doing business in a corporate 
way may be taxed as a corporation.” That proposition is apparently brought in 
to support the argument that calling cooperatives agents, partners, or trustees 
does not prevent taxing them as corporations. 

Those cases are not really applicable, but we have no quarrel with the proposi- 
tion that nonexempt cooperatives are taxable insofar as they have income. The 
question is whether their net margins are income. 

The fact is that some courts have described the relation of patron and co- 
operative as that of principal and agent.’ It has also been stated that the rela- 
tionship was one of beneficiary and trustee.“ It has been stated that the relation- 
ship was one of creditor and debtor.*® It has been suggested that the patrons 
are in effect partners with each other, and the cooperatives analogous to the 
partnership.*® While those differences in analysis are to some extent based on 
lifferences of fact in the case involved, those statements are mainly of analogy. 
In our view it makes little difference which analogy is used, so long as the point 

made by all of them) is inderstood—that money received by the cooperative and 
listributed at the end of the vear is received and held by the cooperative pursuant 
to binding obligation to hand it over to the patrons as soon as the exact amount 








#88 F. (2d) 75 (C. A. 7, 1937), supra, at p. 76. 
49125 F. (2d) 618, 635 (C. A. 8, 1942). 
4. O'Connell, op. cit. 
“2 Burk-Weggoner Oil Association y. Hopkins, 269 U.S. 110 (1923); Morrissey v. Commissioner, 296 U. S. 
44 (1935). 

® State v. Morgan Gin Co., 189 So. 817 (Miss. 1939); Teaas Certified Cottonseed Breeders Association Vv 
\ldridge, 61 8. W. (2d) 79, 82 (Tex. Supp., 1933); Bowles v. Inland Empire Dairy Association, 53 F. Supp 
210 (D. C. Wash., 1943). 
“ Californian & Hawaiian Sugar Refining Corp., 163 F. (2d) 531 (C. A. 9, 1947 
‘S Valley Waste Disposal Co., 38 BTA 452 (1938); Growers Cold Storage Co., 17 BTA 1279 (1929 
* Farmers Cooperative Co. v. Birmingham, 86 F. Supp. 201, 218 (D. G. Iowa, 1949). 
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has been determined. It is that obligation which, from the moment of its receipt. 
impresses that money with a trust, agency, bailment, or indebtedness relationship. 
thus making it neither the property nor the income of the cooperative. 


4. Facts of ownership of property, determination of price, etc., do not alter the characicr 


of cooperative net margins 

The Treasury memorandum, as quoted in the Chicago Tribune, attacks the 
analogy of cooperatives to agents, and says: 

“The legal title to the property of the cooperative is ordinarily vested in th 
cooperative”; and 

“Moreover, the cooperative sells for its own account and not for the account 
of the member’; and 

“The member does not set the price for which his particular products must | 
sold, and the sums returned to him are not attributable to profits on sales of | 
products but to profits on sales on all members’ products’’; and 

“That a cooperative itself earns income seems difficult to dispute. It has 
assets and emplovees; it buys, sells, and performs services’’; and 

‘Moreover, dividends paid by a cooperative on its capital stock, and amounts 
placed by it in reserves, stem from earnings resulting from its activities and are 
taxed at the present time to the cooperative as its income.” 

From these statements (with most but not all of which we can agree), th: 
Treasury memorandum apparently concludes that the cooperative cannot real 
be the agent of the patrons. There are several answers to that: 

(a) Each of these statements except the last fits a partnership, and strengthens 
the analogy of a cooperative to a partnership. Yet a partnership is not tax: 
as anentity. Thus: “The legal title to the property of a partnership is ordinaril, 
vested in the partnership.”” ‘“‘The partnership sells for its own account, and not 
that of a partner.”’ ‘The partner does not set the price for which his particular 
products must be sold, and the sums returned to him are not attributable to 
products on sales of his products, but to profits on sales of all partners’ products.’ 
“The partnership can have assets and employees, and buy, sell, and perform 
services. 

In each of the foregoing statements the word “partnership’’ was substituted for 
“‘cooperative,’’ and “‘partner’’ for ‘‘member.’’ The statements are true, but the 
partnership is not taxable as such. Its partners are taxable, but the partnership 
as such has no taxable income. That concept is equally sensible in the case of 
cooperatives, which, like partnerships, are operated for their members’ benefits 

b) In spite of the cooperative’s taking title, and selling on its own account, a 
number of courts have said that the cooperative was nevertheless the agent, and 
only took title for expediency in closing sales.‘7 

c) A number of arguments commonly made along the line of these statements 
are dealt with below: 

i) The argument that a ‘patronage refund’’ made to a particular patron “has 
no relation to the gain or loss on individual transactions in which he is involved, 
but depends on the suecess of the total enterprise. The actual profit realized 
on his goods may be much more than the patronage dividend distributed to hi) 
and, conversely, he may receive a patronage dividend although the actual result 
of dealing with him was a loss.’’#8 

The short answer is that the obligation of the cooperative is not to pay 
the patron the margin on the specifie transaction but to pay to him his shar 

based on patronage) of the average margin of all transactions during the year 
This is perfectly sensible and reasonable, as the margin can be expected to averag: 
out among transactions and patrons over the years, and as a reasonable way to 
eliminate an impossible quantity of book work that would result if rebates were 
related to individual transactions. Further, many cooperatives use a “‘multip 
pool”’ system, which operates to make different rebates on different commodities, 
and effectively and equitably averages the margins.‘ 

ii) The argument that the cooperative realizes income based on Treasury 
Regulation 22 (a). 

‘Thus, if a corporation purports to make sales to shareholders at less than 
market, the transaction is ordinarily to be treated for tax purposes as a sale al 


Texas Certified Cotton Breeders Association v. Aldridge, 61 S. W. (2d) 79, 82 (Tex. Supp. 1933); Rhodes ‘ 
Little Falls Dairy Co., 245 N. Y. 8. 432 (App. Div.) affirmed 177 N. E. 140 (N. Y. 1930); Johnson v. Staple 
Cotton Co-Op Association, 107 So. 2 (Miss. 1926); Bowles v. Inland Empire Dairy Assoriation, 53 F. Sup} 
210 (D. C., Wash., 1943); see also Farmers Cooperative Co. v. Birmingham, 86 F. Supp. 201, 216 (D.C. I 
1949 

#* Magill, 49 Mich. Law Review, 167, 186. 

#? See 35 Minn. Law Review, 549 (May, 1951). 
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market, the difference being made up by a dividend constructively received by 
the shareholder.’’ 

The same passage quotes Treasury Regulations 41, section 22 (a)—1, as follows: 

“If property is transferred by a corporation to a shareholder, for an amount 
less than its fair market value, regardless of whether the transfer is in the form 
of a sale or exchange, such shareholder shall include in gross income the difference 
between the amount paid for the property and the amount. of its fair market 
value to the extent that such difference is in the nature of a distribution of earnings 
or profits taxable as a dividend. * * * 

The argument made, based on that regulation, overlooks a number of things: 

First, the corporate situation Mr. Magill is talking about typically involves 
a corporation which has in the past made substantial profits. It sells to a stock- 
holder a piece of property, usually for as much as it cost the corporation, but less 
than its present market value. The courts and the Treasury both say the eorpo- 
ration has paid the stockholder a dividend, to the extent of the difference between 
the selling price and the real market value. Result, the stockholder pays a tax 
on the ‘“‘construetive”’ dividend. 

In the case of the cooperative, however, it has not made profits in the past 
which it can pass on to the stockholders by way of dividend, actual, or con- 
structive. Further, its purpose is to sell to all patrons at cost. It is not paving 
them a dividend out of prior earnings, it is performing its principal function 
The Treasury regulation was not intended to create a ren where none 
existed, but to catch a dividend being paid in the guise of an ordinary sale. That 
that is the case is indicated by the fact that the regulation has stood from 1923 
on, and the Treasury has not attempted to oS it to cooperative refunds, 
even during the period when Mr. Magill was Under Secretary of the Treasury. 

Second, the Treasury regulation does not provide for taxing a fictitious income 
against the corporation anyway, which is what the proponents of cooperative 
taxation are urging. In other words, the remedy provided by the Treasury 
regulation leaves the corporation alone but requires the shareholder to include 
the constructive dividends in his income. It seems apparent, therefore, that even 
if the regulation were applicable it would not create income in the cooperative. 
It may be noted in passing that a result in line with the reguiation’s philosophy 
does occur at the pavron’s end of the typical cooperative transacti TI 
of a purchasing cooperative is required to include in income (or 
expense) patronage refunds received. The Treasury has so stated.*! 

(iii) It should be noted here that what we have said relates to 
of a cooperative which have been distributed to the patrons. In fact, 
which our opposition suggesis be taxed. Some cooperatives may have 
margins which are not distributed to the patrons. Some of those may be taxable 
and some may not. I do no. intend to discuss that question, but as a matter of 
information the general opinion in respect to iS can be summarized as follows: 

Net margins to the extent used or usable to pay dividends on stock are taxable 
to the cooperative.” 

Net margins to the extent that they are retaine as unallocated reserves”’ 
the cooperative are usually taxable to the cooperat 

Net margins to the extent they are retained in alaeets 
each patron has a readily iden ifiable share, are not taxable 

The status of patronage refunds paid out in various ways 
by the Treasury Department in a letter of November 23, |! 

Council of Farmer Cooperatives,» as follows: 

(1) When patronage refunds are paid in cash they reflect taxable income 
the recipient either as a reduction of operating costs in the case of purchases made 
by the patron distributee or as an item of income in the case of goods sold for the 
account of the patron distributee and constitute income in the vear received to a 
taxpayer on either a cash or accrual basis, unless the latter had previously received 
authentic advice upon which to acerue it in advance of its receipt. 

‘(2) When the patronage refunds are paid in capical stock of ~ e association 
receipt of such stock consiitutes, for income-tax ee gt constructive receip of 
income to the recipient in the ease of goods sold for the account of the patron 
distributee, or as a reduccion of operating costs in the case of purchases made by 


Magill, 49 Mich. Law Review, 167, 187. 
Income-Tax Infermation Release No. 2, April 13, 1950; Current “Instr 
Returns” 
2 United Cooperatives, Inc., 4T. C. 93 
3 See Fountarm City Co-op Creamery Association v. Comr 
C. A. 7, 1949): ef. Midland Cooperative Wholesale, 44 B. 7 
4 Midland Cooperative Wholesale. 44 B. T. A. 824 
‘ Published as part of the record in the hearings of the 
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the patron distributee, to the extent of the cash value of the refunds. This j 
true whether or not the capital stock has a readily realizable market value, and 
the cash value of the refunds represents the cost basis of the stock for the purpos: 
of determining capital gain or loss upon the sale or exchange of the stock. 

(3) When patronage refunds are paid in certificates of indebtedness or equit 
issued by the association with or without interest but having a definite due dat: 
receipt of such certificates constitutes, for income-tax purposes, constructiy 
receipt of income to the recipient in the case of goods sold for the account of th, 
patron distributee, or as a reduction of operating costs in the case of purchas: 
made by the patron distributee, to the extent of the cash value of the refunds 
This is true whether or not the certificates have a realizable market value ar 
the cash value of the refunds represents the cost basis of the certificates for tly 
purpose of determining capital gain or loss upon the sale or exchange of tl. 
certificates. 

‘““(4) The answer to question (3) is also applicable when patronage refunds are 
paid in certificates of indebtedness or certificates of equity issued by the associ 
ation with or without interest but having no definite due date. 

‘“(5) When patronage refunds are paid in merchandise or other propert 
receipt of such payment constitutes, for income-tax purposes, constructive receipt 
of income to the recipient in the case of goods sold for the account of the patro: 
distributee, or as a reduction of operating costs in the case of purchases made 
by the patron distributee, to the extent of the cash value of the refunds whic! 
represents the value of the property received.” 

(iv) It has sometimes been suggested that cooperatives can be taxed in any 
event because Congress can tax gross income if it so desires. It may be agreed 
that Congress can tax gross income. But margins which cooperatives are bound 
to return to the patrons are not gross income any more than they are net incom 
They are not income at all.56 They are no more income than rebates or discounts 
which the seller credits to the buyer. On the Federal corporation income-tax 
return form the accounting principle is recognized in the first three lines, where 
the form calls first for ‘‘gross sales,” then “less returns and allowances,” and 
‘Jess cost of goods sold” to determine ‘“‘gross profits,’ as a part of ‘“‘gross income 


SUMMARY 


Despite the thousands of words that have been placed before Congress in the 
many hearings held upon this subject during recent years, and despite the articles 
written by former officials of the Treasury Department, and despite the intem- 
perate propaganda of the National Tax Equality Association, these conclusions 
seem to me inescapable: 

1. Exempt farmers’ cooperatives have been given by Congress privileges not 
extended to other cooperatives or private business corporations, i. e., the limited 
dividends they are permitted to pay stockholders are not subject to tax, nor ar 
reasonable and proper amounts pla¢ed in unallocated reserves. Otherwise their 
status is the same as that of all other nonexempt corporations. 

2. Nonexempt cooperatives and private business corporations are treated alik 
for income-tax purpose.. The cooperatives, however, pay less income tax tha: 
their comparable private business corporation competitors. This is not due t 
the fact that one corporation is a cooperative and the other a privately owne 
business corporation, but is due solely to a fundamental difference in the objective 
of the two types of corporation. The cooperative is in business only for the pur 
pose of benefiting its customers. The private business corporation is in business 
only for the purpose of benefiting its stockholders. The cooperative returns its 
net margins to the customers who produced the net margins. The private 
business corporation returns its net margins to its stockholders, who had nothing 
whatever to do with earning the net margins or with the transactions whic! 
created them. 

3. Every court which has ever considered the question has squarely held that 
net margins of a corporation (whether a cooperative or private business corpora- 
tion) which are returned to customers pursuant to a legally binding contract i! 
effect at the time the margins are earned, are not taxable income of the corporatio! 

4. Although there is no decision squarely in point on the question whether net 
margins of a cooperative are income to it within the sixteenth amendment to the 
Constitution of the United States, the cases holding that margins are not income 
of the corporation and the decisions of the Supreme Court of the United States in 


% They are “excluded” from gross income. See Farmers Cooperative Co. v. Birmingham, 86 F. Supp 
201, 217 (D. C. Iowa, 1949). 
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the Eisner and Wilcox cases require the conclusion that Congress cannot tax to 
the cooperative the distributed net margins because they are not profit income of 
the cooperative. 

Senator Byrp. Mr. Fred V. Heinkel. He is representing the 
Missouri Farmers Association, Inc. 


STATEMENT OF FRED V. HEINKEL, MISSOURI FARMERS 
ASSOCIATION 


Mr. Hernxet. Mr. Chairman and gentlemen of the committee, my 
name is Fred V. Heinkel. My address is Columbia, Mo. I grew up 
on a farm in Franklin County, Mo., which I now own and operate. 
| am president of the Missouri Farmers Association, a farmer coopera- 
tive association composed of some 300 farmer cooperatives, which are 
owned by more than 133,000 individual member farmers. 

I would like to interrupt here just to say that I shall be glad to 
answer any questions Ican. 1am appearing here not as a lawyer or a 
tax accountant, but as a farmer giving you my and our observations 
as a farmer. 

Senator Tarr. Is the Missouri Farmers Association connected with 
the Farm Bureau or Grange or anybody else, or is it entirely inde- 
pendent? 

Mr. HEINKEL. It is not connected with either the Grange, the Farm 
Bureau, or the Farmers Union. It is affiliated with the National 
Council of Farmer Cooperatives. 

Senator Kerr. And its members may be members of the other 
organizations? 

Mr. Hernxet, That is right. 

Senator MiLtuikin. Are you speaking in your talk about exempt 
cooperatives or nonexempt cooperatives? 

Mr. Hernxei. We have both kinds, but my statement is confined 
to the exempt. 

Senator Miturkin. To the exempt. All right. 

Mr. HernxeEt. In considering the matter of the tax status of farmer 
cooperatives, this committee and the Congress should, and I am sure 
will, give the greatest attention to the reasons why the Congress has 
for years past, under both Democratic and Republican administrations, 
fostered and promoted farmer cooperative associations. 

Historically it has been well recognized that the public interest 
demanded an economically sound and stable agriculture. A great 
amount of wise legislation has been directed at the problems of this 
segment of our economy, and as a result many benefits have, in the 
national interest, been conferred upon agriculture. But years ago 
Congress well recognized that the most lasting program for farmers 
was one in which the farmer by himself would be able to maintain 
his place in the national economy. 

One of the congressional encouragements to farmers is section 101 

(12), providing for exe mption from Federal income taxes for certain 
farmer cooperative associations. 

Senator Kerr. Let me ask the witness right here, now, and I will 
not interrupt you further, is there a single State that you know of that 
imposes a tax upon any farmer cooperative which is exempt from 
Federal tax under 101 (12)? 

Mr. Hernxeu. [ could not answer that question. 
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Senator Kerr. That you know of. Does Missouri 
on your exempt cooperatives in Missouri? 

Mr. Hemnxen, No income tax, 

Senator Kerr. You do not know of any State that does? 

Mr. HEINKEL. That is right. 

Senator Kerr. You have never heard of any State that do: 

Mr. HEInken, No. 

Senator Kerr. Very well, 

Mr. Hemnken. This exemption statute, first enacted in 1916 unde; 
President Wilson, reenacted in substantially its present form in 199 
under President Coolidge, and reenacted in the administration of 
President Roosevelt, recognizes that farmer cooperatives are in tho 
public interest and should be encouraged, developed, and expande | 
os # Means whereby the farmer can help himself. However, tho 
Congress has said in this exemption statute, and wisely so, to th 
farmers: “In order to qualify for this exemption your association mus} 
be a true farmer cooperative.” So Congress placed strict limitations 
upon the activities of these farmer cooperative associations to insur, 
that in order to qualify for this exemption the association must always 
be and remain truly a farmer cooperative, promoting our agricultura| 
economy, 

The exemption Statute provides: 

First, that the cooperative association must be owned and controlled 
by farmers; and if it issues capital stock. substantially all of the voting 
stock must be owned by farmers who are currently 
association. 

Second, that if it issues capital stock, the dividends paid theres) 
may not exceed 8 percent or the legal rate of interest permitted }) 
the State in which it is organized. 

Third, that it limit and restrict its business and activities to 
ing farm products and furnishing farm supplies. 

Fourth, that it market no farm products for anyone but the pro- 
ducer thereof. 

Fifth, that it not market more farm products or furnish mo; 
farm supplies to honmember farmers than it markets for or furnishe- 
to its own member farmers. 

Sixth, that it not furnish farm supplies to persons who ; 


impose any tay 


3? 


patronizing th, 


} 


near ? 
fachily - 


are neither 
members nor farmers in an amount Which exceeds 15 percent of 
the farm supplies it furnishes. 

Seventh, that if it does market any farm products or furnish ai 
farm supplies to Persons who are not its members, it must. tres 
those nonmembers exactly as it-does its own members with reference 
to prices paid or charged and with reference to patronage refunds 
credited or paid. 

Senator Tarr. Is this all in section 101 (12)? 

Mr. Hernxet, es, sir, 

Senator WiLLrAMs. And you are spe 
and not the nonexempt? 

Mr. Hetnken. That is right. 

Kighth, that it ean maintain only reasonable reserves for necessary 
purposes. In other words. it Cannot maintain reserves to expand 
to do any business other than the furnishing of farm supplies or thy 
marketing of farm products, and it cannot maintain reserves beyor 
that which is needed for the operation of its permitted activities. 


ai 


aking of exempt cooperatives 
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Ninth, that if it does maintain any reserves, those reserves must 
be allocated and credited to all patrons, members and nonmembers 
alike, on the basis of their patronage, or records maintained from 
which such allocations and credits may be made. 

Tenth, that it must keep records of business done with all patrons 
and allocate and credit all sav ings on the basis of patronage. 

The sound wisdom of this legislation, as well as other legislation 
designed to foster and encourage farmers to organize and operate 
their own cooperative associations, has been recognized through 6 
administrations and 17 congresses, and is a principal plank in the 
platforms of both the Democratic and Republican Parties. 

Bearing in mind that one of the principal purposes for the enact- 
ment of the tax-exemption statute was to permit the farmers them- 
selves to improve their economic position by cooperatively market- 
ing their own farm products and cooperatively obtaining their own 
farm supplies, does the economic position of us farmers today justify 
the complete reversal of the position of Congress and the repeal of 
the tax-exemption statute? In 1947 net income received by farm 
operators was almost $18 billion. The farm net income dropped to 
about $16% billion in 1948, and to about $14 billion in 1949. In 
1950, even with the aid of a period of increasing farm prices in the 
last half of the vear, net farm income took a further drop to $13 bil- 
lion. Meanwhile, corporate profits have risen from $184 billion in 
1947 to a record peak of $22.1 billion in 1950, after taxes. 
last quarter of 1950 corporate profits were running at an annual rate 
of about $28% billion, after taxes. Comparing the last quarter of 
1950 with the prewar period of 1935-39, vou will see that food prices 
had slightly more than doubled, but consumers’ disposable incom 
per capita was more than 2's times the prewar level. Also, in 1950 
income from agriculture was running slightly below 2.7 times the 
1935-39 average, while nonagricultural Income was almost 3/4 times 
the 1935-39 average; and corporate profits more than 7 times the 
1935-39 period. We say emphatically that the economic position 
of farmers is not now such that the Congress should revoke one of 
the principal acts of legislation designed to permit farmers to improve 
and stabilize their economic position. All the statistics quoted are 
from United States Government publications. 

Senator Winiiams. May I interrupt the witness at this time and 
point out that one of the proposals before the committee would not 
increase the tax as far as the farmer is concerned. In fact, it would 
lessen the tax to the farmer because it would shift the burden from 
the farmer paying tax on his scrip over to the cooperative which is 
holding the funds. 

So I think the net result from the individual farmer’s standpomt 
would be an advantage. Now, that is a debatable pomet, You 
might disagree as to the long-range advantage. But the net immed- 
iate advantage would be in the farmer’s favor, because he would not 
have to pay the tax on the money that he got. 

Mr. Heinxev. Our farmers do not happen to agree with your view- 
point on that, Senator. 

Senator WituiaMs. I say, there may be a difference of opinion on 
t, but the net result would be that 

Mr. Heinxeu. Another important reason for the encouragement 
given by Congress to farmers to organize and operate their coopera- 





1308 REVENUE ACT OF 1951 


tives is the realization that farmer cooperatives permit the operatio 
of the farm as a family-size production unit, vet with the benefits o| 
efficient and effective marketing and purchasing. By and _ lare, 
American agriculture is family-type agriculture. The continu 

existence of American family-type agriculture was and still is threa: 
ened by the great industrial and mechanical age in which we liv, 
Instead of promoting American family-type agriculture to produ 

food and fiber, the industrial and mechanical age breeds corporat: 
type agriculture or collectivist agriculture. Neither corporate ag 


culture nor agriculture of collectivism is in keeping with the spirit | 
the American way of life. The answer to both systems is for farme: 
operating family-type farms to join together in their own cooperati 
associations to market their own produc ts efficiently and effective! 
to obtain a greater share of the consumer’s dollar and to join toge th 
to obtain their farm supplies in order to reduce the cost of 
production of farm products. 

Another reason for the encouragement of farmer cooperatives is the 
recognition that local monopolies were and continue to be a major 
factor in depressing farm incomes. I am speaking of the monopolies 
where the egg or poultry dealers in a local farm community join 
together to hold down the local price which farmers are paid for eges 
and poultry. 

Senator Kerr. Let me interrupt you right there. Is that not the 
reason that the law was passed in the first place? 

Mr. Hernxet. That is my understanding, Senator. 

Senator WixuraMs. Is it not also true that any such monopoly as 
indicated here would be a violation of the Sherman Antitrust Law? 

Mr. Hernxeu. That is my understanding. But I also point out a 
little further down here that it would be an insurmountable job for 
the Justice Department to try to track down all of these violations 
in the thousands of farm communities across the country. 

Senator WituiAMs. But there is a law against it? 

Mr. Hernxew. Yes; I understand that there is. 

Senator Kerr. Is it not a fact that most of those who suffered by) 
it would be dead and buried before the Justice Department got around 
to correcting the situation? 

Mr. Hernxeu. Exactly right. And that is why we dealt with it i 
another manner, and that is by farmer cooperatives. 

I am talking of the local monopoly where local grain elevators join 
together in a community to depress the price of wheat paid to farmers 
in that community as much as 50 cents a bushel. I am talking of 
the local monopolies of feed and fertilizer dealers who hold up the 
price of feed and fertilizer to farmers in that trade territory by illeg: 
conspiracy. While we have antitrust laws which make this illega 
the impossibility and impracticability of enforcing such laws in ever) 
farming community in this Nation is insurmountable. But w 
farmers who have joined together and invested our hard-earn: 
money out of our own pockets for organizing and maintaining ou! 
own cooperative in that community have effectively broken up thes 
local monopolies. In those places, no longer can local monopoli 
exist, because the farmers, through their own cooperative, see to 
that they receive the fair market price for their eggs, poultry, cream, 
corn, cotton, wheat, and other farm products. Also, we farmers 
through our cooperative, see to it that feed, fertilizer, petroleum 
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products, and other items of farm supply are furnished to us farmers 
at a fair price and that the price is not dictated by local conspiracies 
and monopolies. 

Thus we see that the encouragement given by Congress to farmers 
to organize, own, and operate their own marketing and purchasing 
cooperatives has resulted in the maintenance of the American way 
of agriculture and in increased incomes to the farmers of the Nation, 
which helps everyone. 

Farmer cooperative associations have been criticized for being in 
competition with ordinary businesses, and it has been strenuously 
argued that the provisions of section 101 (12) have somehow endowed 
farmer cooperative associations with a anon titive advantage. 

First of all, farmers did not organize and do not operate their co- 
operative associations for the purpose of entering into compe tition 
with anyone. A farmers marketing or purchasing cooperative is 
merely an extension of the farming operation—allowing the farmers to 
do as a group that which they cannot do efficiently and effectively as 
individuals. Those in the business of marketing farm products for 
their own profit or in the business of furnishing farm supplies for their 
own profit have no right to intrude and demand that farmers not mar- 
ket their farm products jointly with other farmers or not obtain their 
farm supplies jointly with other farmers. 

Senator Kerr. Let me ask you a question there. You are taking 
the basic position there that farmers do not exist for the benefit of the 
local businessman. Do you think that you can sustain that position? 

Mr. Henke. I do not think I am taking that position, Senator. 

Senator Kerr. I believe you are taking’the position that the farmer 
is entitled to be in the position of kind of being in business for himself. 

Mr. Hernxeu. Yes, I do. He is in business for himself. 

Senator Kerr. Then that means that he does not exist primarily 
for the benefit of some other business operator. 

Mr. Hernxe.. His first erpenonnny is that of producing food and 
fiber for the people of the Nation, and that in itself is a business. 

Senator Kerr. Then you take the position that he is entitled to 
exist to as great a degree as he can in America for the development of 
his own economic welfare? 

Mr. HEINKEL. Yes, sir. 

Senator Kerr. You believe that? 

Mr. Henke . Yes, sir, I do. 

Senator Kerr. You do not have anything against anybody else? 

Mr. Hernxeu. No, sir. 

Senator Kerr. You think that they can do the same thing? 

Mr. Hernken. Certainly. But historically, Senator, the marketing 
and processing of farm products has always been done by the farmers 
They used to sell their products direct to the consumer. 

Senator Kerr. Do you think they have a rig ht under the Consti- 
tution to market the products which they create’ 

Mr. Hernxex. Yes, I do. And I think the laws permit that. 

Senator Kerr. Do you think that is a kind of a basic right? 

Mr. Hemnkeu. Yes, sir. 

Senator Kerr. | just wanted to know. 

Senator WiiuiaMs. Has there ever peen a proposal made, or has 
anyone ever suggested a proposal, that they do not have that right? 
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Mr. Hernxet. There are some people in this country that 


waging a campaign against us that gives us every reason to believe 


that they are, Senator. 

Senator WiiiraMs. I am speaking about the proposals that you 
know of before this committee. Have there been any such pro 
posals? If so, I would like to know it because I have not heard « 
any proposals that would prohibit farmers from doing what you say 
they have the right to do, which the whole committee recognizes 
that they have. 

Mr. Hernxet. I think that some of the proposals, Senator, wou! 
be very crippling and damaging to the successful operation of thes 
iarmer cooperatives. 

Senator Byrn. Proceed. 

Mr. Hernken. It is inevitable, however, that there will be conflict 
between farmers operating their own marketing and purehasin 
cooperative and those who buy farm products from the farmer and 
seek to make a profit for themselves off the marketing operation o1 
who sell farm supplies to farmers and seek to make a profit for them 
selves from such sale. 

If there is any so-called competitive advantage which farmer 
cooperatives may have over other types of business organizations 
such competitive advantage stems from the very nature, character, 
and purpose of the farmer cooperative association. With or without 
any tax-exe mption statute, a cooperative association organized and 
operated to serve its patrons at cost and without profit to itself will 
always have a so-called competitive advantage over a business organ- 
ization which, by its very nature and character, seeks to make 
profit off of its patrons or customers. Thus, in reality what the 
enemies of farmer cooperatives want is the ultimate destruction of the 
very right of farmers to organize and operate their cooperative 
Assoc1iauions. 

There has also been a tremendous amount of loose talk about the 
phenomenal growth of farmer cooperative associations. Yet it is 
common knowledge that the Nation itself has been in a period of 
expanding economy. Farmer cooperative associations have tried, 
sometimes successfully and sometimes unsuccessfully, to keep thi 
pace. In many instances they have been far out-distanced. For 
example, a recent edition of the Wall Street Journal noted the fact 
that plant investment of one single business corporation, the Du 
Pont Co., at the end of 1949 was $866 million. This was an increase 
of $358 million in 4 years. 

Right here I would like to say that I am not making reference to 
the du Pont Co. in any disparaging manner. I think they have a 
right to expand. But I am just citing the facts. 

The growth of all the farmer cooperatives in the Nation during the 
same period could not favorably compare with the growth of this one 


business concern. According to the statistics of the Bureau of 


Internal Revenue, presented before the House Ways and Means 
Committee in 1947, the total assets of all the tax-exempt cooperative 
marketing and purchasing associations totaled only $489 million. 

[It has been repeatedly charged by our enemies that farmer coopera- 
tives have grown and expanded at a rapid rate on so-called tax-free 
reserves. It should be borne in mind, however, that this provision 
of the tax-exemption statute on reserves is in actuality a restriction 
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By its terms, cooperatives are prohibited from accumulating or 
maintaining any reserves other than those necess: iry in its activities 
and reasonable in amount. If the amount of a reserve becomes 
unreasonably high, then the exemption is forfeited. If the reserve is 
maintained for any purpose other than marketing farm products or 
furnishing farm supplies, the exemption is forfeited. Furthermore, 
these reserves are fundamentally different in character and nature 
from the surplus of an ordinary profit-making business corporation. 
Reserves or surplus in an ordinary profit-making corporation may be 
used to acquire new buildings, machinery, equipment, or facilities, 
thereby increasing the volume of business and the ultimate net income 
or profits of the corporation. In such a case those additional profits 
attributable to the maintenance of the surplus of the corporation 
inure to the benefit of the stockholders whose proportionate share of 
the profits were retained in surplus. The accumulation of reserves 
by an exempt farmer cooperative may also permit the association to 
expand and increase its ability to make greater savings for its patrons, 
but no part of the increased savings made by the cooperative, attribut- 
able to the accumulated reserve, inures to the benefit of the patron 
whose proportionate share of the cooperative was held in reserves. 

Senator Minuikin. Mr. Chairman, in pursuing the distinction 
between the exempt cooperative and the normal corporation, if the 
corporation uses its profits for expansion, it has to pay a tax on the 
profits, does it not? 

Mr. Hernxev. You are talking about the exempt cooperative? 

Senator Minurkin. | am talking about a normal corporation. 
it makes a profit, it may distribute part of it by way of dividends, o1 
it may keep all of it and put it into expansion. But whether it does 
one or the other, it pays a tax on its total profit, does it not? 

Mr. Heinxket. As I stated in the beginning, Senator, | am not here 
as a tax expert or an attorney. 

Senator Mir.tikin. You just made a statement there 

Mr. Hernxe.. It is my understanding that profit-making corpora- 
tions are entitled to some reserves. 

Senator Miiuikix. They are entitled to reserves. But the point 
1 am making is that they have to pay taxes as a corporation on that 
which they reserve. 

Mr. Hernxevt. They pay taxes. 1 am familiar with that. 

Senator Minurkin. And the cooperative, for instance, as you have 
stated, the exempt cooperative, does not; is that correct? 

Mr. Hernxke.. Yes, sir. 

Senator Minurkin. Yes. And vour point as far as the cooperative 
is concerned, as I get it, is that the social purpose of the cooperative 
is sufficient so that it is entitled to that exemption which is not given 
to the corporation? 

Mr. Hetnxeu. I am making the point here, Senator, that there is a 
distinet difference between these reserves in an ordinary profit-making 
corporation and a farm cooperative. I have not vet completed it, 
but there is this distinet difference. 

Senator MILuIkIN. It is that distinction that gives rise to the social 
questions which you say are sufficient to warrant an exemption in 
the case of a coope rative and not warrant it in the case of a corpora- 
tion. If you do not have a special social status here to warrant an 
exemption, I suggest you have no basis for an exemption. 
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Mr. Hernxeu. Senator, you may refer to it as a social status. [i m ter 
is a practical business proposition with us farmers. an at 

Senator Miniixtv. But I thought you developed at consideral|e too 
length—and I have been very much interested in your testimony they 
the reasons why we came into cooperatives, the reasons why the, we 
have been continued, for example, to destroy monopolies. That is » some 
distinct social purpose, and the Congress in the past has recognized jt thora 
and has granted exemptions so that that social purpose might | to do 
pursued. _ vel 

All that I am trying to point out here is something that I should indus 
think would be a helpful argument for the exempt cooperative, that deali 
it is pursuing a useful social purpose. the ] 

Mr. Hernxev. It is, very definitely, pursuing a useful purpos farm 
Senator. 

Senator Wiiturams. Might I ask you this question along the lin 
of your statement, that the purpose of the farm cooperative was 1 
destroy a monopoly, and you referred to a Treasury Departme: foun 
report which was put out in 1947 in which they gave the value of ; case, 
the assets of the cooperatives as $488 million. Are you familiar wit! still 
that report that they put out in which the Treasury De ‘partment deal 
pointed out that they included in that estimate 2,909 cooperatives 
that were surveyed, that had a net valuation of assets of $488 million 
but they pointed out that 67 cooperatives out of the 2,909 had 54 oom 
percent of all the assets, and that 7 of them had 20 percent of all th me 
assets. And they pointed out that 53 cooperatives in this count this, 
out of 4,000 and something, in another survey, were doing 40 per: 
of all the business of the country, that is, of all the cooperative seainen ss 

So the fact that cooperatives were started to break up monopolies 
and I am inclined to agree with you that there was a need for som: 
thing, and I am not saying that there is not a need today for cooper: 
tives, but I think there is nevertheless, there is a possibility that w: 
are going to get into the field where we are going to be eaten up b 
the very thing we try to destroy if we are not careful. We are buildi: 
up monopolies. The cooperative associations themselves are building 
up monopolies. 

Mr. Hetnxeu. No, Senator, we could not agree with you on that 
statement. I see nothing bad or detrimental in the fact that a fev 
cooperatives have attained some size. The only reason the farme: 
permitted them to attain that size is that it was necessary in order for 
them to do the things the farmers wanted those cooperatives to do 

Bear in mind this, that there are restraining factors on the expansio 
of these cooperatives. There are two important ones. First, t! 
Internal Revenue Department requires an information return at th 
end of each operating period, and if it appears from that informati 
that this exempt cooperative is getting off base, they then require 
new exemption application to be filed, and that requires a lot 
detailed information. And I would say that the Internal Revenu 
Department is doing a good job of enforcing the law. 

Then there is the further restraining factor, that because of th 
farmer’s economic plight, he organized these cooperatives as an exte! 
sion of his farming operations so that he could effectively and ef! 
ciently market his farm products, and they have been in search o! 
more cash. And they go to these annual meetings. In our Stat 
they go to the annual meetings of local cooperatives, in attendance: 
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in terms of 100 to 500. And in one of our larger cooperatives, it had 
an attendance of 2,200. They are inclined, I would say, to take out 
too much of the money and prevent expansion and growth, because 
they have been in search of more cash, Senator. 

So I would say there are plenty of restraining factors. If there are 
some that have gotten large, it was only because the farmers, after 
thorough consideration, deemed it advisable.to build them that way 
to do the job that needed to be done. 

Senator Ww ILLIAMS. I was pointing out the fact that there are large 
industries in the cooperatives themselves, and we are not altogether 
dealing with small business when we spe ak of a cooperative. I mean, 
the picture is ofttimes painted as just a small group of individual 
farmers. Ofttimes it is big business that we are speaking of today. 

[It has gone away from the field just involving a group of small 
farmers 

Mr. Hetnxeu. Yes, Senator. We have some large ones, and we 
found by experience that we needed some large ones. But in our 
case, the Missouri Farmers Association is 37 years old, and there are 
still plenty of private produce dealers and grain dealers and feed 
dealers and fertilizer dealers in the State of Missouri. 

They may have had some casualties in that time, and so have we, 
but there are still plenty of them around, even though we have built 
some rather large cooperatives. 

Senator Miuurkin. May I ask you this? Does the case come to 
this, first, that what might be termed the profits of the exempt co- 
operative due to the relationship that exists between the members and 
the corporation, are not in fact profits; and that opens the whole 
scope of your legal argument. 

Mr. Herxet. Yes. 

Senator Minuikin. That is No. 1. But to the extent that they 
may be true profits, that the useful service that you perform in the 
interest of the farmer and the public welfare warrants the exemption, 
is that not what the case comes to? 

Mr. Hemnkeu. Yes, sir; it does. 

Senator Miiurkin. Thank you very much. 

Mr. Hernxeu. I will move along as rapidly as possible, gentlemen. 

Instead, those increased savings must go to and belong to the 
patrons who subsequently deal with the cooperative and who furnish 
the additional volume of business on which such additional savings 
were realized. The patron whose proportionate share of the savings 
was retained to make up the reserve will receive only the proportionate 
share originally withheld in reserve. Thus, there is a fundamental 
distinction between reserves in a farmer cooperative association oper- 
ating under section 101 (12) and the surplus of an ordinary profit- 
making corporation. 

On this question of expansion by farmer cooperative associations, 
we farmers in Missouri have recently constructed two new ferilizer 
plants, in order to take care of our need for fertilizer and plant foods, 
which in the last 4 years have increased far beyond the capacity of all 
production facilities, including our own. We have built & sovybean- 
processing plant and a seed-processing plant, where none existed 
before, in order to serve our own needs. We have constructed three 

w milk plants in order to effectively market for ourselves the in- 
reased volume of milk we are producing in southwest Missouri. In 
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so expanding our operations, it was necessary that we farmers oursely es 
invest out of our pockets more than $2!) million for these operations 
and we were unable to expand them merely with the use of accumu- 
lated reserves. 

Senator Tarr. May I ask how you do that? You say som 
your associations were nontaxable and others were taxable. 

Mr. Hetnkxet. The overwhelming majority are exempt, Senator 

Senator Tarr. You said some were taxable? 

Mr. Henke. Yes. 

Senator Tarr. In the first place, why do they choose to be tax- 
able? What restrictions are they unable to comply with i in ie Se 
tion 101 (12)? 

Mr. Rain: There are these restrictions—here, Senator 

Senator Tarr. Doing business with members 50 percent, is that 
one of the things that forces them to take a nonexempt status? 

Mr. Hernxet. No. There are some of them that do this busines 
with people that are not eligible for membership, and they prefer 
be on a taxable basis and operate as other businesses and be fre: 
do that business. 

Senator Tarr. Now, you say, when you bill for those plants, 
you form a separate cooperative to build a fertilizer plant, or is the: 
one big cooperative that does the whole works in Missouri? What 
the corporate organization, in general? 

Mr. Hetnxet. We have, Senator, local cooperatives. Then \ 
have some that are called district, or regional, cooperatives, and 
have one that is State-wide. 

Senator Tarr. Now, who are the members of those? 

Mr. Hernxevt. These 133,000 member farmers that I referred to 
the beginning are members of these local cooperatives, and they als 
hold a membership, a direct membership, in the State-wide Misso 
Farmers Association, Inc. 

Senator Tarr. And also in the regional one that you spoke of 

Mr. Hernker. Not a direct membership in the regional ones. 

Senator Tarr. Who are the members of the regional ones? 

Mr. Hernxet. The local cooperatives. 

Senator Tarr. The local cooperatives are members of the regio! 
cooperatives? 

Mr. Hernxet. That is right. 

Senator Tarr. And you arrange it so that any member who join- 
any of them is a member of the big one? 

Mr. Hernkev. That is right, Senator. 

Senator Byrp. What is the minimum number of farmers in 
cooperative? 

Mr. Heinxev. Well, sir, that is a legal question. I believe it 
that can form a corporation. 

Senator Tarr. Does the big company own these manufactur 
facilities? 

Mr. Herken. Going through here, Senator, these two fertil 
plants and the seed plant are in the Missouri Farmers Associat 
Inc. 

Senator Kerr. That is a State-wide association? 

Mr. Hernxev. That is right. The sovbean plant is in one of 
regionals known as the MFA Cooperative Grain & Feed Co. 
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The milk plants are in the Producers Creamery Co., located at 
Springfield, Mo., in southwest Missouri, again, in which the farmers 
hold a direct membership because it does business, naturally, directly 
with the members in the case of the marketing. ; 

Senator WitiiaMs. Are your earnings distributed on the basis of 
accumulated earnings in the State-wide organization, or to each 
individual? 

Mr. Huernke-. In the case of the local cooperative, it is on the 
basis of the business that the farmer does with his local cooperative. 
In the case of these regional cooperatives, it is on the basis of the 
volume that the local cooperative does with the regional. 

Senator Kerr. In other words, if the regional cooperative makes a 
profit, it immediately distributes it, or that which represents it, to the 
member cooperatives, who then distribute it to thew individual 
members? 

Mr. Henke... Yes, sir. 

Senator Minuikin. I believe you have already answered this ques- 
tion, but I would like to ask you again, so far as the regional coopera- 
tive is concerned, the membership of the regional cooperative consists, 
does it not, of the representatives of the local cooperatives, or do the 
members of the local cooperatives also belong, as such, to the regional? 

Mr. Heinket. No, sir. Thev hold a direct membership in the 
State-wide Missouri Farmers Association, but they do not hold a 
direct membership in the regional, or manufacturing, cooperatives, in 
the case of two of our companies that manufacture feed. 

Senator Miiurkin. What does the membership of the regional 
consist. of? 

Mr. Hemnxen. The local cooperatives. 

Senator MiLurkin. You mean, the representatives, the officers o 
the local cooperatives? 

Mr. Heinkxev. They are the ones who will represent the local co- 
operative in the meetings of these regional cooperatives and who serve 
as members of the boards of directors. 

Senator MILLIKIN. Yes. 

Senator Kerr. I will illustrate that, Senator. In Oklahoma, we 
have quite a number of local rural electric cooperatives. They are 
corporate entities. A number of them went together to form what 
they called the Western Electric Cooperative, in which the local RE \ 
is a member, and of which the local REA owns a portion. 

But the Western Electric Co-op is an entity, a corporate entity, 
owned by the local cooperatives. 

Senator MILLIKIN. Yes. 

Senator Kerr. But in the Western Electric Cooperative, 
no individual memberships. 

Senator Muinurkixn. But the individual membership is reflected 
through representation in that organization of the officers, L assume, 
of the local? 

Senator Kerr. The representatives, whoever they want to send. 

Senator Mituikin. The representatives, whoever they may be. 

Mr. Hernxeu. Usually the president of that local. 

Senator Wittiams. Usually the members of the RE A’s cooperatives 
obtain their exemption in another section of the law from the one to 
which you are referring at this time. 
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Mr. Hernxev. Yes; in Missouri we have tried to expand and grow, 
and we will continue to do so, because we believe that the benefits flow 
ing to Missouri farmers and to the entire economy of our State mak. 
our efforts worthy of the highest praise. R 

There has been much loose talk to the effect that unless some kind ente 
of discriminatory tax is placed upon cooperatives, then all forms of free 
business will convert to the cooperative method of doing business in peo] 
order to escape the payment of Federal income taxes. Such a chare reas 
is fantastic. General Motors, United States Steel, or Du Pont Co. have 
would not give a second thought to accruing and paying all of their our 
net profits over to the people who ultimate ly buy and use their prod- a pl 
ucts. They are in business, and rightfully so, for the purpose of mak- our 
ing a profit for the owners of those businesses, namely, the stockhold 
ers. Farmer cooperatives, on the other band, are in business for the 
purpose of enabling their patrons, the farmers, to increase their income 
out of their own farming business. 

| well recognize that we are faced with a period of internationa!| 
tension, a period which will no doubt provide a severe test of 
military, political, and economic strength. American agriculture is 
ready and willing to play its part in our Nation’s struggle to preserv: 
its free institutions, its traditional democracy, and its hope for justi 
and decency throughout the world. The need for increased revenues 
for the Federal Government arising from the national emergenc\ 
should not result in a hasty and ill-advised overthrow of the well 
established policy of Congress of “helping the farmer help himselt 
I am confident that neither this committee nor the Congress will us 
this time of international upset to deal such a telling and discouragi 
blow to the farmer. I might add that the enemies of farmer coopers 
tives have certainly used the present world calamity to press th: 
insidious campaign of deceit and hate. These enemies well recogniz 
that the power to tax includes the power to destroy. Therefore, ; 
the first step in their attempt to destroy. farmer cooperatives,thes 
adversaries of American farmers have waged an unrelenting campaic 
to induce the Congress to impose taxes upon their cooperatives witho: onl 
regard to their true purpose, nature, functions, and operations or 

The repeal or anv modification of the income-tax-exemption statut: rl 
relating to farmer cooperatives or the enactment of special tax law "4 
on nonexempt cooperatives would, in our opinion, be a declaration ac 
on the part of the Congress that farmer cooperative associations shoul ie 
no longer be encouraged. It would put the stamp of congressio1 wee 
approval upon the vicious attacks which have been made by thi ai 
who have been waging a pressure campaign to destroy farmer cooper: sil 
tives. Such an action would be disheartening to the oe ol ae 

armers who own and operate and are served by their cooperat ass 
Sue h action should not be taken at a time when the Americen far rl 
is being called upon to work longer hours in order, with less manpowe! 7 
to produce the food and fiber needed in the defense of our count 
Especially is this true when Congress has passed laws authorizing ¢! ae 
Government to loan Federal money to industry for expansion; w! 

t has provided ri ipid amortization for tax purposes for new facil 
When it has raised the mmimum wage for labor. Is that the 
when Congress should pick on farmer cooperative associations wl 
have so ably demonstrated that they are vital and necessary to mai 


taining American agriculture? Certainly, the few millions of dol 
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that would be exacted from farmers by changing the tax status of 
their cooperative associations would not justify such a congressional 
rebuke to the farmers of America. 

Remember this—that farmer cooperative associations are private 
enterprise. The farmers of this Nation have more invested in our 
free, competitive, capitalistic economy than any other group of 
people in America. Therefore, the farmers of America have more 
reason for maintaining our free, capitalistic economy, because they 
have a greater stake in it. All that we farmers are trying to do with 
our cooperative associations is to make our business of farming show 
a profit and to hang onto our stake in our American economy and 
our American way of life. 

Senator Byrp. The next witness is Mr. Karl D. Loos, of the 
National Council of Farmer Cooperatives. 

Proceed, Mr. Loos. 


STATEMENT OF KARL D. LOOS, NATIONAL COUNCIL OF FARMER 
COOPERATIVES 


Mr. Loos. Mr. Chairman, my name is Karl D. Loos, and I am a 
practicing lawyer in Chicago and Washington, and have been practic- 
ing since 1914, 

During that time, I have worked for quite a number of cooperatives, 
and for two or three of them during all that time. 

First I would like to discuss very briefly the matter of business 
volume. There is being placed before you a statement which I have 
prepared comparing the business volume of the cooperatives, both 
marketing and purchasing, with the total receipts from farm 
marketings. 

There have been quite a number of statements made to which 
Mr. Heinkel has already adverted regarding the phenomenal growth 
of cooperatives and their large size. And if we look at the figures 
alone of the cooperative growth from year to year, it does look like 
quite a considerable growth. But we must remember that these are 
figures measured by dollars, dollar volume, and, of course, it takes 
two or three times as many dollars now to represent the same quantity 
in tons or bushels of farm commodities or farm supplies. 

[ have used the cash receipts from farm marketings as the basis 
for comparison to indicate the relative proportion of the farm pur- 
chasing power that is dealt in through the cooperatives, and by 
comparing the farm marketing cooperative volume shown in the 
second column of dollar figures with the total farm marketing receipts, 
we can get a percentage that shows the proportion of the total farm 
commodities that are marketed through the cooperatives. 

Likewise, by comparing the volume of purchases through the 
purchasing cooperatives with the farm marketings, we get a percent- 
age of the total farm receipts that the farmer spends through his 
cooperatives, and when we combine the two in the percentage in the 
last column and relate that to twice the cash receipts, what he receives 
and what he spends, assuming that he spends it all, we get the per- 
centage of total transactions that is represented through the coopera- 
lives. 

When we examine these percentages, the growth does not appear 
to be at all startling. In fact, it appears that in some of these years 

86141—51—pt. 2——63 
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we have been declining, particularly during the early war years, an 
since the war we have had a small gain, but we are still below the 
maximum that was reached on this relative basis, which maximum 
was reached way back in 1932. 

Senator Kerr. I would like to ask you a question right there. 

Mr. Heinkel, who just preceded you, gave us a very clear and 
effective presentation, and told us that the farm net income y 
$16,500,000,000 in 1948. Your column in cash receipts, farm market 
ings, in 1947-48 was $30 billion, and in 1948-49 was $29 billion. 

Would you explain the difference to us? 

Mr. Loos. | am not sure just what Mr. Heinkel’s figures we: 
but I think they were net income. 

Senator Kerr. Farm net income. 

Mr. Loos. And my figures are the gross receipts for farm marke! 
ings—the cash received for all farm commodities marketed. 

Senator Kerr. And the figures that he gave us were the net? 

Senator Tarr. Net income; ves. 

Mr. Loos. Probably after expenses. I am not sure whether thi 
deduct expenses of production or not in that particular figure that 
he was giving. 

Senator Kerr. Mr. Heinkel is still in the room. 

Mr. Loos. Yes, Mr. Heinkel is still here. 

Senator Kerr. The figures you gave us for the income for thy 
various years, Mr. Heinkel, you referred to as net income, and that 
was calculated after the payment of the expense in connection with 
the income? 

Mr. Hetxev. Right. 

Senator Kerr. All right. 

In other words, the figures you have given us now, Mr. Loos 
represent the gross income? ’ 

Mr. Loos. Gross income; yes, sir. And, of course, the cooperative 
volume figures are also in gross figures. 

Senator Kerr. All right. 

There would be one result of one thing to be drawn from your pap: 
which is this: That while the farm marketing cooperatives in total dol- 
lar volume increased—we will look at the 1929-30, because that is 
almost an identical pere entage to 1949-50 in other words, in 1929-30, 
22.7 percent of the farmers’ gross income was spent with farm marke 
ing cooperatives. That is the inference to be drawn from that? 

Mr. Loos. Yes, that he marketed that percentage 

Senator Kerr. And the total in dollars was $2,310,000,000? 

Mr. Loos. Yes, sir. 

Senator Kerr. Now, in 1949-50, the percentage was 22.9, which is 
almost the same, and his total dollar volume with the cooperatives 
was $6,500,006,000. 

Mr. Loos. That is correct, Senator. 

Senator Kerr. That would mean, then, that 77.5 percent, or ap- 
proximately that, which he spent with competitors, so-called, of th 
farm marketing cooperatives, increased in proportion in terms o! 
dollars on the same basis as his own, except that in terms of dollars 
represented a far greater sum for noncooperative spending as compar 
to cooperative spending? 

Mr. Loos. That is exactly correct, Senator. And you will not: 
that in 1948-49, the year before last, shown on the table, the percent- 
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age had gone up to 24.9 percent, with a total of $7,298,000,000 in farm 
marketing through the cooperatives. And this vear, the last year, 
1949-50, it declined almost $800 million in total volume and the 
percentage declined to 22.9 percent, which, as you pointed out, Senator, 
is almost exac tly what it was way back in 1929-30. 

Senator Witi1AMs. Do these figures include just farm commodities 
alone, or vour total volume of business, regardless of where 
might come from? 

Mr. Loos. It includes the total cash received by the farmer for al] 
commodities he sells. 

Senator Witurams. That is correct. 

Mr. Loos. Livestock, grains—everyvthing. 

Senator WitirAmMs. But now the percentage that is marketed 
through the farm cooperatives, and your volume of business, that 
includes only vour volume of business on farm crops; is that correct? 

Mr. Loos. It includes everything that the marketing cooperative 
sells, which, of course, is only farm crops—livestock or anything else. 

Senator WituiAMs. What I was wondering was this. For instance. 
if some cooperative has an interest in some oils or some other 
related business, is that included in the volume? 

Mr. Loos. Not in the marketing volume, Senator, but it is included 
in the volume of the purchasing cooperative. 

Senator Kerr. In the next column? 

Mr. Loos. In the next column. 

Senator WintuiaMs. That is what I wanted to know—which 
it was included in. 

Mr. Loos. Yes. 

Now the marketing volume, of course, would not show petroleum 
in its marketing. These marketing figures and purchasing figures 
are the actual marketing activities and purchasing activities regard- 
less of whether they are done by a marketing cooperative or by a 
purchasing cooperative. 

As you probably know, Senator, there are quite a number of coopera- 
tives that perform both functions. 

Senator WiiiiaMs. I know they do. 

Mr. Loos. And the functions have been separated. 

And in Southern States Cooperative, which you mentioned in con- 
nection with the testimony of Mr. Rumble, it does both marketing 
and purchasing. Now, its marketings are in the marketing column 
here and its purchases are in the purchasing column. 

Senator WitiiaMs. That is what I wanted to point out; yes, sir. 

Mr. Loos. The purchasing volume has increased r: ather ste adily, 
but it still is less than 8 percent of the total money that the farmer 
has to spend. 

Senator Kerr. Now, let me interrupt you right there. For the 
percentage of his income he has spent with his own cooperative, the 
total amount has reached only $2.250,000,000 in 1949-50. 

Now then let us go back to 1930-31. His total income for that 
vear was $7,700,000,000. 

Mr. Loos. Yes, sir. 

Senator Kerr. Of which he spent $215,000,000 with his own co- 
operative, which means that he spent $7,500,000,000 of his income 
with others than his own cooperative. 

Mr. Loos. Approximately that, Senator. 
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Senator Kerr. Well, approximately $7,500,000,000. 

Mr. Loos. Approximately $7,500,000,000. 

Senator Kerr. $7,480,000,000, or something like that. 

Mr. Loos. That is right. 

Senator Kerr. Now, in 1949-50, while his spendings with his own 
cooperative had gone up close to $2,000,000,000, his spending with 
noncooperative sources had gone up from, let us say, $5,000,000,000 
in 1931-32, where he spent a net of about $5,250,000,000 outside, 
and in 1949 he had $26,000,000,000 to spend on the outside. 

Mr. Loos. That is right, Senator. That is exactly the point of 
all these figures. 

Senator Tarr. Of course, when you were talking about those spend- 
ing figures, however, that includes his taxes and everything else? 

Mr. Loos. Surely, it does not mean that he spent them just for that. 

Senator Tarr. Yes, sir. It is not all marketing. 

Mr. Loos. It does not mean that he spent it all for farm supplies. 

Senator Kerr. You can take it for granted that a lot of money he 
spent in 1949-50 was for taxes, but we think it was a worthy purpose 

Mr. Loos. I think these figures are pretty clear. Next I would like 
to make some comparisons about size. 

There has been a great deal of talk about the size of these coopera- 
tives, and some of them individually, as Senator Williams points out, 
are big, and we are proud of the fact that they are big, because we 
need big cooperatives. But most of these big cooperatives are regional 
or national cooperatives that are owned by a whole lot of smaller loca! 
cooperatives. 

Furthermore, if we compare these cooperatives, no matter how big 
they are, with some of our really big corporations of this country, we 
get very quickly a clear idea of the very small relative size and the 
very small part in our national economy that the cooperatives them- 
selves play. 

For example, let us take—— 

Senator Kerr. Before he goes to that, Mr. Chairman, I would like 
to know if this chart that he is giving us will be in the record. 

Senator Byrp. It will be in the record. 

Mr. Loos. Thank you, Senator. 

(The table referred to is as follows:) 
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Farmer cooperative business volume compared with total agricultural cash receipts 


[In millions] 
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| All figures for 1949-50 are preliminary and not yet published. 


Source: Column 2—Bureau of Agricultural Economics, Farm Income Situation, July-August 1949, p. 11 


for 1925-26 and subsequent years, simple average of two calendar years. Columns 3 and 5—Asreported by 


Farm Credit Administration; see Statistics of Farmers Marketing and Purchasing Cooperatives, 1945-46, p. 5; 
for 1935-36 and subsequent years, adjustments have been made for the purchasing business of the marketing 


associations and the marketing business of the purchasing associations; and supplemental annual reports 
Column 4—Computed percent of column 3 to column 2. Column 6—Computed percent of column 5 to 
column 2, Column 7—Computed percent of columns 3 and 5 to twice column 2. 


Senator Byrp. Proceed. 

Mr. Loos. Let us compare the farmer purchasing cooperative 
volume in 1950 of $2,250,000,000 in round numbers, with what four 
single retail organizations had as their volume in 1950: Sears, Roebuck; 
Montgomery Ward; the A. & P.; and Woolworth. I picked these 
four because they are in a compilation issued by the National City 
Bank, and the figures were readily available. Those four organi- 
zations alone had a total volume of $7,281,000,000 in 1950 as com- 
pared with something over 3,000 purchasing cooperatives which had 
a total volume of only $2,225,000,000. 

Now, Sears, Roebuck alone—and Sears, Roebuck sells a lot of sup- 
plies to farmers—had a total volume in 1950 of $2,500,000,000 which 
was a quarter of a billion dollars more than the total volume of all 
purchasing cooperatives, the 3,000 of them. 

Senator Byrp. What year was that? 

Mr. Loos. 1950. 

Senator Kerr. I wonder if it is not a fact that Sears, Roebuck 
alone has had a greater expansion through the years than all of the 
cooperatives put together? 

Mr. Loos. Senator, that is exactly the case. In 1940 the total 
volume of Sears was $704,000,000. In 1950 it was $2,556,000,000. 
That is an increase of $1,852,000,000 in those 10 years. 
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Taking the same 10 years for the purchasing cooperatives, which 
in 1940 were something like 2,500 or less in number and are now some 
3,000 in number, in 1940 they had a total volume of $448,000,000; 
in 1950, $2,233,000,000, an increase of $1,785,000,000, which is just 
about $70,000,000 less than the total increase of Se “ars, Roebuck 
alone in sales volume. 

Senator WiiuiaMs. You spoke of that amount as being with 3,000 
cooperatives. I might say that, while I am not objecting to the size 
of them, it is a question of whether or not they should pay tax. That 
is the question. 

But I do not have the figures in 1948. However, in 1944, 67 of 
those 3,000 were doing 54 percent of the business, and I am wondering 
if that percentage is carried up or whether it has increased or decreased. 

Mr. Loos. I would not be able to say, Senator, because these 
figures for 1950 are preliminary figures, and the analysis has not been 
carried that far as yet. But it will be. Furthermore, I do not have 
those tables with me. But it is quite true that a relatively small 
number of the large national cooperatives do a large percentage of the 
total volume of business, both with respect to purchasing and “market- 
ing. However, that is also true with respect to other corporations 
in this country. 

Senator Wiiuiams. It is true with Sears, Roebuck and the other 
retailers throughout the country, too, to the same extent. 

Mr. Loos. I would like also to make some comparisons between 
the marketing cooperatives and the corporations w hie h sell food prod- 
ucts or farm ‘produc ts in manufactured form. 

Here I have taken three food marketers, Armour, Swift, and Na- 
tional Dairy Products; and three tobacco marketers, American, 
Liggett & Myers, and Reynolds; and the combined volume of those 
six corporations in 1950 was $7,153,000,000, which is $750,000,000 
more than the total marketings of all the nearly 7,000 farm marketing 
associations. 

Senator Kerr. Let me go back to that second column. Can you 
tell us the increase in the purchases that have been made in this 
country generally from establishments comparable to farmer pur- 
chasing cooperatives? While their purchases have grown from 
$450,000,000 in 1940 to $2,250,000,000 in 1950, can you ‘tell us what 
the purchases of the country ge nerally from private corporations 
have grown from and to? 

Mr. Loos. Of the corresponding farm supplies, Senator? 

Senator Kerr. No; the total of the country. What I would like to 
put into the record, if we can, is the figures which show the insignif- 
icant percentage of the total business in the country which these 
cooperatives do. 

Mr. Loos. Senator, I am sorry, I do not have these figures with me, 
but, as I say, it is a very, very small percentage of the total. If you 
use national income or any other figure representing gross volume of 
all business, it is a very small percentage. 

Senator Kerr. Could you not furnish us with a tabulation of these 
figures? 

Mr. Loos. I could probably do so. I do have some comparisons 
along that line of total assets, which also indicate-—— 

Senator Tarr. The gross product is about $300,000,000,000 com- 
pared to $28,000,000,000 for farms. It is a little more now. The 
farm receipts are less than 10 percent. 
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Mr. Loos. Yes; and the farmer cooperative volume would be some- 
thing less than $10,000,000,000 aggregate, and that compared to 
$300,000,000,000 would be about 3 percent. 

Senator Kerr. I would like for you to give us those figures if you 
can put that into the record later. . 

Mr. Loos. | will try to do so, sir. 

(The information referred to, later submitted, follows:) 


Pork, BaLtarp & Loos, 
Washington, D. C., July 25, 1951. 
Hon. Harry F. Byrp, 
Senate Finance Committee, Washington, D. C. 

DEAR SENATOR Byrp: During my testimony before your committee on Friday, 
July 20, Senator Kerr asked whether figures could be obtained comparing farmer 
cooperative business volume with total national volume. I requested opportunity 
to present such figures if they could be obtained, and you gave permission to do so. 

The attached table is submitted for that purpose. It compares cooperative 
business volume with ‘‘gross national product,”’ the figure annually compiled by 
the Department of Commerce as representing the total national volume, elim- 
inating all duplications. 

It should be noted that the cooperative volume as published by the Farm 
Credit Administration eliminates duplication in transactions between federated 
cooperatives and their subsidiaries where title does not pass. However, other 
duplications are not known and therefore cannot be eliminated. 

It is stated by the Department of Commerce that, while it compiles no statistics 
of such character, it is estimated by sources outside the Department that total 
national volume, if duplications were not eliminated, would exceed $600,000,- 
000,000. 

We thank you very much for this opportunity to submit this additional state- 
ment and hope that it may be incorporated in the record. 

Very truly yours, 
Karu D. Loos. 


Ratio of business volume of farmer cooperatives to gross national product 


| 





Gross Sales volume 
Calendar year national Crop year of farmer co- Percent 
product operatives 
Billions of Billions of 
dollars dollars 
1930_. ~~. 3 90.9 1930-31 2.4 2.6 
1931 ; 75.9 1931-32 1.9 2.5 
1932 5 58.3 1932-33 1.3 2.2 
1933___. 3 55.8 1933-34 1.4 2.5 
1934 ae iene és 64.9 1934-35 1.5 2.3 
1935___- Sey 72.2 1935-36 1.8 2.5 
1936___. : a : 82.5 1986-37 2.2 2.7 
1937 90. 2 1937-38 2.4 ae 
1938 | 84.7 1938-39 9.1 2.5 
1939 J : 91.3 193940 2.1 2.3 
1940. ; 101.4 1940-41 2.3 2.2 
1941 4 126.4 1941-42 2.8 2.2 
1942 ‘ 4 | 161.6 1942-43 3.8 2.3 
1643 . 194.3 1943-44 5.2 2.7 
1944 213.7 1944-45 5. 6 2.6 
1945 215.2 1945-46 6.1 2.8 
1946 | o%.3.1 1946-47 a0 3.4 
1047 | 233.3 | 1947-48 8.6 7 
1948 259. 1 1948-49 9.3 3.6 
1949 955. 6 1949-40 as 3. 4 
! Preliminary. 


Note.—Cooperative sales volume as reported above by the Farm Credit Administration covers both 
farmers’ marketing and purchasing cooperatives and has been reduced to eliminate sales between central 
organizations and their affiliated locals where title to products did not pass. No other duplicated sales 
between cooperatives have been eliminated as volume thereof is not known 

The gross national product above reported by the Department of Commerce in its Survey of Current 
Business for July 1950, p. 9, is said not to include any duplication of sales. Therefore the ratio shown above 
for cooperative volume to gross national product is on the high side. 

The Department of Commerce states that no record is kept of total sales by all business concerns but that 
this meee has been unofficially estimated outside of the Department as currently in excess of $600,000,000,000 
annually. 
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Senator Kerr. Pardon me. Go ahead. 

Senator Byrp. I notice that you express the farmer purchasi: 
cooperative receipts as a percentage of the cash receipts of marketiny” 

Mr. Loos. Yes, sir. 

Senator Byrp. Should not that be expressed as a percentage o 
farm expenditures? 

Mr. Loos. That should be, Senator, if we bad any sueh fig: 
available. But I have been unable to locate any such figure, and 
used that, recognizing its infirmity in some respects, but as indicating 
the percentage he spent with his cooperatives of all the money he had 
to spend, assuming that he was entitled to spend all the money |) 
received from his farm marketings. 

Of course, Senator Taft, as you pointed out, that does include 
whole lot of things other than farm supplies. 

I do have one or two comparisons, however, of farm supplies }\ 
commodities. Take petroleum, for example, of which there has been 
a great deal said. There happens to be a series of statistics here that 
are published regularly by the National City Bank showing 30 major 
oil companies, and there is a similar corresponding series published 
by the Farm Credit Administration showing 30 regicnal cooperatives 
which deal with petroleum products and which do 95 percent of al! 
the business done by all the purchasing cooperatives in petroleum 
products. 

But in 1946—I am sorry that that is the most recent year for which 
I have been able to get such figures—the 30 cooperatives markete«| 
955,000,000 gallons. The 30 major oil companies marketed 42,000 .- 
000,000 gallons. The farm purchasing cooperative marketings or 
sales of petroleum products were only 1.7 percent of the gallonage 
marketed by the 30 major oil companies. 

Senator Kerr. Can you tell us what percentage of that was pro- 
cured by the cooperatives from the oil companies themselves? 

Mr. Loos. A very large percentage, Senator. 

Senator Kerr. Most of it? 

Mr. Loos. There are only a few of the cooperatives which do hay: 
their refining facilities. There is only one that I can think of that 
has its oil wells, and that is a result of the fact that, in the territory 
where they do have refineries and where they do have oil wells out 
there in Kansas, they were forced into that because the major com- 
panies would not sell them gasoline and other petroleum products 
to distribute. They had to go and get their own refineries. 

Senator Kerr. But, with the exce ption of that very limited quanti 
ty which they produced for themselves, they are in reality customers 
of the oil companies with respect to everything that they do market’ 

Mr. Loos. Yes, sir; that is exactly correct. 


Now, with reference to the comparison of assets, I have a lot of 


figures here, but I think that only one or two will be necessary to 
make the point. 

It must be self-evident that the cooperatives, measured by their 
assets, are very, very small compared with the whole enterprise of the 
country. We have to go back to 1943 to make any satisfactory com- 
parison here because that was the year for which the Treasury tabu- 
lated the Form 990 returns, and those returns showed total assets 

There were 3,547 exempt cooperatives which reported total assets 
of $728 million. 
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In that same year, according to a compilation prepared by the 
Department of Commerce, there were 1,000 so-called largest manu- 
facturing corporations, and in addition there were 34 other corpora- 
tions each of which had assets of $1 billion or more, and those 1,034 
corporations—I do not mean that the 1,000 manufacturing corpora- 
tions had $1,000,000,000 each, but those 1,034 corporations together 
had total assets of $140,000,000,000 as against less than $1 billion 
for the 3,547 cooperatives. 

Senator Kerr. Which was the total of the tax-exempt cooperatives? 

Mr. Loos. That is the total of the tax-exempt cooperatives that 
reported, Senator, their balance sheets on these Form 990 returns. 
Many of these smaller cooperatives were not required to report their 
balance sheets, and some of the cooperatives that were supposed to 
report them failed to do so. But there were 3,547 who did report, 
and that is the result of the comparison. 

Now, as Mr. Heinkel said, I am not making these comparisons in 
any spirit of disparagement. I agree with him that it is very im- 
portant to the economy of this country that we have these corporate 
giants. I think that we are lucky to have a General Motors and a 
Pennsylvania Railroad and a du Pont Co. because all of them and all 
of these large corporations add tremendously to our economic strength 
and our military might. 

Senator Kerr. Let me ask you this question. Does not every 
farm cooperative in this country increase the possibility that we have 
to maintain and develop the giant corporation? 

Mr. Loos. Absolutely, Senator, because they are among his best 
customers. 

Senator Tarr. If you are answering a particular argument to me, 
[ think you have made your point. But it does not really have much 
effect on the question. 

Mr. Loos. It does not, Senator. 

Senator Tarr. I mean, to a fellow who has a big store and has a 
small elevator in one town, the cooperative is a concern twice as big 
as he is, perhaps. So in that particular town they have two-thirds 
and he has one-third. So, in considering the tax question, we have to 
consider the question of competition to some extent. 

They do not compete with General Motors or anything like that. 

Mr. Loos. No. But you may have the cooperative purchasing 
organization down here at Salisbury, Md., a block or two away from 
a branch of Sears, Roebuck. 

Senator Tarr. I agree that the whole thing has been misrepresented 
as something greatly more dangerous for the country, and all that, 
than it is. But I think that you have made your point completely. 

Mr. Loos. My point is sufficiently made. 

Senator Tarr. Of course, that is only one of the arguments. 

Mr. Loos. As you say, Senator, it has very little bearing on the 
merits of the case, but it has been so much emphasized and so much 
talked about that we thought it should be answered. 

I think we probably have adequately answered it for the purpose 
of this hearing, anyway. It has also been answered in other hearings. 

The next point I want to make is with respect to the amount of 
taxes that would be available if you did repeal the cooperative tax 
exemption in section 101 (12), or even if you undertook to tax 
patronage refunds. 
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On that there have been a lot of estimates, The Under Secretar 
of the Treasury, Mr. W iggins, when he testified in the 1947 hearing: 


estimated that all that there was involved in the repeal of the exemp- 


tion was between $10 million and $20 million. 

Senator Wittrams. He Was not referring, though, to repealing th, 
exemption on the tax of the patronage dividends? 

Mr. Loos. He was not referring, Senator. to taxing the patronag, 
refunds of the cooperatives, 

Senator WILLIAMS. That is what I am referring to, 

Mr. Loos. That would not be involved in any repeal, because ther, 
is not any statute that gives such an exemption, 

Senator W1ILLiAMs. That is the point surely, 

Mr. Loos. But I am making the distinction, and I wil] cover 
points, 

Now, in the hearings before the House Ways and Means Committe, 
the National Tax Equality Association has made a number of estimates 
and Mr. Parker made an estimate, and Mr. Burgess made an estimate. 
and T understand that Mr. Burgess is going to make an estimate her 
before vou, probably loday. I am assuming that it will be much 
the same as the one he made before the House Ways and Means 
Committee, 

I think it can be said with respect to all of those estimates that they 
proceed on this basis: First, they take the official figures as Published 
by the Farm Credit Administration on volume of marketing and 
purchasing cooperatives. Then they blow that up on various assump- 
tions to bring it up to what they call the business done at the retail 
level, or at the local level, They do it on Various bases. 

Anyway, they blow it up. Mr. Burgess blew it up 30 percent. |] 
think the original estimate of the National Tax Equality Association 
blew it up considerably more. 

Now, those are more or less debatable assumptions and they are 
not very important, anyway. So I am not going to take the time to 
discuss them. 

But after blowing up these volume figures, then what do they do to 
estimate the income that should be taxed? They determine what the 
average rate of net income earned by other corporations is to their 
total volume of business, their total sales, as, for example, 7 percent 
retail, 10 percent for manufacturing. Those were the figures that 
were used by the NTEA: 5.4 percent for wholesale. And then they 
apply those percentages to the business volume of farmer cooperatives 
which are in business at cost to serve the farmer at cost, without any 
profit at all, 

Senator Kerr. Which are in business to keep from making money? 

Mr. Loos. Exactly, Senator. And that is the very absurdity of al] 
these estimates that have been made. 

Senator WinuraMs. | am not going to get into any argument with 
you as to the estimates, because I do not claim to be nearly authority 
enough to pass judgment on these estimates, 

But Iam wondering is there available anywhere figures that are put 
out by your organization to show the total amount of patronage 
dividends that are paid in cash and then the total amount of patronace 
dividends that are being paid in scrip or some other form of certificate? 

Mr. Loos. There jis not any tabulation. Senator, that is yer, 
accurately divided between the two forms, but there are two tabula- 
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tions, the 1943 and the 1946 tabulations of the Internal Revenue 
Bureau, prepared from the Form 990 returns and the 1946 tabulation 
includes some 2,000 nonexempt cooperatives whose returns were filed 
on the regular Form 1120. 

I have here a computation which I have made and which I have used 
before showing the computation of taxes on the amounts that are indi- 
cated in those compilations as income: First, income of exempt co- 
operatives; and, second, patronage refunds of both the exempt and 
nonexempt. And I have blown those up by percentages to come out 
so that the fact that all of the cooperatives are not shown in these 
tabulations of the Treasury—lI have increased it to make allowance for 
the cooperatives that are not shown in the report. 

Senator WituiaMs. If 1 might interrupt there the reason I asked 
the question is that the House had before it there at the a that they 
were putting their estimate before the House, the proposal, if | am not 
mistaken, by Congressman Mason, which proposed to tax ‘ul patron- 
age dividends prior to the distribution, both cash and scrip. We were 
considering here one just as scrip, and I was wondering if there was a 
breakdown to show the differential, and how much it would be. 

Mr. Loos. I am sorry to say there is not. 

Senator Winurams. There is no such breakdown? 

Mr. Loos. There is no such breakdown in these two tabulations. 
And I do not know of any comprehensive statistical compilation that 
will give that. There are, however, compilations of a few coopera- 
tives from which some conclusions or inferences might be drawn. 

Senator WintuiAMs. But in the absence of such a breakdown, is it 
not a fact that almost any estimate is just a guess, more « 
the basis of the blown-up figures and averages? 

Mr. Loos. No; this one I am talking about is not, Senator. 

Senator Wiuurams. I did not mean yours necessarily. I was 
speaking of any of them. 

Mr. Loos. You mean between those issued in script and those 
issued in cash? 

Senator Winiiams. Yes. 

Mr. Loos. I am afraid it would be pretty much of a guess as to 
how much is one and how much is the other. But a study could 
be made 

Senator Tarr. The figures on the nonexempt corporation must 
show the increase in reserves. 

Mr. Loos. The total, Senator, is readily available, and is readily 
ascertainable. 

And I have them in these figures, when you combine the scrip and 
the cash together. 

Senator Tarr. Yes. But what I mean is, the serip will show up 
in the increase in reserves, and the cash will not? 

Mr. Loos. That is true; ves. 

Senator Wiiiiams. Mr. Chairman, could we ask the Treasury 
Department’s representative if they have some estimate? 

On the amount of scrip that is passed out, do you have a breakdown 
of that in the Treasury Department? 

Mr. Krrpy. It would be only an estimate. I do not have that 
with me. But we did make a total revenue estimate with respect to 
the House plan. 

Senator WiuuiaMs. | thought so. 


yr less, on 
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Mr. Loos. Of course, Senator, you must keep in mind that much 
of this scrip is on revolving funds, and revolved out every 3 to 4 years 
to as much as 10 or 12 years. 

Senator Kerr. You mean, it has a complete revolve-out in thos: 
periods? 

Mr. Loos. It is completely revolved out yes, sir. 

Senator Kerr. So much each year? 

Mr. Loos. Yes, sir. 

Senator Kerr. You were about to give an estimate? 

Mr. Loos. I was about to give you an estimate on the taxes that 
were lost by reason of the 

Senator Kerr. I thought you were about to give us your estimate 
of the percentage that is paid out in cash and the percentage that is 
paid out——— 

Mr. Loos. No I was not, Senator. I could only give you a guess 
on that. 

Senator Kerr. You would not be prepared to give a “‘guesstimate”’ 
on that? 

Mr. Loos. No. If I made a guess, I would say it was somewhere 
around 50-50. 

Senator Kerr. Yes. 

Mr. Loos. What are the taxes that are lost by virtue of the exemp- 
tion, and if the exemption were repealed, what would you add to the 
tax? On the basis of the 1943 tabulation, it would be $10,000,000: 
on the basis of the 1946 tabulation, $6,000,000. 

Senator Wituiams. Now, you are speaking only on the exemption 
of the unallocated reserves? 

Mr. Loos. No, sir. That is the repeal of the exemption. That 
is all the income tax that would be gotten if you repealed the exemp- 
tion. 

Senator Tarr. What you mean is that that is all the tax that you 
would get if you made every exempt cooperative in it a nonexempt 
cooperative? 

Mr. Loos. Exactly. 

Senator Tarr. And they still received the benefits that the non- 
exempt cooperative receives? 

Mr. Loos. Yes, sir. 

Senator WituiaMs. That is what I was getting at. 

Mr. Loos. Now, then, if you took away the privilege of making 
refunds and excluding them from the income that was taxable, your 
total tax on the basis of the 1946 tabulation—and I make that because 
that is the only year of which we have any data with respect to non- 
exempt cooperatives—the total tax would be $40,000,000, in addition 
to the $10,000,000 or $6,000,000. 

Senator Byrp. The total figure would be what? 

Senator Kerr. Something under $50,000,000. 

Mr. Loos. The whole thing would not be more than $50,000,000. 

Senator Wituiams. And how much did you say the volume of 
business of the cooperatives was during those years? 

Mr. Loos. In 1946? From this table the cooperative marketing 
volume was $4,850,000,000, and the purchasing $1,220,000,000. 

Senator WixiuiaMs. In other words, it was a little over $6,000,- 
000,000? 

Mr. Loos. As against $8,700,000,000. 
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Senator Wittiams. And according to your estimate, repealing the 
tax exemption in its entirety all across the board would be only 
$40,000,000? 

So, what I was pointing out is, assuming you are correct in your 
estimate, it could not very well be said that $40,000,000 in taxes on a 
$6,000,000,000 business would necessarily put them all out of business. 

Mr. Loos. Oh, no; nobody has ever said that taxing the cooperatives 
would put them all out of business. 

Senator Byrp. Are you speaking of farm cooperatives only, or all 
cooperatives? 

Mr. Loos. I am speaking of farm cooperatives only. 

Senator WituiAMs. You say that you do net have any estimate. 

Senator Tarr. Is that a 1946 estimate, or have you increased that 
by the increase in volume since 1946? 

Mr. Loos. It is for 1946 only, Senator Taft. 

Senator Tarr. Of course, this would be 20 percent above—this 
would amount to a 20-percent increase? 

Mr. Loos. About that. 

Senator Tarr. So it would be around $50,000,000? 

Mr. Loos. Yes, sir. 

Senator Byrp. You have no estimate on the other cooperatives? 

Mr. Loos. No, sir; I have made no estimate on the other coopera- 
tives. 

Senator Kerr. I would presume that your estimate there on the 
1946 tax was based on the 1946 rate? 

Mr. Loos. Yes, sir. 

Senator Witurams. Are there any figures as to the over-all patron- 
age dividends, or what you call benefits, that the farmers receive 
annually from the cooperatives, all of them combined? 

Mr. Loos. These Treasury statistics give those. 

Senator Wiuu1AMs. How much is that? 

Mr. Loos. The total patronage refunds shown by the Form 990 
returns were $106,000,000, and I have increased that to allow for 
those not included in the tabulation, and added for cooperatives 
filing Form 1120 returns, making a total of $124,000,000 in 1946. 

Now, that is the only year for which we have any comprehensive 
tabulation, because the Treasury does not regularly compile these 
statistics on the basis of Form 990 returns. 

Senator WituiAMs. That included all patronage dividends regard- 
less of size? 

Mr. Loos. That included all, regardless of size, and it included 
both serip and cash. 

Senator Frear. Mr. Chairman, may I ask one question of Mr. 
Loos? 

Senator Byrp. Yes. 

Senator Frear. What percentage of the total cooperative associa- 
tions are the farmer cooperatives? 

Mr. Loos. I would not like to make any estimate on that, Senator, 
because I am not very familiar with the figures on consumer coopera- 
tives and the purchasing cooperatives, the retail stores, the groceries, 
drygoods, and all of those. Of course, there are also other coopera- 
tives like the Associated Press, ASCAP, and the Railway Express 
Agency. Those are organized as cooperatives. 
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There are not many of those, but there are a tremendous number of 
these purchasing cooperatives, drugstores, grocery stores, and the like 
There are such figures available, probably, but I have wade no stud, 
of them, and I would not like to make any estimate of them. 

Senator Frear. The estimated revenue for 1950 from the Library 
of Congress from all cooperative associations if they had not bee 
exer pt, was $190,000,000. 

Of course, I realize that the farm cooperatives may be only a smal! 
percentage of that. 

Senator Tarr. $190,000,000? 

Senator Frear. That is all cooperative associations. 

Senator Tarr. In farm co-ops, the total volume of business 
$9 000,000,000 by themselves. 

Senator Frear. I am not familiar with that. 

Senator Byrp. Senator Frear, are you speaking of receipts? 

Senator Frear. If the tax-exemption part of the code in 1950 
was not in there on cooperatives, the additional revenue of 1950 would 
have been $190,000,000. 

Senator Tarr. That may well include insurance companies, banks 
mutual insurance companies, and savings and loan associations. 

Senator Frear. I think that includes all cooperatives. 

Senator WiiuiaMs. I think that includes all of them. That is what 
I was saying. I have seen 8 or 10 estimates on that. 

Mr. Loos. Senator Frear, 1 am sure that is a greatly exaggerated 
estimate. That sounds like the National Tax Equality Association's 
estimate. 

Senator Frear. I am sorry. That came from the Library of 
Congress. It did not come from the NETA. 

Mr. Loos. $190,000,000 of income taxes? 

Senator Frear. Yes, sir. 

Mr. Loos. I would like to have an opportunity to analyze that 
estimate, because I am sure it is incorrect. 

Seantor Frear. I do not think the man who made this up will 
vouch for its correctness because it was an estimate, he said. But 
I think he gives a pretty substantial basis for it. 

Mr. Loos. There just cannot be any such net income as that in 
the cooperatives, in my opinion. 

Senator Frear. Of course, he differentiated the cooperatives into 
three classes; and, assuming those figures on all three, I think he 
arrived at a figure that was somewhere between the top and _ the 
bottom. 

Mr. Loos. Now, if he used the same method that was used by 
these other estimators to whom I have referred, of assuming a pe! 
centage of net income to sales based on the percentage that was earned 
by other corporations, and applied that to a nonprofit cooperative 
operating at cost, of course, that is a highly erroneous procedure. 

Senator Frear. Of course, now, that did not include the mutual 
savings banks or savings and loan associations or the mutual fire- 
and casualty-insurance companies. 

I think that someone told me about some of the insurance com- 
panies. I thought he meant those like the Ohio Farm Bureau Insur- 
ance Co., or the other Farm Bureau insurance companies were in- 
cluded, but not the others. 


iS 
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Senator WiLuiAMs. I might point out that is just about the average 
between adding the National Tax Equality Association’s estimate 
and your estimate together, provided it gives the Library of Congress 
a figure that comes out somewhere in the middle, at least. 

Mr. Loos. Maybe that is the way they did it. 

Senator Frear. They have gone into much more detail than that. 

Mr. Loos. Mr. Chairman, I would like to file as a part of the record 
this calculation of taxes to which I have been referring. 

Senator Byrp. That may be done. 

Senator Tarr. Mr. Chairman, I think that the reporter should put 
that into the record because we do not have copies of it. That 
should be right in the record. 

Senator Byrp. Very well. That will be incorporated in the record. 

(The tabulation referred to follows: ) 

EstiMaATED INCOME NoT TAXED BY REASON OF CooPERATIVE-Tax EXEMPTION 
{Based on Treasury statistics for 1943 and 1946 
Farmer cooperatives’ returns showing 50,000 or more of gros 
1943—Dividends and other distributions to patrons and members 
(other than patronage refunds) S11, 424, 000 
Other disbursements or charges $8, 575, 000 
Difference between total receipts and total dis- 
bursements 35, 701, 000 


Sum 14, 276, 000 
One-half of above sum which might be income 22 138. 000 


Total income which was not taxed by reason of exemp- 
tion 33, 562, 000 
Tax at 30 percent 10, 068, 600 
Dividends and othee distributions to members, shareholders 
or depositors (other than patronage dividends) - 6, 060, 000 
Benefit payments to members 91, 000 
Excess of receipts over disbursements $28, 140, 000 
One-half of above amount ; 14, 070, 000 


Total income which was not taxed by reason of ex- 
emption 20, 211, 000 
Tax at 30 percent j 6, 063, 300 


Average rate of 30 percent calculated as follows: Income calculated above 
represents less than | percent of 2ross receipts: 
1943 gross receipts $3, 000, 462 
1946 gross receipts 5, 601, 366 


Therefore, cooperatives with less than $5,000,000 gross receipts would have net 
of less than $50,000; those with 1 to 5 million gross receipts average 
$37,500; those with less than $1,000,000 gross receipts average less than $20,000. 
1943 returns classified by income groups. 
(Nore.—1946 returns show number of returns by income groups but not amount 
of income in each group; therefore, necessary to use 1943 tabulations in arriving 
at average tax rate.) 


less than 


Number 


Crross receipts returns 


Less than $1,000,000 
1 to 5 million * 
Over 5 million 


Total 


1 Assumed that one half (12.1 percent) 2.5 million and less, and ot 
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Weighted-average rate 


| 
Gross-receipts group Average net} Tax rate Percent 


Averag 
income (percent) ! weight 


rate 


—|— ——— ae 


a es ctenemnat ‘ 47.3 
2.5 to 5 million. - ; 12.1 
Over 5 million sweat 2 50, 000 38. 40.6 


- 
| 
I 
| 


PI IE OR Fg ae cle ed | 


1 See next table. 
2 Over. 
Present corporate rates 


Normal | Surt 


First $5,000 

Next $15,000 
Next $5,000_- 
Next $25,000 
Over $50,000 


Computed rates for different brackets of income 


Computed rate 
Assumed income o— a elaine 


Normal | Surtax 


Percent Percent 

ee eee hciel 15.0 | 6 
$20,000 he eae patetuamebietiven J 4 - 16.5 6. 
‘ | 16. § 6 

21 7. 

$40,000 g os ; siccabiaacll 22.3 | 12. 
$45,000 : ‘ ene Sere secenccscccnnnwnss} 23. 13 
$50,000 and over esha dite iin eon 24. 14. 


1 Average rate for farmer cooperatives showing gross receipts of $50,000 or more. 


AMOUNT OF TAX ADDED IF PATRONAGE REFUNDS COULD BE TAXED AS INCOM! 


Since patronage refunds distributed pursuant to a preexisting obligatio: 
not constitute income, they could not be subjected to income tax. But, assumir 
that this constitutional point could be overcome, the amount of tax may b 
estimated as follows: 

[Based on 1946 Treasury statistics] 
Receipt 


y 
Number | (000 omitte 





. Form 990 returns... .....-- ; oe 
Group. --.-. A a 04 | 
————_| 6, 103 | 
. Form 990 returns showing $50 million or more gross receipts (5,620= 100.34 | 
percent of 5,601) Jecipes ‘ 4, 703 | 
3. Form 1120 returns ; solseb b 
(890,780= 16.9 percent of 5,601,366) ___- 2, 344 


. Total lines 1 and 3 aa a > a ead 8, 447 | 
5. Total farmer cooperatives reported by FC A- 


Percent line 5 to line 4 
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Patronage refunds shown by Form 990 returns showing $50,000 or A mount 
Sane Gigee reenipts...- . -- _ $106, 109, 000 
Add for those cooperatives havi ing gross ‘receipts of less than 
$50,000 (0.34 percent) - 360, 000 
Add for cooperatives filing Form 1120 returns (16.9 percent) 17, 932. 000 


Subtotal__-—- —- 124, 401, 000 
Add for missing cooperatives (compare d with FC A report) (9.3 
Cas a0 5 Genskcies eas 6s 11, 569, 000 


Total _ _- 135, 970, 000 


Tax at 30 percent caged 40, 791, 000 


Mr. Loos. I would like to say that I — intended to discuss at 
some length the reserves. However, that has been pretty well covered 
in the discussion with Mr. Rumble ‘and Mr. Kirby. 

I would like to mention two or three cases, however, to which 
reference has been so frequently made, and about which there is 
considerable misunderstanding. 

One of those is the case of Lucas v. Earl (281 U.S. 111 (1930)). 

Now, Mr. O’Connell said, in talking to the sical Ways and 
Means Committee, that there was not much difference between a 
patronage refund and an anticipatory assignment of income. He 
cited Lucas v. Earl, which is a United States Supreme Court case, 
and various others on that point. He did say there was a difference 
but he said it was not much of a difference. 

Now, in some ways you might say that there is not much of a 
difference between interest and divide nds, and yet interest, because 
it is pursuant to an obligation to pay, is deductible from income; 
a dividend is not. 

Here we have the same thing, in this difference between a patronage 
refund and an anticipatory assignment. In Lucas v. Earl, Mr. 
Karl made an assignment of half of his salary to his wife, who was an 
utter stranger to the transactions out of which the salary was earned, 
and the Court said rightfully, ““You cannot do that and get away with 
it. Mr. Earl, you have to pay the tax on that.”’ 

In the case of the cooperative patronage refund, we do not have 
an assignment from the patron to somebody else; it goes right back to 
the patron from whom the interest arose. If Mr. Earl had made an 
agreement with his employer that at the end of the vear on certain 
conditions his salary would be reduced 20 percent and he would pay 
back 20 percent, and it went back to the source from which it came, 
nobody would ever doubt that that was a proper reduction or adjust- 
ment of salary. 

So that is the big distinction between the anticipatory assignment 
and the patronage refund. In the patron refund, the margin comes out 
of the transactions with the patron and it goes back to that same 
patron, and therefore is not income. In the anticipatory assignment, 
it goes to somebody who is an utter stranger to the transaction out of 
which it arose. 

The case of Penn Mutual Life Insurance Company v. Lederer 
252 U. S. 523 (1920)) has frequently been cited as authority for the 
proposition ‘that the Congress can tax patronage refunds. The use 
of that case for that purpose completely overlooks what refunds 
there were that were being taxed. 

All of the refunds that were used to reduce premium payments 
were allowed as exclusions from income. There was not any question 

86141—51—pt. 2——64 
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about it. The Treasury had not taken any occasion to disallow 
The only thing that was disallowed as an exclusion was the sum o0{ 
about $800,000 which represented the dividends paid on mature 
contracts, and that was thus merely a payment of investirent incoine 
on the matured contracts, and dividends arising out of tontine for- 
feitures where the policyholder had not carried ‘the policy to expira- 
tion, and he forefited his reserves, and those were distributed ar o1 
the others who continued it to a certain date. That is sit ilar to oy, 
distribution of margins on nonmember business to mer bers, r argins 
on sor ebody else’s business. And in the cooperative field, we always 
recognize that that is taxable in the case of the nonexem pt cooperatiy: 
and you cannot have any such thing in the case of an exer pt coopera- 
tive, because you have to distribute to nonmembers as well as wem- 
bers, to be exe mpt. 

So that case should be looked at with great suspicion wheneve 
is cited in support of the proposition that the C ongress has sisanethorit \ 
to tax patronage refunds. 

Senator Byrp. You are not referring to the patronage refunds o| 
an exempt cooperative? 

Mr. Loos. Patronage refunds of a nonexempt cooperative, I was 
referring to. 

I had intended to say something about reserves, and I had intended 
to say something about Senator Williams’ proposed amendr ent; } 
the general subjects have been pretty well covered, and I have alread 
greatly overstayed my time. So I will conclude at this point. 

Senator Byrp. Very well, Mr. Loos. Thank you very much indeed, 
sir. 

Mr. Calhoun is representing Mr. Joseph J. O’Connell, of the 
National Tax Equality Association. 


STATEMENT OF LEONARD J. CALHOUN, APPEARING FOR JOSEPH J. 
O'CONNELL, NATIONAL TAX EQUALITY ASSOCIATION 


Mr. CaLHoun. Senator, I should like to present Mr. O’Connell’s 
regrets that it was impossible for him to be here, and to request 01 
his behalf that his staterent be filed with the committee, I als 
request that the brief referred to in his statement be considered filed 
with the committee. It is already before the committee. 

Senator Byrp. You mean to put it in the record? 

Mr. Catnoun. We would like to have it in the printed record, 
But if vou feel that that would be inappropriate, we would ay to 
have it filed with the committee. 

Senator Byrp. The staterent of Mr. O’Connell is not long. I se: 
no reason why it should not be put in the record at this point. 

(The statement of Joseph J. O’Connell is as follows:) 


STATEMENT OF JOSEPH J. O’CONNELL 


My name is Joseph J. O’Connell, Jr. I was a staff member of the Treas 
Department for many years and was general counsel for the Department f1 
1944 to 1947. I have spent many years studying the laws and decisions relating 
to the administration of the Federal income-tax law. 

At the present time I am a practicing attorney. My firm was retained by | 
National Tax Equality Association to examine the question of whether the 
margins of cooperative corporations represented their taxable net income regard- 
less of patronage dividend contracts. In order to cover fully this questior 
opinion of some length was prepared which was addressed to both the legal a! 
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economic aspects of the matter. Since time will clearly not permit a detailed 
discussion of this all-important question, I hereby ask leave of the committee to 
have this opinion incorporated into the record of the present hearings. 

Summarizing the contents of this opinion, I would say that it demonstrates 
bevond all question that the so-called savings or net margins of cooperative cor- 
porations represent corporate profits that are taxable to the corporation earning 
them, regardless of the existence of a preexisting agreement which the members 
or stockholders have made with their corporation controlling the distribution of 
those profits. It shows that there is no legal obstacle to the enactment of legisla- 
tion Which would subject the earnings of cooperative corporations to Federal 
income taxes exactly in the same manner and to the same extent as the earnings 
of other corporate businesses. The opinion concludes that at the present time 
there is no sound policy basis for continuing the present preferential treatment 
accorded cooperatives and other tax-exempt commercial corporations 

About half of the farmers cooperative corporations pay no income taxes what- 
soever because they qualify for complete income tax exemption under section 10] 
(12) of the Internal Revenue Code. The other half of the farmer cooperatives and 
all other cooperatives pay little or no income taxes because the administrative 
rulings of the Treasury Department allow them to exclude from their taxable 
income the dividends which are distributed or allocated to patrons on a patronage 
basis. 

sy allocated, I mean that the profits are plowed back into the business and book 
entries are made to the capital accounts of members. Or perhaps some kind of 
stock or equity certificate may be issued the members. From the viewpoint of 
the competitor across the street, it makes no difference at all whether these 
retained profits are or are not evidenced by book entries or certificates. At the 
tremendously high corporate tax rates that we are experiencing today, the tax 
privileges accorded this type of corporation has in it such an element of discrimina- 
tion and undue competitive advantage as to make remedial legislation absolutely 
necessary not only to restore competitive equality to the economic system but also 
to bring in substantial revenues to the Government. 

Cooperative corporations are true corporations. Their charters are filed with 
the Secretary of State and the membership votes for the board of directors who, 
in turn, elect the officers. They have limited liability and exist in perpetuity. 
Under our tax laws, the net earnings of this tvpe of business is taxed once to the 
corporation and a second time in the hands of the individuals receiving it. 

Cooperative corporations escspe nearly all of the corporate income tax. The 
large regional cooperative associations have obtained great size by distributing 
their profits to the local associations, which are their members, in the form of 
common stock. This method of distributing permits the cooperative to expand 
on income which has not been taxed to it. In theory, the tax should be paid by 
the local association or if it in turn distributes it as a patronage dividend, it 
should be paid by the patron. 

The April 15, 1951, issue of Cooperative Digest contains an article by Warren 
LeBourveau of the Texas A. &. M. College department of agricultural economics. 
Mr. LeBourvesau points out that among local agricultural cooperatives the tend- 
ency is ‘‘to look upon regional refunds in stock or book credits as something 
worth not much more than wallpaper.’’ He notes that in many cases stock re- 
funds ‘“‘ecannot be found entered anywhere in the cooperative’s financial state- 
ment.”’ He says: 

“Aside from the fact that this would seem to be poor business and accounting 
procedure, what is more important are the possible illegal and unethical aspects 
of the situation. Briefly, it amounts to hiding assets, and could lead to serious 
repercussions. Furthermore, with the Federal income-tax situation regarding 
taxability of patronage refunds other than cash to individual members in its 
present muddle, it might boomerang as money, revenues, or assets escaping tax- 
ation,” 

It would appear from the above that very frequently the income of these large 
regional corporations instead of being subjected to double taxation, escapes 
taxation completely. 

The patron of the local cooperative is supposed to pay income taxes on his 
patronage dividends, but how many farmers on a cash basis are paying income 
taxes on patronage dividends that are merely allocated on the books of the co- 
operative or distributed in revolving fund certificates that may not be redeemed 
for many years? Several witnesses before the House Ways and Means Com- 
mittee have testified that they paid no income taxes on noncash patronage divi- 
dends and one farmer stated that, furthermore, he didn’t know of anyone who 
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had. A corporation income tax is necessary to enable the Government to make 
the profits earned by cooperative corporations bear their fair share of the tax 
burden. 

Remedial legislation should not only repeal the specific exemption but also 
reverse the present administrative practice of the Treasury Department by mak. 
ing it crystal clear that corporate profits distributed as patronage dividends 4), 
to be taxed to the corporation earning them. This latter step is necessary sinc 
as long as patronage dividends are not treated as corporate income, it makes |i{t|. 
difference whether a cooperative qualifies under section 101 of the Internal Rey- 
enue Code or not. The effect of the exclusion of patronage dividends from | 
come minimizes and all but eliminates taxable income. Any legislation which 
fails to recognize this point would be meaningless. 

At one time there seemed to be considerable confusion about the taxable income 
of cooperative corporations. At the present time, however, that confusion has 
largely disappeared. The most recent studies that have been made of the prob- 
blem by experts both inside and outside of the Government have generally reached 
the common conclusion that the so-called savings or net margins of cooperatiy; 
corporations represent corporate income which can be taxed. In justice, 
should be taxed. Cooperative spokesmen, of course, continue to argue in favo) 
of their special treatment but I believe that few people would now dispute the 
right, if not the duty, of Congress to tax cooperative corporations like othe: 
corporations. 

The Treasury Department, over a long period of years, has allowed the exclus 
of patronage dividends from cooperative gross income upon the theory that 
dividend on patronage represents a rebate in the case of a purchasing cooperat 
and an addition to price in the case of a marketing cooperative. 

Discounts, rebates, and refunds, however, are trade practices designed to a 
complish specific things, such as obtaining prompt cash payments for quantit 
sales. They are used in an effort to increase over-all net profits. Patronage di\ 
dends, on the other hand, are used to wipe out corporate earnings by distributing 
them to the owners of the corporation. 

The trade discounts, rebates, price adjustments, ete., used in ordinary business 
practices, differ from patronage dividends in that they are not contingent upo: 
the existence of net profits. They are not used to siphon net profits out of t! 
corporation and deliver them to the owners of the corporation. The ordinar 
rebate relates only to the transaction that gives rise to it, while a patronage di 
dend, since it is a distribution of profits, depends upon the debits and credits fro: 
all the operations of the business during the year. 

The agreement to distribute patronage dividends represents little more than an 
anticipatory assignment of income from a cooperative corporation to its owners 
Such arrangements are without effect in the field of taxation because it represents 
a form of self-dealing for tax purposes. 

My original examination of this problem on behalf of my client pre-supposed 
that there might exist some constitutional or other legal obstacle of moment 
Hence, a great deal of our opinion is addressed to a consideration of these so-called 
problems, although, in all honesty, has seemed to me from the beginning that 
no such problems really exist. Fortunately, the thinking of people who have 
studied the problem, both within and without the Government, is, according 
to my understanding, pretty much in agreement on that point. Few peop! 
would now dispute the power of the Congress validly to do what I have proposed 
The only consideration of moment left is one of policy. Andon that score I su! 
mit the balance is clearly on the side of subjecting cooperatives to their fair shar 
of our common burden. 

In this connection, it will be recalled that last year the Congress saw fit to su! 
ject the business income of charitable organizations to Federal income taxes ever 
though the ultimate beneficiaries of such income were admittedly of a class alway: 
thought worthy of solicitude on the part of the Government. 

If you feel that the farmers need special consideration, give it to them equita 
The tax advantage granted cooperative corporations benefits at most the farmer 
who are patrons of such corporations. Possibly as many as half the farmers ar 
not patrons of such associations and so receive no benefit from this policy regard 
less of their need. I submit, therefore, that even though you should believe farm- 
ers should receive special benefits, the haphazard distribution of those benefits a» 
obtained from the present income tax laws relating to cooperatives does not re: 
mend itself from the view of equity. 

In conclusion, I submit that there is no justification for not subjecting the 
margins of cooperative corporations to corporate income taxes either in law or 
a matter of public policy. 
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Furthermore, corrective legislation is necessary if fully taxed business is to sur- 
vive. The point was well stated by the Fourth Circuit Court of Appeals in a case 
handed down 2 months ago (U.S. v. Community Services, Inc., C. C, A. 4, May 5, 
1951, reversing E. D. 8. C.) as follows: ‘ 

‘“Manifestly, a corporation engaged in commercial activities, if exempt from 
Federal taxes, would have a tremendous economic advantage over competitors 
in the same field. Such a corporation could effectively eliminate competitors, 
actual and potential, since it could undersell corporations, whose earnings are 
subject to diminution by Federal taxation. It is difficult to believe that Con- 
gress intended to countenance such a situation.” 

It is our sincere hope that Congress will see fit to remedy the situation. 


Mr. Catuoun. I would like to make a very few observations re- 
specting tax policy. I shall not belabor the point as to taxability of 
cooperatives for the question that has been raised from time to time 
as to the constitutionality of taxing patronage dividends appears to 
have practically disappeared. 

You will find from the rather laborious research that has been done, 
not only by Mr. McGill, and not only by Mr. O’Connell, but by the 
Treasury, and your joint committee staff that there seems to be a 
uniform agreement that the tax treatment of cooperatives is purely a 
matter of tax policy. 

| should like to make observations on two or three points that have 
appeared from this morning’s discussion to be of some considerable 
interest. Preliminary to those comments, I would like to say that 
the cooperative attorneys have done a brilliant job from the view- 
point of creating a maze of contrasts and bylaws so that earnings of 
the cooperative can be passed to reserves through contractual devices, 
with a net effect that the cooperative itself pays no taxes, and the 
still more brilliant achievement in the case of the consumer co-ops, 
so-called, that neither the cooperative nor the receiver of the patron- 
age dividend, or the person to whose capital account it is credited, 
pays any taxes. 

A question that has been raised from time to time, and that fortu- 
nately was settled this morning, was the significance of taxation of unal- 
located reserves. As was mentioned this morning, and not subject 
to any apparent dispute at this time, unallocated reserves, except to 
the extent stated in the 161 (12) exemption, are already subject to tax. 

The important and brilliant solution that has been arrived at by 
the cooperative attorneys, however, is that without increasing the 
cooperative’s indebtedness, the money which it has earned though in 
fact retained is not to be treated as retained, but through a con- 
tractual arrangement that gives a member no claim greater than a 
mere stockholder would have is deemed to have been paid out as a 
price adjustment. By virtue of the so-called constructive payment 
doctrine, earnings are transferred to capital without the distress of 
increasing the debt of the corporation or of paying taxes. 

Now, that is of basic importance, and rulings apply even if a par- 
ticular transaction is between a cooperative and an utter stranger, 
[It may credit to that stranger on its capital account, a credit which 
may have little or no value, and get a 100-percent tax credit for that 
book entry. 

There has been a general theory which is rather harsh on the cooper- 
ative members that when they are caught in the tangles of the contracts 
or bylaws, regardless of the value of what they receive, they have 
agreed that it is to be counted taxwise as worth 100 percent face value, 
and members are supposed to pay tax on this basis. That, of course, 
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does not apply to the consumer cooperative dividend recipient, s 
they are considered taxwise as receiving a rebate on their purchas 
clothes or groceries. 

The important question that 1 do not believe has been judicial), 
settled is whether an utter stranger, who receives a patronage diy;- 
dend certificate, is bound by the artificial stated value of that 
certificate. 

It is highly important that every corporation receive risk papita 
that it is free to use. Today this is largely plowed back earnin 
We do not apologize for the profit system, because the profit system is 
the summation of the risks that you take with your capital and wh 
you come out with after taking those risks. 

The cooperative member doubles in brass, to use an old circu 
expression, inasmuch as he is vitally interested in his cooperative cor. 
poration as owner as well as patron. He must be pleased as an in- 
vestor, and for that reason, there is a reluctance, of course, to cr 
a diversion of funds to a person who is not an investor. 

So the ruling that they can create investors by sending out a pa- 
tronage equity certificate, or something like that, is in effect a beauti- 
ful method of creating members and eliminating any question of pen 
bers or nonmembers. And as long as the cash is kept untaxed, 
the question of whether you make book entries or do not make ae 
entries, which is the only difference between allocation and non- 
allocation, is of comparative small importance to the cooperative as an 
entity, or to the man who does business across the street as 
competitor. 

The brilliant job has been to translate a simple fact into legal tax 
fiction. What are nothing more nor less than retained earnings are 
converted by a series of contractual manipulations into a payment oul 
in cash and a return of that cash to capital investment. 

I will not take the time of the committee to go into other point: 
but I do think that that is a key point and that it is the most brilliai 
tax avoiding device in the entire web of contracts which have allowed 
a translation of corporate earnings without taxation into the reserves 
of the corporation. 

Thank you. 

Senator Byrp. Thank you, Mr. Calhoun. 

The committee will now recess to reconvene at 2:30. 

(Thereupon, at 12:50 p. m., the committee recessed, to reconvene 
at 2:30 p. m., the same day.) 


ty 
ut 


AFTERNOON SESSION 


Senator Byrp (presiding). The committee will come to order. 
Mr. Ralph E. Burgess, National Tax Equality Association. 


STATEMENT OF RALPH E. BURGESS, PRESIDENT, COMMODITY 
MARKETING CORP., REPRESENTING NATIONAL TAX EQUALITY 
ASSOCIATION 


Mr. Burcess. Mr. Chairman and members of the committee, to 
conserve time, I should like to file my complete statement for the 
record, and present only the high lights from it orally. 

Senator Byrp. The committee would appreciate that very much. 
I would like to say that we have eight witnesses, and we hope that all 
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of them will use their discretion to hear everything that should be 
heard, but I hope it will not take longer than necessary. 

Mr. Burcess. I shall take a few minutes longer than I originally 
intended, to point out several errors of fact and methodology testified 
to by an attorney appearing for the cooperatives this morning. 

I'am Ralph E. Burgess, president of the Commodity Marketing 
Corp., 500 Fifth Avenue, New York 18, N.Y. My firm serves as 
industrial consultants to trade associations and companies in various 
lines of business. We have given particular attention to the economic 
and statistical analysis of problems relating to taxation. 

Members of this committee will recall that a few years back ] 
served as actuary for the Joint Committee on Internal Revenue 
Taxation, when I was responsible for the estimates of tax revenue 
presented to your committee, and that earlier | performed 
function for the Treasury Department. 

Senator Byrp. Were your estimates accurate? 

Mr. Bureess. I think I bad as good a record as any other estima- 
tors, Senator. 

| am appearing here in behalf of the National Tax Equality Asso- 
ciation, which has asked me to give vou my estimate of the tax loss 
to the Federal Government arising from special treatment accorded 
to mutual, cooperative and Government business of various kinds. 

The total loss to the Federal Government from the loopholes in the 
present tax laws and regulations that favor mutual or cooperative 
business corporations and Government corporations competitive with 
private business, is estimated at approximately $1,180 million annu- 
ally, at existing rates of taxation. Under the rates of the House bill 
the estimated loss would, of course, be moderately larger. This loss 
approximates one-twentieth of either the total corporate or individual 
income tax bill. This total estimated tax escapement is divided 
approximately among the principal lines of mutual, cooperative and 
Government businesses as shown in the table in my prepared state- 
ment. 

Senator Tarr. Of the mutual financial institutions, do they include 
life-insurance companies, or do you leave them out altogether’ 

Mr. Burcess. It does not include them. The mutual financial 
institutions include the mutual savings banks, savings and loan 
associations, credit unions, production credit associations, and 
national farm loan associations. 

Senator Byrp. What does the category of Government corporations 
include? 

Mr. Bureess. All of them, Senator Byrd, the RFC, TVA, and all 
the others. 

These estimates were prepared, mm general, by taking the reported 
or estimated earnings of the specified types of organization, adjusting 
them where necessary to a basis similar to that employed by private 
corporations for tax purposes, and then applying to this net income 
an ‘‘effective’’ corporate tax rate of 42 percent. 

The adjusted earnings figures for the mutual and governmental (but 
not cooperative) organizations I have taken from tabulations of the 
National Tax Equality Association. These were from official sources, 
and cannot be questioned without a detailed examination of reporting 
requirements which I have not had time to make. However, recent 
official Treasury estimates (prepared for Congressman Mason) are in 


i similar 
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close agreement. With respect to the mutual organizations othjor 
than cooperatives, and the Government business activities, the {o|- 
lowing specific sources were used to obtain figures representing in exact) 
case the business income: for mutual savings banks, annual reports of 
the Federal Deposit Insurance Corporation; for savings and loan asso- 
ciations, annual reports of the Federal Home Loan Bank Board: for 
credit unions, reports of the Bureau of Labor Statistics; for Produc- 
tion Credit Associations and for National Farm Loan Associations. 
reports of the Farm Credit Administration; for mutual insurance com- 
panies, Best’s Insurance Reports; for the Federal Government, annual! 
reports of the Secretary of the Treasury; for State and local govern- 
ments, reports of the Census Bureau. In general, operating results 
for the calendar years 1949 and 1950 are employed. 

Because there seems to be relatively less agreement among the 
experts as to the amount of revenue involved in taxing cooperatives, 
the major part of my statement is devoted to an explanation of esti- 
mates of the tax escapement of cooperatives, as given in the tabl 
These estimates are based on materials from a number of sources. No 
ready-made data on the net income of the various types of coopera- 
tives are available. Here a few words need to be said concerning the 
data compiled and published by the United States Treasury Depart- 
ment from the informational returns on Form 990 required to be filed 
by the exempt type of cooperative. As you know, it was the 1943 
Revenue Act which provided for such reports. Information compiled 
from these returns has been published so far only for 1943 and 1946, 
and this represents the only “official”? data available on receipts and 
disbursements of cooperatives. Unfortunately, there are many 
persons who interpret the designation “official’’ to mean “reliable.” 
This assumption frequently is in error because of incorrect reporting, 
tabulation or interpretation of facts. 

It is clear that the data compiled from the informational returns 
filed by cooperatives are unreliable, without major adjustments, for 
use in determining statutory net income of such organizations. ‘This 
is apparent for the following reasons: 

(1) Revenue agents do not exercise the same zeal which they show 
in ferreting out taxable revenue; consequently, many cooperatives 
fail to file informational returns while others follow loose accounting 
principles in their returns. 

(2) It would appear that many cooperatives report non-cashi- 
patronage dividends as other expenses or as part of the cost of goods 
sold. 

(3) Local cooperatives frequently fail to report as income non- 
cash-patronage dividends received from regional associations. 

The estimates of possible revenue to be derived from taxing coopera- 
tives heretofore attributed to the Treasury Department or to tly 
Joint Committee Staff appear to have been based upon these incom 
plete and inaccurate statistics compiled from reports on Form {{)() 
Because the Treasury Department refuses to discuss with outsiders its 
method of estimating possible revenue from cooperatives, no one ca! 
be sure just how their estimates were made. It appears, howeve! 
that in estimating $113 million as the yield—under Congressma' 
Mason’s bill—that the Treasury was in error in at least three respects, 
namely: 
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(1) No allowance was made for the increase in general business, 
shared by cooperatives, from 1946—the latest year for which informa- 
tional returns were compiled—to date. 

Incidentally, the attorney’s estimates presented this morning also 
failed to allow for the increase in business since 1946. This, of course. 
explains a major part of the discrepancy between his figures and mine. 

Senator Tarr. What do you mean by that? These figures were $40 
million. We added $10 million for the increase in business for the 
vears 1946 to 1950, between those years, and that made $50 million. 
How do you mean? How does that reconcile with yours? 

Mr. BurGerss. That was done, I believe, Senator, in the discussion 
between the witness and yourself. 

Senator Tarr. That is right. 

Mr. Burcsrss. The witness presented a figure of $40 million, I] 
believe. My allowance varies with the type of cooperative. J go 
into that later in my statement; that is, into the amount that I allow 
for the increase in business between 1949 and 1950. 

Senator Tarr. I do not quite see how you could say it was the same 
as yours. 

Mr. Burcess. He made no allowance, as I understood it, Senator, 
in his presentation. It was only in the discussion between vou and 
the witness that that allowance of $10 million was brought out. Iam, 
pe thaps, mistaken. 

The total number of cooperatives reporting to the Treasury. in 
1946 on both Forms 990 and 1120 was nearly 2,000 less than were 
reported to be in operation by the Farm Credit Administration. 

Inasmuch as the total number reporting to the Treasury was about 
8,400 an adjustment for those not reporting would be nearer 20 percent 
than the mere 5 percent employed by the witness this morning. 

3. No allowance was made for understatement of cooperative profits 
owing to expensing of capital expenditures, establishment of contingent 
reserves, expensing patronage dividends, and depreciating at abnormal 
rates. 

Finally, as proof of my point, it is necessary only to quote from the 
text accompanying the Treasury’s 1943 tabulation from these co- 
operative returns: 

It is important to note that the data on receipts and disbursements contained 
in this report are not comparable with the income and deduction data contained 
in corporation income-tax returns. Therefore, it is not possible to determine 
from these data amounts which would be comparable with the net taxable income 
of taxable corporations. 


This lack of comparability is evident from even a cursory examina- 
tion of Form 990, a copy of which I offer for the record, if the com- 
mittee wishes to include it, as a supplement to my statement. 

Senator Byrp. It will be included. 

(The document referred to follows:) 
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Form 980 
TREASURY DEPARTMENT 
Inteanar Ravenve Servics 
(Revised May 1944) 


UNITED STATES 
ANNUAL RETURN OF ORGANIZATION EXEMPT FROM INCOME TAX UNDER SECTION 101 OF THE 
INTERNAL REVENUE CODE, OR UNDER CORRESPONDING PROVISIONS OF PRIOR REVENUE ACTS #9, Duet 


(Required under Section $4(f) of the Internal Revenue Code, os odded by Section 117 of the Revenve Act of 1943') *3. Gral 
4. Divi 


For Calendar Year «oe 
_.y and Ended __ 16, Gros 


or Fiscal Year Begun 


PRINT PLAINLY NAME AND ADDRESS OF THE ORGANIZATION 


This return mast be 
Bled on or before the 
nn I SS ld eal ditalcttiin die act 
menth following the | (Street and number) 
clese ef the anneal ac- | 
counting period. Re- be ov ia 
turn must be filed with (Post office) 
the Collector of Inter- 
mal Revenwe for the | Have you been advised by Bureau letter of your exemption? - j . If“Yes” 
district in which is le- (Yes or no) 
cated the principal | state date of letter = bn .... If “No,” application for 
place of business or exemption must accompany this return. Consult collector for your district for 
principal office of the information. 
organization. 


District 


State nature of your activities __. 


| 
| 


Subsection of section 101 under which you are exempt Fe a, J 13. Cor 
— ae eee oo a . 14. Int 


. Have you engaged in any activities which have not previously been reported to the Bureau? —................ . If so, attach 
detailed statement. (Yes or no) 


Have any changes not previously reported to the Bureau been made in your articles of incorporation or bylaws or other 


instruments of similar import? . . If so, attach a copy of the amendments. 
(Yes or no) 
State the names and addresses of the officers or other persons having care of the books of account, minutes, correspondence, 
and other documents and records of the organization. 


"(Name and title) , (Address 


(Name and title) ( Address) 


Check whether this return was prepared on the cash [7] or accrual basis (1) 


5. This form shall be prepared in accordance with the method of accounting regularly employed in keeping the books of y 
organization. ~~ 


6. Fill in the items on the reverse side of this form, to the extent that they apply to your organization. 


a = as —————$—— SS 


We, the undersigned, president (or vice president, or other principal officer) and treasurer (or assistant treasure 
chief accounting officer) of the organization for or by which this return is made, each for himself declares under the penalties 
of perjury that this return has been examined by him and is to the best of his knowledge and belief a true, correct, and c 
plete return. 


CORPORATE ee accesessoceocasn ° . . s 
SEAL (President or other principal officer) (State title) (Date) (Treasurer, sistant Treasurer, or Chief Accounting 
wer) (State title) 


The following additional declaration shall be executed by the person other than an officer or employee of the organizat 
actuaily preparing this return 


I declare under the penalties of perjury that I prepared this return for the organization(s) named herein and that 
return is to the best of my knowledge and belief a true, correct, and complete return 


Name of firm or employrr. if any) ( Signature of person preparing this return) Date 


' The filing of a return ts not required of any organization exempt from taxation under the provisions of section 101 which ie a (1) religious or 
exempt under section 101 (6): (2) educational organization exempt under section 101 (6). if it normally maintains a regular faculty and curricu 
normally has a regularly organized body of pupils or students in attendances at the place where its educational activities are regularly carried on 
itable organization, or an organization for the prevention of cruelty to chi.dren or animals, exempt under section 101 (6), if supported, in whole or 
by funds contributed by the United States or any State or political subdivision thereof, or primarily supported by contributions of the geners 
(4) organization exempt under section 101 (6), if operated. supervised, or controlled by or in connection with a re ganization exempt under 
101 (6); (5) fraternal beneficiary society, order, or association solely exemot ander section 101 (3); or (6) corporation exempt under section 101 (1 
wholly owned by the United States or any sency or instrumentality there... or a wholly owned subsidiary of such corporation 
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GROSS INCOME AND RECEIPTS 


liew No. 
*}, Receipts from members: 
ie + & » + ¢ 4 6 6 8.6 ee 8 6 6 e 
(6) Fees, fines, assessments, and similar receipts ‘ 
. Dues, assessments, per capita taxes, etc., received from affiliated organizations 
Grants, gifts, contributions, etc., received cp 
Dividends and interest . ..... 
Li i ek let oe 616Xe. 0 eo @ 6K 
. Gross receipts from business activities (state nature) : 
(a) - 
(6) 
Cie |. deen 
(d) .. 
Other gross income and receipts . .... . s ° 
Total gross income and receipts (total of items 1 to 7, inclusive) 


DISBURSEMENTS, ETC. 
Benefits paid to members or their dependents: 
(a) Death, sickness, disability, or pension benefits . .°. . « « « 
(6) Other benefits .... eee ee ae 
Dues, assessments, per capita taxes, etc., paid to affiliated organizations 


Cost of goods sold (or, in the case of farmers’ cooperatives, purchases for or advances to patrons) . 
. Wages, salaries, and commissions (other than compensation paid to officers, directors, trustees, 
a eT ee es oe a ge ee ew 


. Compensation paid to officers, directors, trustees, etc. 


po a ee ee 


Taxes (such as property, income, social security, unemployment taxes, 
Other operating, administrative, and overhead expenses . . . «+ « 
17. Grants, gifts, contributions, etc., paid (state nature) : 
(a) 
() 
(c) 
(d) 
Dividends (other than patronage dividends) and other distributions to members, shareholc 
depositors 


Patronage dividends or patronage refunds paid or credited (For farmers’ cooperatives only) 


Other disbursements or charges (state nature): 
(a) 
(b) 
(ce) 
(d) 


Total disbursements, etc. (total of items 9 to 20, inclusive) 


> 
Formers’ cooperotive marketing ond purchasing orgonizctions shall also state— 


VOLUME OF BUSINESS DONE WITH 
Members . 


Nonmember producers 


Marketing 


Nonmember nonproducers 


United States Government 


er Items 1. 2. 3. or 7 includes money 
ly from ome person, in one or more trans: 
om and the name and address of each such person sh be attached 
™. Corporations, associations, and other organirations.) Receipts by a 
t be itemized in the “central” organization's separate return 


10 percent or m 
jules showing the total am 
ncludes individuals, fiduciar 

ns included in a group return 


Any amounts are rep in Items 5 or 6, « classified balance sheet of t 


showing the entire assets and 
ties as of the end of the accounting period, should be attached 


up return on this form may be filed by a central. parent, or like tation for two or more t rtered. affiliated, or associated local 

ms which (a) are sut t to its general supervision and examinat are exempt f ander t provision of revenue law as the 

Tran (c) have authorized it in writing to include them in # return, and (d) h t mts, verified under oath or affir- 

n ation required to be included in this return. Such group shall be ir 5 return of the central organiza- 

separate returns by the loce! organizations included in the ap return. There shall be ached to such group return a schedule show- 

tely (a) the total number, names and addresses of the blocs! org ions included. and (6) the same information for those not included therein. 
nformation see regulations under sections 54({) and 101 of the Incernal Revenue Code. 


G. 8 GOVERNMEPT PROFTING OFTICE 1944 © - SaneeS 
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Mr. Burgess. It was necessary, therefore, for me to go one 
back to sales volume as a basis for estimating net income 0: 
escapement. Even the sales volume of cooperatives, howey: 
difficult to estimate. Several different approaches may be 
The National Tax Equality Association, in a report submitted to | 
Committee on Ways and Means of the House in February 195) 
tried two approaches, one based on Tre sasury Department figures , 
the other on Farm Credit Administration data. Various adjustm: 
were made in the data to allow for underestimation of the numbe: 
cooperatives, to. convert business receipts to business volume, 
to allow for operations performed by associations at various levels 
marketing. 

Anyone wishing to take issue with the association’s estimates o| 
cooperative sales ‘volume may find a number of points in its analysix 
to criticize. It is my opinion, however, that most analysts are like! 
using the available official figures, to come up with estimates of tota! 
volume not radically different from those made by the association 
I believe it would be possible to get all the different estimators toget |v 
around the conference table and reach conclusions substantially agree 
able to all. However, the association asked us not to rely on thei) 
own estimates with respect to cooperatives but to go at the prob let m 
independently. 

A second possible source of materials for these estimates is to | 
found in the data presented in tax hearings in 1947 by Mr. Lovell H 
Parker, a distinguished tax consultant of Washington, who was for- 
merly chief of staff for the Joint Committee on Internal Revenu 
Taxation, and is well and favorably known to you gentlemen. In 
preparation for my testimony be fore the Committee on W avs and 
Means I wrote to Mr. Parker for permission to use his former estimates 
as one check against my own estimates, and believe that my lette: 


al 


; 
) 
L 


to him and his reply may be of interest to your committee in connec- 


tion with the matter now under advisement. My letter to \i 
Parker, and his reply appear in my prepared statement. 

Examination of Mr. P&rker’s testimony in 1947 in relation to this 
letter indicates that as of now his volume estimates would not } 
greatly different than would be a projection of the estimates of 
National Tax Equality Association previously described. 

But estimation of the sales volume is only one part of a two 
pronged problem. The other, and more difficult, salaimieant is to 
estimate the imputed tax lability attaching to such volume of business 
if the profits on it were taxed. This may be done on an over- 
basis, as did the association and Mr. Parker, under the assumption 
that the income or tax-to-sales ratios will average out about the sam 
as in private business. The association did attempt to break 
over-all volume down into several different major groups, a. 
the most comparable tax-sales ratios of private business to the sales 
volume for each group. 

I have attempted to approach the problem by a different metho 
namely, to break the total cooperative volume down into commodi! 
groups, and in some cases into subgroups, and impute net inco! 
dollar sales ratios separately for each one, based on whatever info! 
mation is available regarding the profitabiity of each type of coopera: 
tive enterprise. I am sure that in principle this is the best appro: 
to the problem, and believe that anyone familiar with the wide va! 
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tion in profits per dollar of sales in various lines of ¢ ooperative business 
will agree with me. For example, a livestock commission firm handles 

a tremendous dollar volume of business, but its commissions amount 
roughly to only 1 percent of dollar sales, and its net profit, of course, 
to a much smaller perc entage. To apply to dollar sales volume of 
this kind the average earnings or tax to sales ratio of private cor pora- 
tions is obviously unwarranted. The National Tax Equality Associa- 
tion recognized this in its separation of commission business from 
other cooperative business and, in effect, application to it of a much 
lower tax-sales ratio. I have done this not on an over-all basis but 
by commodity groups. 

The difficulty with my approach is the lack of adequate quantitative 
data regarding earnings rates not only in various lines of cooperative 
business but even for all such business in total. 

For the purpose of estimating earnings rates in various lines of 
cooperative business, therefore, I have been compelled largely to rely 
on judgment estimates based so far as practicable on rates for some- 
what comparable lines of private business, which, frankly, I might 
have difficulty in supporting individually. But, allowing for com- 
pensating errors, I sincerely believe that this approach at least offers 
a good check on other methods of estimating and on the whole has 
distinet advantages. Given time, it would be possible to work out 
highly satisfactory estimates along these lines. 

First I removed from the sales volume data of the Farm Credit 
Administration for 1948-49—the most recent available—the figures 
for livestock and tobacco and 40 percent of the dairy-products figure, 
the latter approximately representing that proportion of such sales 
which was fluid milk sold through bargaining associations. ‘These 
sales were considered as commission sales on which only very small 
handling charges were earned. A total of only about $1' million 
profit was imputed to the total sales of these items, amounting to 
$2,344 million. This may be leaning over backward to avoid over- 
estimating the cooperatives’ tax escapement but at least should exempt 
my estimates of these most vulnerable items from any criticism by 
cooperative interests. 

To the total sales of such cooperatives was added the ‘‘sales’’ of 
cotton cooperatives, which I understand consist largely of charges for 
ginning and other services. The resulting total of $2,795 million was 
subtracted from the FCA’s total reported cooperative volume of 
$9,320 million, and the remainder was raised by 30 percent of the 
total figure, representing an estimated allowance for handling at 
successive stages of marketing which is not included in the FCA 
figure. This allowance was prorated among the commodity groups 
other than livestock, cotton, tobacco, and fluid milk, which apparentiy 
are not involved in such successive-stage handling to any material 
extent. The 30-percent blow-up is a conservative interpretation of 
data in a letter from an FCA statistician in the Cooperative Research 
and Service Division to the Cooperative Digest, and I doubt that 
anyone familiar with the official cooperative statistics will disagree 
with this percentage as a reasonable allowance for cooperative oper- 
ations at successive stages of marketing, such as fruit handled by local 
cooperatives and cooperative central sales agencies. 
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The attorney who appeared for the cooperatives this morning 
referred to this 30-percent figure as a “‘more or less debatabl: 
sumption.” . 

First, I should like to point out that this is no assumption at |]: 
that it is based upon official Farm Credit Administration figures 
published in the Cooperative Digest. 

Second, if the committee members consider this figure to be de- 
batable, they may wish to verify it in the Farm Credit Administration 
Senator Tarr. I do not understand it. You are trying to prove 
[ mean, this is all assumption. You are trying to show that, if you 
handle a certain dollar-volume goods, besides the profits you might 
make on handling those goods, you also make a profit on some othe; 

services. 

Mr. Burcress. No, Senator Taft. The orange is sold twice, so to 
speak. It is handled at the farm level, and it is handled at thy 
wholesale and retail levels. 

Senator Tarr. But, if you had an integrated individual compan 
would they not handle it all together? 

Mr. Burcess. That is correct, and they would, in effect, pay 
Federal income tax on the profits earned at each stage. 

Senator Tarr. You mean two cooperatives handling it, first one 
and then the other? 

Mr. Burcess. That is it exactly. 

Senator Tarr. Does that happen to a considerable amount o! 
business? 

Mr. BurGcess. To the extent of the 30-percent blow-up, if you con- 
sider all of it. 

The Farm Credit Administration, Senator Taft, attempts to 
measure only the amount of business done at the farm level and does 
not include in its figures business done at other levels of distribution. 

Following this adjustment of the dollar sales volume of the com- 
modity groups other than cotton, tobacco, livestock, and fluid milk, 
varying imputed profit rates were applied to each to obtain ater 
estimates. For this purpose the profit rates determined from pu! 
lished tax-return data for industries as nearly comparable as possible 
were used. I believe the profit rates are reasonable, but undoubted; 
they could be substantially improved by research. As it is, anyone 
differing with me could only set his judgment up against mine, with 
no way of proving whose was the best. 

Senator Kerr. What you are saying is that neither you nor he 
would have any way of proving what you said. (Laughter. ] 

Mr. Burcess. We would both have difficulty proving it. 

Senator Tarr. You say there is the profit. You assume that, 
the cooperative were not a cooperative but were something else, | 
would make this profit; is that it? 

Mr. Burcess. We have assumed profit rates for cooperatives in 
various lines of business, which appear to be reasonable in the light 
of the rates earned by private business. 

Senator Tarr. But is not what I say correct? You say this is : 
profit a cooperative would make if it were operated as an individual 
company? 

Mr. Burgess. That is right; and the witness this morning referred 
to——_ 
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Senator Tarr. I do not mean individual; I mean a private company. 

Mr. Burcess. A private company. 

In questioning the profit rates that were used in my estimate, the 
witness this morning claimed that the cooperatives were operating 
at cost. 

I think we all know that they are not operating at cost. If they 
were, and if the cooperatives could prove it, we would not be sitting 
here considering this problem, because the problem would then not 
exist, 

Senator Tarr. Well, I do not admit for the moment that a coop- 
erative makes the sare profit as the individual when they give it back 
to their members; I do not think they make that profit. IT mean vour 
whole thing is based on an assumption with respect to something we 
are not going todo. That is the whole thing. 1 think if vou want to 
estimate—I do not think for a moment I would consider taxing pa- 
tronage cash dividends. I think there is a question, of course, on this 
reserve thing, so far as assuring that all patronage cash dividends 
would be taxed; and I think that is the difference between a coopera- 
tive and somebody else, that those cash dividends do go back and 
they are a discount to the farmers who are running the cooperative. 

Mr. Burgess. Taxation of all patronage dividends is what is pro- 
posed by the National Tax Equality Association, Senator Taft. 

In making my estimates, I am addressing myself to that proposal. 

Senator Tarr. I so understood. That is all I really meant to 
point out; that is the assumption I go on. 

Mr. Burgess. I realize vou do not accept the principle. 

Senator Kerr. Mr. Burgess, have you told the comm ittee who the 
National Tax Equality Association is? 

Mr. BurGess. I would prefer for one of the officers of the National 
Tax Equality Association to answer that question or to put the infor- 
mation in the record for your use. 

Senator Tarr. One of the officers appeared here vesterday. 

Mr. Burecess. I am representing 

Senator Kerr. You say here that vou are representing them. 

Mr. Burcess. Iam. My firm performs research work for associa- 
tions, individuals, and concerns in all lines of business, and the 
NTEA happens to be one client of ours, Senator Kerr. However, | 
am not familiar with all the operations, nor am I acquainted with all 
the officers of each of our clients. 

Senator Kerr. You represent them but vou do not know who they 
are. Well, that is not necessary, I presume—it is not necessary that 
the relationship require that. 

Mr. BurGcess. That is correct. 

Senator Kerr. They are not anonymous, though. 

Mr. Burcess. I think they are not anonymous. 

From this procedure I obtained a total in round numbers of $514 
million of profits, for the agricultural marketing and purchasing 
cooperatives, as of 1948-49 and without allowance for the increase 
in volume of business since then or for the officially admitted lack of 
completeness of the FCA data on cooperatives. Since nobody really 
knows how incomplete the data are, | am making an arbitrary allow- 
ance of 3 percent for this factor. I believe the associations not 
reporting to the FCA represent a larger percentage of the total, but 
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that their average volume of business is substantially below the averave 
for reporting associations. 

Senator Tarr. I might say about the increase of business sine Q 
1948-49, that 1949-50 business seems to be considerably smalle 
according to this table submitted, if that is correct. The 1948—49 
business Is not an increase. 

Mr. Buregss. That latest figure, as the witness mentioned 
morning, is not official yet. The witness referred to a preliminary 
figure. 

Senator Tarr. That is right. 

All figures are preliminary, not yet published. 

Mr. Burcess. What I have seen, Senator Taft, does indicate some 
decline in business in 1950, but preliminary data show that it has come 
back in 1951 to approximately the level of 1949. 

Senator Tarr. 1949. Then there would not be an increase. 

Mr. Bureegss. No, there would not in that event, but later data may 
change the picture. 

An additional increase of 5 percent is made to allow for the increase 
in volume of business and profits since 1948-49, bringing the figure to 
$556 million. 

In addition to the agricultural marketing and purchasing coopera- 
tives, there must be included the consumer cooperatives and retailer- 
owned ¢ ooperatives. 

For the former I have taken the Bureau of Labor Statistics official 
sales volume estimates for 1948, for local associations only, and 
deducted petroleum assoc lations, insurance ASSOC lations, credit unions, 
and one-half of the “‘stores and buying clubs.”” This seems to me to 
be a very reasonable allowance for duplication with the mutual 
organizations, and the FCA purchasing cooperatives, already ac- 
counted for, since most of the remaining categories seem definitely 
nonagricultural. The total sales volume so obtained is approximately 
$607 million, and allowance for the increase in dollar sales since 1948 
raises it to $680 million. Applying a 7 percent rate of return as for 
private retail business, these sales yield a net profit of $48 million. 
For the retailer-owned cooperatives, I used the 1939 census of whole- 
sale trade figure of $223 million, increased by 200 percent to allow for 
the increase in wholesale trade since then, as reported by the Depart- 
ment of Commeree, but without any allowance whatever for the 
marked trend from private to cooperative types of wholesale estab- 
lishments since 1939. Probably further research would raise this 
estimate considerably. On these $669 million of sales I estimated $31 
million of net profit at rates of private business. 

This gives a total estimated sales volume for nonagricultural co- 
operatives, as of 1950, of $1,349 million and estimated net income of 
$79 million. 

The sum total of imputed profits of all these types of cooperative 
enterprises combined is $635 million and the estimated Federal tax 
on this sum is $267 million. From this is deducted the $3 million now 
paid in Federal taxes, leaving $264 million net tax escapement by co- 
operative business. 

Considering the differences in approaches followed, this completely 
independent estimate seems to be in much more close agreement with 
other estimates than I had expected at the beginning. Although this 
estimate could be improved with more research, I believe that it is 
sufficiently accurate for reliable use in formulating tax policy. 
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Sehator Kerr. You say this is an independent estimate? 
Mr. Burcesss. Entirely independent, sir. All of our work is done 


independently. 


Senator Kerr. Independent of what? 

Mr. Burcess. Independent of our client’s wishes, desires, or hopes 
as to results. No estimate, no research we do, is influenced by the 
client’s hopes as to the results. We give the truth, whether it helps 
or hurts. 

Senator Kerr. Well, which part of this hurts your client? 

Mr. Burcsss. I do not believe any of it does, inasmuch as it con- 
firms estimates previously made by the client. 

Senator Kerr. Would there be any relationship between that 
fact and the fact of your presence here? 

Mr. Burcess. None whatever. 

Senator Byrp. You have submitted your statement? 

Mr. Burcsss. Yes, sir. 

Senator Byrp. Thank you, sir. 

Senator WiituiAMs. These estimates were based upon the assump- 
tion that they were cash tax patronage dividends; is that correct? 

Mr. Burcess. All patronage dividends would be taxed, Senator 
Williams. 

Senator WituiAMs. You did not have it broken down, isn’t that 
right, if the cash payments were exempted? 

Mr. Burcess. | do not have my estimate broken down. From 
information I believe to be reliable, the amount of cash patronage 
dividends, rather than 50 percent of the total as ‘“‘guesstimated”’ by 
the witness this morning, is probably less than 20 percent of the total. 

Senator WituiaMs. To your knowledge, has there ever been an 
official publication of a breakdown of those figures? 

Mr. Burcess. No, sir; there has not to my knowledge. The infor- 
mation is available in the Bureau of Internal Revenue, certainly on a 
sample basis, if not for all informational returns that have been filed. 
[ believe that you could get a reliable figure from the Bureau. 

Senator Wituiams. Thank you. 

Senator Byrp. Thank you, Mr. Burgess. 

Senator Tarr. Mr. Chairman, the Treasury this morning made 
some estimates. I wonder if the Treasury representative is here and 
can give us those estimates? ‘The Secretary of the Treasury testified, 
as | remember it, that from $20,000,000 to $40,000,000 was the sum. 

Senator Byrrp. We have a Treasury representative here. Will 
you identify yourself to the stenographer, please? 


STATEMENT OF THOMAS LEAHEY, ASSISTANT DIRECTOR, 
TECHNICAL STAFF, TREASURY DEPARTMENT, ACCOMPANIED 
BY RAPHAEL SHERFY, ASSISTANT TAX LEGISLATIVE COUNSEL, 
TREASURY DEPARTMENT 


Mr. Leanry. My name is Thomas Leahey. I am an Assistant 
Director of the Technical Staff of the Treasury Department. 

Senator Kerr. You are what? 

Mr. Leaunry. An Assistant Director of the Technical Staff of the 
Treasury Department. 

Senator Kerr. You do research? 

Mr. Leaney. Yes, sir. 

86141—51—pt. 2——_65 
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The estimates we have made in connection with cooperatives arp 
those we made in answer to a question in connection with H. R. 24() 
which was introduced by Mr. Mason. We have made estimates oj 
two bases which apply to mutual savings banks and building an 
loan associations, depending upon whether the dividends or th 
interest paid by those organizations would be deductible in {\, 
net income subject to tax. If those interests or dividends, whichever 
they may be termed, paid by mutual savings banks to their depositors 
or building and loan associations to their shareholders, are not allowed 
as deductions in computing net income—— 

Senator Kerr. By whom? 

Mr. Leaney. By the organization. 

Senator Kerr. Yes, those particular organizations? 

Mr. Leaney. Yes, sir. 

Senator Kerr. Yes. 

Mr. Leanry. We estimate that H. R. 240 would yield $650 million 

If the payments by the mutual savings banks to their depositors, 
and by the building and loan associations to their shareholders are 
allowed as a deduction in computing the net income of those organi- 
zations subject to tax, the estimated yield would be $325,000,000 

Senator Kerr. Do you mean that estimate was made on the basis of 
what you think would be produced from building and loan associa- 
tions and mutual savings associations? 

Mr. Leaner. No. This is the entire revenue yield of H. R. 240 
I have a breakdown which I can give you. 

Senator Kerr. Are you about to give it to us? 

Mr. Leaney. Yes, sir. 

Senator Kerr. In reference to farm cooperatives? 

Senator Tarr. He has not gotten to that yet. 

Mr. Leaney. The farm cooperatives are included in this total. 

Senator Kerr. They are included? 

Mr. Leaney. Mutual savings banks, $215,000,000, with no ded 
tion for interest or $60 million if the interest is allowed as a deductio: 

Building and loan associations, $230 million, if payments to tli 
shareholders are not allowed; $65 million if such are allowed as deduc- 
tions. 

Credit unions, $7 million with no deductions for interest ; $2 million 
deduction for interest. 

And now for the remaining figures, there is no difference in the two 
estimates. Farm cooperatives and cooperative financial institutions, 
$70 million. 

Senator Kerr. Do you break that down as between the two? 

Mr. Leauey. I do not have that here, sir. 

Senator Kerr. Would you give your best judgment? 

Senator Tarr. Farm cooperatives and what? 

Mr. Leaney. Financial institutions—cooperative financial insti! 
tions. 

Senator Tarr. That is under 101 (13)? 

Mr. Leaney. I am not familiar with the specific section. 

Senator Tarr. It does not amount to much; I think it can be dis- 
regarded. 

Mr. Leaney. I do not think the cooperative financial institutions 
are important. 

Senator Kerr. All right, now; that is $70 million? 
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Mr. Leaney. Yes. 

Senator Tarr. Upon what assumption is the Mason bill, then? I 
missed that. What is the Mason bill on cooperatives? 

Mr. Leauey. Essentially it taxes cooperatives just the same as most 
corporations w ould be taxable, and dividends are defined the same w ay 
as you would define a dividend of a regular corporation and are not 
deductible in computing—— 

Senator Kerr. What you say is that this source would yield that 
if they were taxed on all that the »y made before they make their dis- 
bursements, in whatever form it takes to their patrons or shareholders? 

Mr. Leaney. That is correct. 

Senator Kerr. Have you an estimate of what would be secured if 
they were taxed on what was retained after the disbursement of the 
participating profit to the shareholders or patrons? 

Mr. Leanery. $25 million on the farm cooperatives. 

Senator WiiiiaAMs. The Mason bill proposal to which you refer, 
upon which this estimate was based, goes upon the assumption that 
they would be taxed before there was any distribution either in cash, 
scrip, or interest. 

Mr. Leaney. That is correct, sir. 

Senator WiiuiaMs. Does the Treasury have a breakdown anywhere 
or an estimate as to the percentage of these patronage divide nds paid 
in cash and the percentage paid in scrip or some other form? 

Mr. Leaney. I do not know whether we have that or not. sir. J 
can look it up. 

Senator Wiiuiams. If you do have that, will you furnish it? 

Senator Tarr. How did vou get this $25 million? 

Mr. Leaney. That assumed that all dividends paid would be 
deducted. It is retained income. 

Senator Tarr. And you only get $70 million from the whole thing 
even if this patronage dividend is taxed without deducting? 

Mr. Leaney. Yes, sir. 

Senator Witi1Ams. Do you have an estimate anywhere on the 
amount of patronage dividends paid in- 

Senator Tarr. Have you read Mr. Burgess’ statement? 

Mr. Leaney. We have based our estimate on the 1946 tabulation 
prepared by the Treasury Department from returns filed by tax- 
exempt organizations. 

Senator Kerr. Would that take into effect the known expansion? 

Mr. Leaney. Yes, sir. 

Senator Tarr. You have made allowance for those that did not 
answer? 

Mr. Leaney. Yes, sir; we made about a one-third increase for that. 

Senator Kerr. One-third increase? 

Senator Tarr. One-third? 

Mr. Leaney. Yes, sir. 

Senator Tarr. Offhand, the difference of $70 million and the $260 
million estimated by Mr. Burgess is quite substantial. 

Mr. Leaner. Well, Mr. Burgess, of course, used the rate of return 
of commercial enterprises as a percent of sales in computing the net 
income. We just took the net income shown by the Treasury survey. 

Senator Kerr. In other words, he took a rate of return which 
would have been made by the average private enterprise in the same 
business, and you took the actual facts? 
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Mr. Leanry. We took the net income as shown in the Treasury 
tabulation of the 1946 cooperative organizations. 

Senator Kerr. If I can say it another w ay as I read his statement, 
he based his estimate on what he said was the imputed profit. 

Mr. Leaney. Yes, sir. 

Senator Kerr. I have been looking that word up here. He based 
his estimate on what he described as the imputed profit, and you base 
your estimate upon actual profit as ascertained by the reports that 
you had from them. 

Mr. Leauey. Yes, sir. 

Senator WiLLiamMs. You say you based yours upon the actual facts 
that were presented to the Treasury? 

Mr. Leanry. Yes, sir. 

Senator WitiiaMs. Well, in the light of that statement, then you 
have got the breakdown and can furnish the committee definitely 
with a breakdown of the amount of patronage dividends in cash and 
otherwise. 

Senator Tarr. It is not separate. 

Mr. Leanry. I am not positive, sir, that the survey covered those 
two separately. 

Senator WittiaMs. You have it in the aggregate anyway, do you 
not? 

Mr. Leanry. 1 believe we have, sir. 

Senator Tarr. You must, to make the difference between $70 
million and $25 million. 

Mr. Leangny. Yes, sir. 

Senator WitiiAMs. You would have to have it if it is, as you say 
based upon facts. 

Mr. Leanry. Yes, sir. 

Senator Witurams. And you also would be willing to—you would 
be able to furnish a definite figure to us of the amount of unallocated 
income that is accumulating in the so-called exempt profits. 

Mr. Leanry. The retained 

Senator WituraMs. The retained unallocated profits. 

Mr. Leanry. | am not sure whether we can. 

Senator Wituiams. Well, you have to, if it is based upon facts, 
because you cannot base it on facts if you do not have that. 

Mr. Leansty. We know what the total retained is. 

Senator WiiuiaMs. That is what I mean, but you will have th 
total unallocated earnings in all of the cooperatives in the past year. 

Senator Tarr. You will have all of the earnings. 

Senator WiiuraMs. You have all of those figures, and you can fur 
nish us with the exact figures. 

Mr. Leaney. | will give you whatever we have. 

(The nfovanation is as follows:) 

Of the 6,009 exempt farmers’ cooperatives which filed information returns for 
1946, a breakdown of net margins is available for the 4,703 with gross receipts of 
$50,000 or more. These 4,703 organizations appear to have had net margil 

before payment of patronage dividends, ordinary dividends, or other distrib 

tions to members) of $140.3°million. From this total, $6 million was paid a 
dividends on capital stock or similar distributions to members. Patronagt 
dividends were reported as being $106.1 million, of which $16.5 million was paid 
in cash and $89.6 million in nonecash form. After all dividends and costs, thes¢ 


cooperatives had left a balancing item of $28.1 million. This is presumed to 


represent amounts retained as reserves but it was not possible to ascertain fron 
the information returns to what extent this assumption is correct. 
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Senator Tarr. You must have all the earnings, and then you must 
have all the patronage dividends which are or are not deducted from 
the earnings. 

Mr. Leanury. Yes, sir. 

Senator Wiutuiams. The figures which you supply us, as I said 
before, will be actual figures, and not estimates. 

Mr. Leanny. Well, we can give you the 1946 figures. We then, in 
order to take into consideration the change in the business volum¢ 
done 

Senator WinuiAMs. Couldn’t you give us a later date figure on that, 
if vou have it actually? You have it, have you not? 

Mr. Leanry. We will give you the figures for 1946; we will give vou 
that. 

Senator Tarr. They have not gotten any returns since 1946 

Senator WiuuiAMs. Have they not got returns since then? 

Mr. Leaney. No, sir. That was a special survey. 

Senator WILLIAMS. Z hey are not filing returns at the present time? 

Mr. Leaney. No, si 

Senator WILLIAMs. i there not a law that they are supposed to 
file returns? 

Mr. Leanry. They have not been tabulated since then. 

Senator Winuiams. You mean vou have not just looked at them? 

Mr. Leanry. Well, I do not 

Senator WintuiaMs. I mean, they are filing them. 

Mr. Leaney. Yes, sir. 

Senator Witurams. That is what I thought. There was a law 
which required them to file, so that vou must have these figures that 
you are giving if they are based upon facts, and then vou can give 
us exact figures, so that we can break them down here if you do not 
have them here. 

Mr. Leanry. The only tabulated and readily available data would 
be for 1946. It would take some time I presume to get the latest 
returns together in the fashion that you would want them. 

Senator WituiamMs. Well, vou bring up to—could vou get us the 
1946 returns up here by the first of the week, and if you have got 
those readily available, vou can go ahead and tabulate them for 
1949 or 1950. 

Mr. Leaney. | cannot answer for the tabulation, su. That would 
be a Bureau of Internal Revenue matter, 

Senator WiLuiaMs. I mean, you can get us the 1946 figures because 
those are just a matter of drawing them off, those figures 

Senator Tarr. Do you know whether the House committee asked 
vou to make a new compilation for a later vear? 

Mr. Suerry. No, sir. 

Senator Tarr. They did not? 

Mr. Suerry. I am going to check myself on that, but | am pretty 
certain that is true. 

Senator Tarr. I thought they decided to postpone the whole thing 

Mr. Suerry. I will find out. 

Senator WiitiAMs. I think last vear when we were holding hearings, 
T was under the impression that they asked for that. I know I had 
asked a time or two for it. 

Senator Tarr. Thank you very much. 

Senator Kerr. I wonder if Mr. Burgess is still here 
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Are you at all familiar with the structure of the National Tax 
Equality Association? 

Mr. Buragss. No, sir; I am not. 

Senator Kerr. Is it a cooperative? 

Mr. Burgess. I have no knowledge of its business operations, 
Senator Kerr. 

Senator WiiuiAms. If it is, it ought to be taxed? 

Mr. Buragss. If it is, it should be taxed. 

Senator Kerr. Is it tax-exempt? 

Mr. Buresss. I know nothing about its taxable status, I am sorry 
Senator Kerr. 

Senator Kerr. All right. 

Senator Byrp. Mr. Burgess’ complete prepared statement will 
inserted at this point in the record. 

(The prepared statement submitted by Mr. Burgess is as follows: 


STATEMENT OF RaupH E. BurGEss, PRESIDENT, COMMODITY MARKETING Corp., 
New York, N. Y., REPRESENTING THE NATIONAL Tax Equanity Assoctia- 
TION 


I am Ralph E. Burgess, president of the Commodity Marketing Corp., 500 
Fifth Avenue, New York, N. Y. My firm serves as industrial consultants to 
trade associations and companies in various lines of business. We have given 
particular attention to the economic and statistical analysis of problems relating 
to taxation. Many of you gentlemen will recall that a few years back I served 
as actuary for the Joint Committee on Internal Revenue Taxation, when I was 
responsible for the estimates of tax revenue presented to your commitcee, and 
that earlier I performed a similar function for the Treasury Department. I am 
appearing here in behalf of the National Tax Equality Association, which has 
asked me to give you my estimate of the tax loss to the Federal Government 
arising from special treatment accorded to mutual, cooperative, and Government 
business of various kinds. 

The totel loss to the Federal Government from the loopholes in the present 
tax laws and regulations that favor mutual or cooperative business corporations 
and Governmené corporations competitive with private business, is estimated at 
approximately $1,180 million annually, at existing rates of taxation. Under the 
rates of the House bill the estimated loss would, of course, be moderately larger 
This loss approximates one-twentieth of either the total corporate or individual 
income-tax bill. This total estimated tax escapement is divided approximately 
among the principal lines of mutual, cooperative, and Governmené businesses as 
shown in the accompanying table. 


Mutual, cooperative, and Governmental organizations—Estimated net income fron 
business activities and estimated Federal tax escaped 


[In millions of dollars] 


Estimated net 
income from 
business 
activities ! 


Estimated 
Federal ta 


escape d? 


Type of organization 


Mutual financial institutions tame $1, 057 
Mutual fire and casualty insurance companies 4 oe gee x 5 307 
Cooperative marketing and purchasing acacia’ Sea 635 | 
Government corporations i a ae 9R2 


RE inaiou Be ad : 2, 981 


1 Income received in form of dues, contributions, grants, and gifts is excluded. 

2 Effective rate of 42 percent applied to estimated net income. 

3 Mutual savings banks, savings and loan associations, credit unions, production credit associations 
national farm loan associations. 

4 ‘ Inc ludes companies presently taxable under a special formula. 

Total of underwriting and investment income. 

6 6 Obts 1ined by applying to reported underwriting and investment income the same ratio of taxes paid t 
such income as reported by stock companies, and then deducting taxes presently paid. 

7 Includes agricultural cooperative marketing and purchasing organizations, consumer cooperatives, 
retailer-owned cooperatives. 
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These estimates were prepared, in general, by taking the reported or estimated 
earnings of the specified types of organization, adjusting them where necessary 
to a basis similar to that employed by private corporations for tax purposes, and 
then applying to this net income an “effective” corporate tax rate of 42 percent. 

The adjusted earnings figures for the mutual and governmental (but not cooper- 
ative) organizations I have taken from tabulations of the National Tax Equality 
Association. These were from officiel sources, and cannot be questioned without 
a detailed examination of reporting requirements which I have not had time to 
make. However, recent official Treasury estimates (prepared for Congressman 
Mason) are in close agreement. With respect to the mutual organizations other 
than cooperatives, and the Government business activities, the following specific 
sources were used to obtain figures representing in each case the business income: 
For mutual savings banks, annual reports of the Federal Deposit Insurance 
Corporation; for savings and loan associations, annual reports of the Federal 
Home Loan Bank Board; for credit unions, reports of the Bureau of Labor 
Statistics; for production credit associations and for national farm loan associa- 
tions, reports of the Farm Credit Administration; for mutual insurance companies, 
3est’s Insurance Reports: for the Federal Government, annual reports of the 
Secretary of the Treasury; for State and local governments, reports of the Census 
Bureau. In general, operating results for the calendar years 1949 and 1950 are 
employed. 

Because there seems to be relatively less agreement among the experts as to the 
amount of revenue involved in taxing cooperatives, the major part of my state- 
ment is devoted to an explanation of estimates of the tax escapement of coopera- 
tives, as given in the table. These estimates are based on materials from a num- 
ber of sources. No ready-made data on the net income of the various types of 
cooperatives are available. Here a few words need to be said concerning the data 
compiled and published by the United States Treasury Department from the 
informational returns (Form 990) required to be filed by the exempt type of 
cooperative. As you know, it was the 1943 Revenue Act which provided for such 
reports. Information compiled from these returns has been published so far only 
for 1943 and 1946 and this represents the only official data available on receipts 
and disbursements of cooperatives. Unfortunately, there are many persons who 
interpret the designation ‘official’? to mean ‘‘reliable.”’ This assumption fre- 
quently is in error because of incorrect reporting, tabulation, or interpretation of 
facts. 

It is clear that the data compiled from the informational returns filed by co- 
operatives are unreliable, without major adjustments, for use in determining 
statutory net income of such organizations. ‘This is apparent for the following 
reasons: (1) Revenue agents do not exercise the same zeal which they show in 
ferreting out taxable revenue; consequently many cooperatives fail to file infor- 
mational returns while others follow loose accounting principles. (2) It would 
appear that many cooperatives report noncash patronage dividends as other 
expenses or as part of the cost of goods sold. (3) Local cooperatives frequently 
fail to report as income noncash patronage dividends received from regional 
associations. 

The estimates of possible revenue to be derived from taxing cooperatives here- 
tofore attributed to the Treasury Department or to the joint committee staff 
appear to have been based upon these incomplete and inaccurate statistics com- 
piled from reports on Form 990. Because the Treasury Department refuses to 
discuss with outsiders its method of estimating possible revenue from coopera- 
tives, no one can be sure just how their estimates were made. It appears, how- 
ever, that, in estimating $113 million as the yield (under Congressman Mason’s 
bill), the Treasury was in error in at least three respects; namely, (1) No allowance 
was made for the increase in general business shared by cooperatives from 1946 
the latest year for which informational returns were compiled) to date. (2) The 
total number of cooperatives reporting to the ‘Treasury in 1946 was nearly 2,000 
less than were reported to be in operation by the Farm Credit Administration. 
3) No allowance was made for understatement of cooperative profits owing to 
expensing of capital expenditures, establishment of contingent reserves, expensing 
patronage dividends, and depreciating at abnormal rates. 

Finally, as proof of my point it is necessary only to quote from the text accom- 
panying the Treasury’s 1943 tabulation from these cooperative returns: “‘It is 
important to note that the data on receipts and disbursements contained in this 
report are not comparable with the income and deduction data contained in cor- 
poration income tax returns. Therefore it is not possible to determine from these 
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Are you at all familiar with the structure of the National Tax 
Equality Association? 

Mr. Buresss. No, sir; I am not. 

Senator Kerr. Is it a cooperative? 

Mr. Bureess. I have no knowledge of its business operations, 
Senator Kerr. 

Senator Wiiurams. If it is, it ought to be taxed? 

Mr. Buragss. If it is, it should be taxed. 

Senator Kerr. Is it tax-exempt? 

Mr. Burcxss. I know nothing about its taxable status, I am sorry, 
Senator Kerr. 

Senator Kerr. All right. 

Senator Byrp. Mr. Burgess’ complete prepared statement will 
inserted at this point in the record. 

(The prepared statement submitted by Mr. Burgess is as follows:) 


STATEMENT OF Raupn E. BurGceEss, PRESIDENT, COMMODITY MARKETING Corp., 
New York, N. Y., REPRESENTING THE NATIONAL Tax EQua.Lity Associa- 
TION 


I am Ralph E. Burgess, president of the Commodity Marketing Corp., 500 
Fifth Avenue, New York, N. Y. My firm serves as industrial consultants to 
trade associations and companies in various lines of business. We have given 
particular attention to the economic and statistical analysis of problems relating 
to taxation. Many of you gentlemen will recall that a few years back I served 
as actuary for the Joint Committee on Internal Revenue Taxation, when I was 
responsible for the estimates of tax revenue presented to your commitcee, and 
that earlier I performed a similar function for the Treasury Department. I am 
appearing here in behalf of the National Tax Equality Association, which has 
asked me to give you my estimate of the tax loss to the Federal Government 
arising from special treatment accorded to mutual, cooperative, and Government 
business of various kinds. 

The totel loss to the Federal Government from the loopholes in the present 
tax laws and regulations that favor mutual or cooperative business corporations 
and Government corporations competitive with private business, is estimated at 
approximately $1,180 million annually, at existing rates of taxation. Under the 
rates of the House bill the estimated loss would, of course, be moderately larger. 
This loss approximates one-twentieth of either the total corporate or individual 
income-tax bill. This total estimated tax escapement is divided approximately 
among the principal lines of mutual, cooperative, and Governmené businesses as 
shown in the accompanying table. 


Mutual, cooperative, and Governmental organizations—Estimated net income from 
business activities and estimated Federal tax escaped 


{In millions of dollars] 


Estimated net 
income from 
business 
activities ! 


Estimated 
Federal tax 


escaped 


Type of organization 


Mutual financial institutions 3 aaaaans $1, 057 
Mutual fire and casualty insurance com IP anies 4 . ‘ . § 307 
Cooperative marketing and purchasing ? nenaicd mhiadaee tala asec 635 
Government corporations easuhitsiadaeiion pti c dees 982 


2, 981 


Income received in form of dues, contributions, grants, and gifts is excluded. 

2 Effective rate of 42 percent applied to estimated net income. 

’ Mutual savings banks, savings and loan associations, credit unions, production credit associations, a 
national farm loan associations. 

‘ Includes companies presently taxable under a special formula. 

5 Total of underwriting and investment income. 

6 Obtained by applying to reported underwriting and investment income the same ratio of taxes paid t 
such income as reported by stock companies, and then deducting taxes presently paid. 

? Includes agricultural cooperative marketing and purchasing organizations, consumer cooperatives, a! 
retailer-owned cooperatives. 
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These estimates were prepared, in general, by taking the reported or estimated 
earnings of the specified types of organization, adjusting them where necessary 
to a basis similar to that employed by private corporations for tax purposes, and 
then applying to this net income an “effective” corporate tax rate of 42 percent. 

The adjusted earnings figures for the mutual and governmental (but not cooper- 
ative) organizations I have taken from tabulations of the National Tax Equality 
Association. These were from officiel sources, and cannot be questioned without 
a detailed examination of reporting requirements which I have not had time to 
make. However, recent official Treasury estimates (prepared for Congressman 
Mason) are in close agreement. With respect to the mutual organizations other 
than cooperatives, and the Government business activities, the following specific 
sources were used to obtain figures representing in each ease the business income: 
For mutual savings banks, annual reports of the Federal Deposit Insurance 
Corporation; for savings and loan associations, annual reports of the Federal 
Home Loan Bank Board; for credit. unions, reports of the Bureau of Labor 
Statistics; for production credit associations and for national farm loan associa- 
tions, reports of the Farm Credit Administration; for mutual insurance companies, 
Best’s Insurance Reports: for the Federal Government, annual reports of the 
Secretary of the Treasury; for State and local governments, reports of the Census 
Bureau. In general, operating results for the calendar years 1949 and 1950 are 
employed. 

Because there seems to be relatively less agreement among the experts as to the 
amount of revenue involved in taxing cooperatives, the major part of my state- 
ment is devoted to an explanation of estimates of the tax escapement of coopera- 
tives, as given in the table. These estimates are based on materials from a num- 
ber of sources. No ready-made data on the net income of the various types of 
cooperatives are available. Here a few words need to be said concerning the data 
compiled and published by the United States Treasury Department from the 
informational returns (Form 990) required to be filed by the exempt type of 
cooperative. As you know, it was the 1943 Revenue Act which provided for such 
reports. Information compiled from these returns has been published so far only 
for 1943 and 1946 and this represents the only official data available on receipts 
and disbursements of cooperatives. Unfortunately, there are many persons who 
interpret the designation ‘official’? to mean “‘reliable.’? This assumption fre- 
quently is in error because of incorrect reporting, tabulation, or interpretation of 
facts. 

It is clear that the data compiled from the informational returns filed by co- 
operatives are unreliable, without major adjustments, for use in determining 
statutory net income of such organizations. This is apparent for the following 
reasons: (1) Revenue agents do not exercise the same zeal which they show in 
ferreting out taxable revenue; consequently many cooperatives fail to file infor- 
mational returns while others follow loose accounting principles. (2) It would 
appear that many cooperatives report noncash patronage dividends as other 
expenses or as part of the cost of goods sold. (3) Local cooperatives frequently 
fail to report as income noncash patronage dividends received from regional 
associations. 

The estimates of possible revenue to be derived from taxing cooperatives here- 
tofore attributed to the Treasury Department or to the joint committee staff 
appear to have been based upon these incomplete and inaccurate statistics com- 
piled from reports on Form 990. Because the Treasury Department refuses to 
discuss with outsiders its method of estimating possible revenue from coopera- 
tives, no one can be sure just how their estimates were made. It appears, how- 
ever, that, in estimating $113 million as the yield (under Congressman Mason’s 
bill), the Treasury was in error in at least three respects; namely, (1) No allowance 
was made for the increase in general business shared by cooperatives from 1946 
the latest year for which informational returns were compiled) to date. (2) The 
total number of cooperatives reporting to the lreasury in 1946 was nearly 2,000 
less than were reported to be in operation by the Farm Credit Administration. 
3) No allowance was made for understatement of cooperative profits owing to 
expensing of capital expenditures, establishment of contingent reserves, expensing 
patronage dividends, and depreciating at abnormal rates. 

Finally, as proof of my point it is necessary only to quote from the text accom- 
panying the Treasury’s 1943 tabulation from these cooperative returns: ‘‘It is 
important to note that the data on receipts and disbursements contained in this 
report are not comparable with the income and deduction data contained in cor- 
poration income tax returns. Therefore it is not possible to determine from these 
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data amounts which would be comparable with the net taxable income of taxabl 
corporations.” Mr. BR. 
It was necessary therefore for me to go one step back, to sales volume, as a Pr 
basis for estimating net income or tax escapement. Even the sales volume 
cooperatives, however, is difficult to estimate. Several different approaches ma DEA 
be used. The National Tax Equality Association, in a report submitted to t! 91. 19: 
Committee on Ways and Means of the House in February 1950, tried tw ieee 
approaches, one based on Treasury Department figures and the other on Far; Ne — 
Credit Administration data. Various adjustments were made in the data, t : oa 
allow for underestimation of the number of cooperatives, to convert busing pom 
receipts to business volume, and to allow for operations performed by associatio: eee 


at various levels of marketing. ae 
Anyone wishing to take issue with the association’s estimates of cooperatiy “a 
sales volume may find a number of points in its analvsis to criticize. It is n OM P 
opinion, however, that most analysts are likely, using the available officia ee 
figures, to come up with estimates of total volume not radically different fri oo 
those made by the association. I believe it would be possible to get all princi} 


1: 


different estimators together around the conference table and reach conclusio: arm 
substantially agreeable to all. However, the association asked us not to rely « —_ fa 
their own estimates with respect to cooperatives but to go at the problem ind States 
pendently. \dmit 
A second possible source of materials for these estimates is to be found in t! + yeal 
data presented in tax hearings in 1947 by Mr. Lovell H. Parker, a distinguished about 
tax consultant of Washington, who was formerly chief of staff for the Jo 1990 1 
Committee on Internal Revenue Taxation and is well and favorably known to You 
you gentlemen. In preparation for my testimony before the Committee I took 
Ways and Means, I wrote to Mr. Parker for permission to use his former esti- accurt 
mates as one check against my own estimates and believe that my letter to hi: 73 pe 
and his reply mav be of interest to your committee in connection with the matter come 
now under advisement. My letter to Mr. Parker and his reply were as follows: ae 
Fepruary 21, 1951 I b 


I still 
Mr. Lovett H. PARKER, 


Washington, D.C. 


Dear Mr. Parker: The National Tax Equality Association has asked m« 

ise the tax estimates that vou presented to the Ways and Means Committ 
in 1947 to inelude certain groups which you had excluded from your estimat« 
and to reflect the recent increases in business activity and in corporate tax rat 
I informed them that I would be glad to take on this task, and with your per 
sion would like to use your estimates as one of several sources on which to bui 
my own estimates. For this purpose I would like to have your opinior 
whether or not developments in the field of tax-exempt organizations | 


followed 


Ex: 
cates 
woul 
previ 

Bu 
The « 
attac 
l be ck 


vour predictions. In other words, Do vou feel that the present volur 
of tax-exempt business bears out your predictions of more than 3 vears ago? 
It is my understanding that your estimates did not include possible rever 
from mutial savings banks, savings and loan associations, credit unions, produ 
tion credit associations, national farm loan associations, or Federal, State, and 
local government-owned enterprises. On the other hand, vour estimates 
cluded some small amounts of revenue which could be derived from the taxation 
of the business income of educational, religious, and charitable organizatio1 each 
labor unions, and other group-interest organizations. Since these were taxed of es 
the Revenue Act of 1950, the revenue to be derived from them should be removed seat 
from vour data. In addition to making these adjustments, I wish also to vark 
allowance for recent increases in business activity and the increase in the cor iad 
rate tax rate from 38 to 47 percent. doll: 
In view of the search for additional revenue now being conducted by t! of d 
Congress, would you be willing to review the testimony you gave to the Wa . I 
and Means Committee in 1947 (page 2710 of the official report of hearings) and 7 
out of your continuing interest in the problem of tax equality, give me vo ik 
opinion as to the present validity of your estimates in the light of the advar . 
made by tax-exempt business since that date. Thank you. ; saat 
Sincerely yours, ot 
Rautpx E. Burcess, President. regs 
for 
I 
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FEBRUARY 26, 1951. 
Mr. Rautreu E. BurceEss, 
President, Commodity Marketing Corp., 
New York, N. ¥; 

Dear Mr. Burcess: Reference is made to your letter to me dated February 
21, 1951. You ask me certain questions with respect to my estimates of tax- 
exempt income presented to the Ways and Means Committee under date of 
November 18, 1947. I am glad to answer your questions, as I have a moderate 
pride in the accuracy of my estimates. You have, of course, my permission to 
use my estimates presented at that time in any way you see fit. They are a 
matter of publie record. 

1. You ask, ‘Do you feel the present volume of tax-exempt business bears out 
your predictions of more than 3 years ago?” 

My answer is “Yes.”’? On this point please note that in my testimony in 1947 
I based my predictions on the facts as far as known for the year 1945. The 
principal basic fact for the year was a figure of $5,645,000,000 published by the 
Farm Credit Administration of the United States as being the gross income of 
the farmers’ marketing and purchasing cooperative associations of the United 
States. Now, recently a similar figure has been published by the Farm Credit 
Administration for the year 1949. This figure is $9,320,000,000. Thus in 
! vears with respect to this figure the percentage increase has been 65 percent, or 
about 16 percent per vear. I expect for 1950 the trend will continue and that the 
1950 volume will be at least 80 percent above the 1945 volume. 

You will be interested to note that, for all the tax-exempt volume of business 
I took into account, my estimate for 1950 was $20,018,000,000, based on fairly 
accurate figures for 1945 of $11,571,000,000. The $20,018,000,000 figure is only 
73 percent above the 1945 figure, which I believe indicates my estimate was 
conservative. 

2. You are correct in all respects with regard to the statements made in para- 
graph 2 of your letter. 

I believe the above covers the subject matter of vour letter, and I repeat that 
I still think my estimate of 1947 has been well justified by subsequent events. 

Very truly yours, 
LoveLL H. PARKER. 

Examination of Mr. Parker’s testimony in 1947 in relation to this letter indi- 
cates that as of now his volume estimates would not be greatly different than 
would be a projection of the estimates of the National Tax Equality Association 
previously described. 

But estimation of the sales volume is only one part of a two-pronged problem. 
The other, and more difficult, requirement is to estimate the imputed tax liability 
attaching to such volume of business if the profits on it were taxed. This may 
be done on an over-all basis, as did the association and Mr. Parker, under the 
assumption that the income or tax-to-sales ratios will average out about the same 
as in private business. The association did attempt to break the over-all volume 
down into several different major groups, applving the most comparable tax-sales 
ratios of private business to the sales volume for each group. 

I have attempted to approach the problem by a different method; namely, to 
break the total cooperative volume down into commodity groups, and in some 
cases into subgroups, and impute net income-dollar sales ratios separately for 
each one, based on whatever information is available regarding the profitability 
of each type of cooperative enterprise. I am sure that in principle this is the 
best approach to the problem and believe that anyone familiar with the wide 
variation in profits per dollar of sales in various lines of cooperative business will 
agree with me. For example, a livestock commission firm handles a tremendous 
dollar volume of business, but its commissions amount roughly to only | percent 
of dollar sales, and its net profit, of course, to a much smaller percentage. To 
apply to dollar sales volume of this kind the average earnings or tax-to-sales ratios 
of private corporations is obviously unwarranted. The National Tax Equality 
Association recognized this in its separation of commission business from other 
cooperative business and, in effect, application to it of a much lower tax-sales 
ratio. I have done this, not on an over-all basis, but by commodity groups. 

The difficulty with my approach is the lack of adequate quantitative data 
regarding earnings rates not only in various lines of cooperative business but even 
for all such business in total. 

For the purpose of estimating earnings rates in various lines of cooperative 
business, therefore, I have been compelled largely to rely on judgment estimates, 
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based so far as practicable on rates for somewhat comparable lines of private 
business, which I might have difficulty in supporting individually. But, allowi: 
for compensating errors, I sincerely believe that this approach at least offers a 
good check on other methods of estimating, and on the whole has distinct ad 
vantages. Given time, it would be possible to work out highly satisfactor 
estimates along these lines. 

First, I removed from the sales volume data of the Farm Credit Administration 
for 1948—49 (the most recent available) the figures for livestock and tobacco and 
40 percent of the dairy products figure, the latter approximately representing that 
proportion of such sales which was fluid milk sold through bargaining associations 
These sales were considered as commission sales on which only very small handlin, 
charges were earned. A total of only about $1% million profit was imputed 1 
the total sales of these items, amounting to $2,344 million. This may be leaning 
over backward to avoid overestimating the cooperatives’ tax escapement, but 
at least should exempt my estimates of these most vulnerable items from an) 
criticism by cooperative interests. 

To the total sales of such cooperatives was added the “‘sales’”’ of cotton coopera 
tives, which I understand consist largely of charges for ginning and other services 
The resulting total of $2,795 million was subtracted from the FCA’s total reported 
cooperative volume of $9,320 million, and the remainder was raised by 30 percent 
of the total figure, representing an estimated allowance for handling at successiv: 
stages of marketing which is not included in the FCA figure. This allowance was 
prorated among the commodity groups other than livestock, cotton, tobacco, 
and fluid milk, which apparently are not involved in such successive-stage han 
dling to any material extent. The 30-percent blow-up is a conservative inter- 
pretation of data in a letter from an FCA statistician to the Cooperative Digest, 
and I doubt that anyone familiar with the official cooperative statistics will 
disagree with this percentage as a reasonable allowance for cooperative operations 
at successive stages of marketing, such as fruit handled by local cooperatives and 
cooperative central sales agencies. 

Following this adjustment of the dollar sales volume of the commodity groups 
other than cotton, tobacco, livestock, and fluid milk, varying imputed profit rates 
were applied to each to obtain profit estimates. For this purpose the profit rates 
determined from published tax-return data for industries as nearly comparab| 
as possible were used. I believe the profit rates are reasonable, but undoubted) 
they could be substantially improved by research. As it is, anyone differi: 
with me could only set his judgment up against mine, with no way of provi: 
whose was the best. 

From this procedure I obtained a total in round numbers of $514 million of 
profits for the agricultural marketing and purchasing cooperatives as of 1948-49 
and without allowance for the increase in volume of business since then or for th: 
officially admitted lack of completeness of the FCA data on cooperatives. Sine 
nobody really knows how incomplete the data are, I am making an arbitrary 
allowance of 3 percent for this factor. I believe the associations not reporting to 
the FCA represent a larger percentage of the total but that their average volum: 
of business is substantially below the average for reporting associations. An addi 
tional increase of 5 percent is made to allow for the increase in volume of busin« 
and profits since 1948-49, bringing the figure to $556 million, 

In addition to the agricultural marketing and purchasing cooperatives, ther 
must be included the consumer cooperatives and retailer-owned cooperatives. For 
the former I have taken the Bureau of Labor Statistics official sales volume esti 
mates for 1948 for local associations only and deducted petroleum associations 
insurance associations, credit unions, and one-half of the stores and buying clubs 
This seems to me to be a very reasonable allowance for duplication with the mutua 
organizations and the FCA purchasing cooperatives already accounted for, sinc« 
most of the remaining categories seem definitely nonagricultural. The total sale: 
volume so obtained is approximately $607 million, and allowance for the increas: 
in dollar sales since 1948 raises it to $680 million. Applying a 7-percent rate oi 
return as for private retail business, these sales yield a net profit of $48 millio: 
For the retailer-owned cooperatives, I used the 1939 census of wholesale trad 
figure of $223 million, increased by 200 percent to allow for the increase in who 
sale trade since then, as reported by the Department of Commerce, but witho 
any allowance whatever for the market trend from private to cooperative typ¢ 
of wholesale establishments since 1939. Probably further research would rais' 
this estimate considerably. On these $669 million of sales I estimated $31 millir 
of net profit at rates of private business. 
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This gives a total estimated sales volume for nonagricultural types of coopera- 
tives as of 1950 of $1,349 million and estimated net income of $79 million. The 
sum total of imputed profits of all these types of cooperative enterprises combined 
is $635 million, and the estimated Federal tax on this sum is $267 million. From 
this is deducted the $3 million now paid in Federal taxes, leaving $264 million net 
tax escapement by cooperative business. Considering the differences in ap- 
proaches followed, this completely independent estimate seems to be in much 
more close agreement with other estimates than I had expected at the beginning. 
Although this estimate could be improved with more research, I believe that it is 
sufficiently accurate for reliable use in formulating tax policy. 


Senator Byrp. The next witness is C. Emory Glander. 


STATEMENT OF C. EMORY GLANDER, ATTORNEY AT LAW, 
REPRESENTING NATIONAL TAX EQUALITY ASSOCIATION 


Mr. Guanpver. Mr. Chairman and members of the committee, I am 
C. Emory Glander, attorney at law, of Columbus, Ohio, appearing 
on behalf of National Tax Equality Association. 

Senator Kerr. Can you give the Committee the information I was 
trying to get from Mr. Burgess? 

Mr. Gianper. No, sir;I cannot. Iam not general counsel for the 
company, and I have not examined their books. 

Senator Kerr. Mr. Chairman, I believe that the committee is 
entitled to know who it is that these gentlemen are appearing for. 

Mr. Guanper. Senator Kerr, the president of the association was 
here and testified. 

Senator Kerr. Well, did you hear him? 

Mr. Guanper. I heard him. 

Senator Kerr. Did he give the information? 

Mr. Guanper. I do not think it was asked. I am sure he would 
have. 

Senator Byrp. Who is the president? 

Mr. Guanper. Mr. Lester, Mr. Garner Lester, who was here 
yesterday. 

Senator Byrp. There is no objection, I assume, to asking Mr. 
Lester for a statement? 

Mr. Guanper. No, indeed. Iam sure he would be glad to answer. 

Senator Byrp. Will you ask him to give a statement of this com- 
pany, What this company is? 

Senator Kerr. Is there anybody in the room who can tell us? 

Mr. Guianper. I am not certain. 

Senator Byrp. Is there a representative here of the National Tax 
Equality Association who knows what the company does and what 
the business is? 

Senator Kerr. Knows who it is? 

Senator Byrp. Knows who it is? We know the president’s name. 
I will ask 

Senator WiiuiaMs. I think it is in the House record. 

Senator Kerr. We know the president’s name and the names of 
two men here who represent them, but it is passing strange to me 
that neither of them know who their client is. 

Mr. Guanper. I know who my client is; it is the National Tax 


_ 


Equality Association, the membership of which consists of business- 
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men all over the country who are interested in the problem of tax 
equality. 

Senator Kerr. If it consists of businessmen all over the country, 
can’t you tell us one of them? 

Mr. Guianver. I have not examined their membership, sir. 

Senator Kerr. How do you know it consists of businessmen all 
over the country? 

Mr. GLANpER. That is very apparent from the House hearing. 

Senator Byrp. The committee will ascertain what it is. 

Mr. Guianver. I should be very glad to give that to Senator Kerr, 
and I think he is entitled to it. 

(The information referred to was not supplied to the committee.) 

Senator Byrn. I think we will go directly to the president, and ] 
did not know he was present, and perhaps Senator Kerr did not know 
that. What was his name? 

Mr. Guanper. Garner Lester. 

Senator Byrp. Will you proceed, sir 

Mr. Guanper. In urging that the mantle of tax immunity be 
removed from cooperatives, I do more than appear in a representative 
capacity. I also give voice to certain personal convictions which 
were formed when | served as tax commissioner of Ohio and as presi- 
dent of the National Association of Tax Administrators. 

During my 6 years of public service as tax commissioner of Ohio, 
I learned much about the desire of citizens and taxpayers everywhere 
for equitable tax policies. 1 learned, for example, that the one thing 
taxpayers dislike more than the burden of taxes they are required to 
pay, is a tax law or an administrative determination that favors some 
persons or classes to the prejudice or detriment of others who often 
are in competition with them. Equitable tax treatment begins with 
the writing of the tax statute and must pervade its administration, 

[t is my contention that the income-tax exemptions contained in 
section 101 and related sections of the Internal Revenue Code, and 
also afforded under the prevailing policy of the Bureau of Internal 
Re ‘venue, violate the basic tenet of tax equality and also deprive the 
Treasury of revenue so vitally needed for the national defense 

There was a time when such tax immunities could be afforded and 
perhaps even justified as a subsidy. But that was in a day now gone, 
perhaps never to return. New conditions have arisen, new demands 
are upon us, and we no longer can afford or justify old indulgences 
which were formerly tolerable. As Mr. Roswell Magill, of the New 
York bar, formerly Under Secretary of the Treasury, and Mr. Allen 
H. Merrill, also of the New York bar, said in an article which appeared 
in the Michigan Law Review for December 1950: 

Tax gratuities, or subsidies, in favor of worth while social experiments 
such as cooperatives, may have been sound and desirable under the low tax rates 
prevailing during the first two decades of the income tax. They cannot be justi 
fied, however, in the political, economic, and tax climate of the 1950's. 

The formulation of tax policy in the present condition of our 
national life must take svmpathetic account of the fact that the 
aggregate tax burden in this country—and I am taking into account 
Federal, State and local—is now somehwere between 25 and 30 percent 


of the national income, that the public debt is now well over a quarter 
of a trillion dollars, and that the inevitable and tragic consequence ol 


these trends, sooner or later, will be the destruction of our cherished 
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American standard of living. In these circumstances, the Congress 
of the United States, I respectfully submit, has a moral obligation to 
eliminate all tax exemptions or gratuities that have lost their economic 
justification, if not thei political expediency. 

The amount of cooperative income escaping taxation is very great. 
Let me give you some estimates. 

In general, it may be said that tax-escaping cooperatives fall into 
three onan. ( ) farmers’, consumers’, and retailers’ cooperatives, 
(2) cooperative financial institutions, and (3) mutual fire and casualty 
insurance companies. 

As to farmers’ cooperatives, the Farm Credit Administration 
Reports show that the total business at the local level amounted in 
1949 to $9,520,000,000. Adjusting this figure upward by 20 percent 
to include manufacturing and wholesale cooperatives produces a 
total farmers’ cooperative business volume of $11,184,000,000 
Consumers’ cooperatives, according to the Bureau of Labor Statistics 
Reports accounted for another $1,215,000,000 in business volume. 
And retailer-owned sage which the Census of Trade re- 
ported at for 1939, probably did a volume of at least 
$445,000,000 by 1949. Adding these figures together produces an esti 
mated total business volume for these cooperatives of $12,844,000,000 


in 1 vear. If we assume that these institutions earned an average of 


percent per sales dollar the total cies escaping taxation would 
be $642,200,000. 

Senator Kerr. Let us assume that they earned 1 percent? 

Mr. Guanprer. Then vou would have to make an adjustment. 

Senator Kerr. Per sales dollar. Then, how much would that be? 

Mr. GLanper. It would be 1 percent of that amount. 


Senator Kerr. Did you figure out what that was? 

Mr. GLuanper. Yes, sir; | percent of that would be $128,000,000, 
as | vet it. 

Senator Kerr. Well, now, let us assume that they earned one-half of 
l percent. , 

Mr. Guanper. Well, vou divide that by two. 

Senator Kerr. Can you tell us what that would be? 

Mr. Gianver. It would be $64,000,000. 

Senator Kerr. $64,000,000? 

Mr. Guanper. That is right. 

Senator Kerr. Now, then, can vou tell this committee which, 
either, of those estimates is accurate? 

Mr. GLanver. My answer to vou, Senator Kerr, is this 

Senator Kerr. Just answer me “Yes” or “No.” Can you tell me 
which, if either, of those estimates is accurate? 

Mr. Guanper. Yes. 

Senator Kerr. Allright. Which one? 

Mr. Guanper. | think it approaches the 5-percent figure, and I will 
give you the reasons if vou would like to know. 

Senator Kerr. Now, give this committee the basis of vour state- 
ment that it approaches—what do you mean by approaching? 

You know the baby approaches the age of 70, but slowly. You 
say the figure approaches the 5-percent mark. 

Mr. Guanver. Don’t hold me to the word “approach.” 

Senator Kerr. Well, do not use it if you do not want me to hold 
you to it. [Laughter.] 
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Mr. Gianper. Did you ever make an estimate, Senator? 

Now, the answer to the question 

Senator Kerr. Sure, I have made an estimate, and if I was cross- 
examined on it, I either said it was an estimate or [ told how I arrived 
at it. 

Mr. Guanper. I have; I have said it was an estimate, and I am 
about to tell you how I arrived at it. 

Senator Kerr. Fine; I do not want to interrupt. 

Mr. Guanver. Now retail business, generally, does better than that. 
According to the Department of Commerce it has done as high as 
7 percent. 

Senator Kerr. When did it do as high as 7 percent? 

Mr. Guanver. About 1947. 

Senator Kerr. What does it generally do? 

Mr. GLanper. It is about that. 

Senator Kerr. Don’t you know that that was the highest figure in 
history? 

Mr. Guanper. All right; take 6 percent. 

Senator Kerr. Why take 6 percent? 

Mr. Gianper. Well, you do not like 7. {Laughter.] 

Senator Kerr. I cuarantee that I do not object to 7. I just say 
that vee have said what was probably the highest figure in history. 

Mr. Guanper. You said that, Senator. 

Senator Kerr. Well, what do you say? 

Mr. Guanper. I do not dispute it, but- 

Senator Kerr. If you did not agree with i it, you might have said 
that you doubted it, might you not? 

Mr. Guanper. Well, now, Senator, I do not need to spar with you 
on this. 

Senator Kerr. Don’t do it then. 

Mr. Guanper. Wholesale return is somewhat less than retail, 
and in 1947 it was 5.4. The average of the two would be somewhere 
around 6% percent. Now, I am dropping off 14% percent. 

Senator Kerr. You are a man who is supposed to have, and who 
has had lots of experience. You qualify yourself here as an expert. 
In your opinion, what is the average return of retailers in profit 
percentagewise with reference to their total normal business 

Mr. Guanpver. I would say roughly— 

Senator Kerr. Wait until I get through asking the question, because 
I guarantee that you do not know what it is until I get through 
asking it. 

In an average year—not 1947, not 1946, not 1950, nor 1951, but 
what is it in an average year? 

Mr. GLANDER. You want my opinion, do you? 

[ do not have the answer. 

Senator Kerr. If you do not know—— 

Mr. Guanper. I will say I do not have the answer to that question. 

Senator Kerr. If you do not know, just say you do not know. 

Mr. Guanpver. All right. I will say that I do not know what the 
average is over a long period. 

Senator Kerr. Or in a normal year. 

Mr. Guanper. Well, I would not say that. I will say that it is 
somewhat—it was 7 percent on retailers in 1947. 

Senator Kerr. You said that twice already. 
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Mr. Guanper. It is a little less right now. 

Senator Kerr. You already have said that twice, and I heard 
you both times, and I am asking you if you know what it is in an 
average year. 

Mr. GuanpeEr. I cannot give you that. 

Senator Kerr. You do not know? 

Mr. GLANDER. I cannot give you that. 

Senator Kerr. Then, I am asking you how you expect this com- 
mittee to think that you know what the average earnings of a coopera- 
tive are? 

Mr. Guanper. I would say this, that in the first place the coopera- 
tive’s prevailing price policy is selling and buying at the market; that 
is their famous Rochdale principle. They claim to be as efficient as 
private business, and I am willing to take them at their word. 

Senator Kerr. If you do not know what the average 

Mr. GuanpeErR. Now, our position 

Senator Kerr. If you do not know what the average return of 
private business is, how would you know what the average return of the 
cooperative is? 

Mr. Guanper. If you want me to give you a figure, I will 
percent, which I have said. 

Senator Kerr. I know you said it, and then you said you did not 
know what it was. 

Mr. Guanper. I have said 5 percent, which is approaching it as 
closely as you can, in the ahaene e of specific data which not even the 
Treasury has. 

Senator Kerr. In the absence of information, that is as close as 
you want to estimate? 

Mr. GLAaNpER. It 1s as close as the Treasury can come. They do 
not have specific data either. 

Senator Kerr. Did vou get that figure from the Treasury? 

Mr. Guanver. No; I did not get ~~ figure from the Treasury. 
If you do not like 5 percent, ti ake 4 or 3, but the prince iple is the same, 
and if you do take 5, the total annual i income escaping taxation would 
be $642,200,000. At an effective tax rate of 50 percent now con- 
templated, the loss in tax dollars amounts to $321,100,000 annually. 

Now, there are those who argue that the taxation of these coopera- 
tives would produce but a fraction of this amount. What they con- 
template is taxing only unallocated retained earnings. That is not 
what we advocate, and it is not the way other corporations are taxed. 
The revenue, if cooperatives are placed upon the same basis as private 
corporations with which they compete, would be many times greater 
as I have pointed out. 

Senator Tarr. That is not quite true, Mr. Glander, because the 
Treasury has just estimated $70 million, instead of $321 million, 
without contemplating taxing only unallocated retained earnings. 

Mr. GuanpEr. Well, the Treasury figures, I think, involve as much 
guesswork, Senator, as mine do. 

Senator Tarr. They are made from these returns. 

Mr. Guanper. And they do not have the returns from all the co- 
operatives. I saw the attack made on the other one. 

Senator Tarr. But they allowe d for that, as did the gentleman who 
just testified, Mr. Burgess. 
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Senator WixuraMs. I think a part of that—and I am not getting Si 
into the argument as to the estimates put up by either of them, be- repe 
cause I think a lot of them are based upon assumptions, but a lot of it of a 
is—using vour figures, and assuming them to be correct—based upon 
the farmers who are not paying any tax on it now, and to get a tru 
picture of the revenue 

Mr. Guanper. That is right. 

Senator WiLLIAMs (continuing). You would have to take this fig- rep 
ure, even assuming it to be correct, and deduct from it the amount A 
that the farmers are now paying on the scrip, and allocations that are are 
going to them, and which would make some deductions, and would — | fron 
make the deduction and account for part of it, and I think that is bein 
where the Library of Congress tax 

Senator Tarr. It would not account for the difference. r 


[" 


Senator WituiaMs. It would not account for the difference her refe 


but if they tax cooperatives on that assumption, then vou do not tax J I ha 
the farmers at the same time. that 

Mr. GLanpver. Of course, there is one good way in which we can 
avoid estimates, at least as to what is being paid by the patron mem 
bers, and that is for this Senate committee to restore the House pro 
posal for a 20-percent withholding which was, I understand, original 
in the House bill, and which was removed from it. It might give vou 
some basic information. and also assure getting the taxes about 
which there may be some doubt. 

Now. the second group of tax-free cooperative ; consist 3 of the S0- 
called cooperat've financial institutions. This group includes mutual 
savings banks, savings and loan associations, Federal and State credit 
unions, production credit associations, and the national farm loan 
associations. 

Senator Kerr. Would vou say it also includes mutual life insurance \ 
companies? kno 

Senator Tarr. No. witl 

Mr. Guanper. Did I include or exclude them? CO 

Senator Kerr. Include. N 

Mr. GLtanper. No, it does not. It includes just those that I have Fart 
mentioned—ves, I will have to ask vou to put the question again. Coo 

Senator Kerr. If you would eliminate that reaction vou have got Mut 
to answering any question I ask as ‘‘No,”’ and listen to it, then we 
might not have to repeat it. |Laughter.| 

You said the second erouD ot tax-fr eC cooperatives consists of 
so-called cooperative financial institutions, and then you say th 
eroup includes certain ones. I asked vou if it might also includ 
mutual life insurance companies. 

Mr. Gianver. This group does not. 

Senator Kerr. Can vou tell me the difference between the struc- 
ture of a mutual life insurance company, for instance, and the mutual 
savings and Joan associations, or mutual savings banks, from the 
standpoint of participation by those that do business with it? 

Mr. Gianvrer. No, | éannot give that to you today, sir. 

Senator Tarr. The mutual life has always been taxed, and they 
always have been excluded from this. They are taxed just like other 
companies, practically. 

Mr. Guanper. Mutual savings banks, basing estimates upon Fed- 
eral Deposit Insurance Corporation figures, had tax-free earnings in 
1949 of some $460 million. 
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Savings and loan associations, basing estimates upon the annual 
report of the Home Loan Bank Board, had tax-free earnings in 1949 
of approximately $475 million. 

Credit unions, according to the Bureau of Labor Statistics, had 
tax-free earnings in 1949 in excess of $25 million. 

Production credit associations and national farm loan associations, 
according to figures contained in the Farm Credit Administration’s 
report, had tax-free earnings in 1949 of some $14 million. 

Altogether, it appears then that cooperative financial institutions 
are currently earning about $974 million, or almost a billion a vear, 
from their business activities on which no Federal income taxes are 
bet ung paid. At an effective rate of 50 percent, the Federal income 
tax would be $487,000,000 a vear. 

The third group of tax-escaping cooperatives to which I have 
referred consists of the mutual fire and casualty insurance companies. 
I have no specific data concerning these companies, but I have noted 
that testimony before the Ways and Means Committee of the House 
last March indicated 
that equal taxation of mutual 
minimum of $60,000,000 annually into 


[ also understand that the Treasury itself has made an estimate of 
$70,000,000 for this group. 

Senator Kerr. How much better do you think the Treasury esti- 
mate there is than it is with reference to this group? 

Mr. GLaNnperR. | think it is much easier to make an estimate on 
these than it is on the agricultural ones. 

Senator Kerr. You are willing to accept the Treasury estimate 


on the fire 

Mr. GLanper. You have an entirely different thing, Senator. We 
know what the income is here. That is the problem in connection 
with the agricultural cooperatives, which is ascertaining what the 
income Is. 

Now, let us add up the tax loss from these several groups: 


> 


Farmers’, consumers’, and retailers’ cooperatl $321. 100. 000 


Cooperative financial institutions 187, 000, 000 
Mutual fire and casualty insurance compant 70, 000, O00 


Total 878. 100, 000 


Unlike Mr. Burgess’ estimates, I have not included any figures as 
to the Government-owned corporations, about which I make no 
estimate. 

Senator Tarr. Otherwise, your figures are somewhat higher in each 
case. ' 

Mr. Guanper. I think on my basis they are a little higher, but not 
too much difference, considering the method of approach. 

In other words, the revenue loss attributable to these exemptions 
is approaching a billion dollars a vear. 

Senator Kerr. Now, there is that delightful word “approaching 
again. It seems to me we should take it on the same basis as we did 
a while ago. 

Mr. Guanver. I would say the child has grown a littie bit. 
Right hundred and seventy-eight million one hundred thousand dollars 
does approach a, billion. 


86141—51 
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Senator Kerr. All right. 

Mr. Granper. There is another aspect of this matter that needs 
to be emphasized. It is the tremendous opportunity that income-tax 
exemptions now afford by way of stimulus to growth. That is amply 
illustrated by farmers’ cooperatives. They no longer consist entirely 
of small groups of individuals seeking to protect their bargaining 
position by group action. Some of them, in size, in function and in 
integrated activity, constitute the most complex kind of business 
structure. The Tax Institute recently pointed out that a large part 
of the business of farm cooperative is done by the large centralized 
and federated cooperatives. According to the Department of Agri- 
culture’s 1947-48 survey, a large percentage of the volume of business 
done is accounted for by some 656 large-scale associations which oper- 
ate on a regional or even a Nation-wide basis. 

Moreover, the rapidity of tax-free growth of cooperatives is remark- 
able. Consider credit unions, for example. There is little doubt 
that tax exemptions will permit them to expand rapidly into multi- 
million-dollar businesses. Already they are in competition with tax- 
paying commercial institutions in the financial field. 

In 1925, according to the Bureau of Labor Statistics, there were 
approximately 419 credit unions in this country. In 1948, there 
were 9,329. About half of them were chartered under Federal law 
and half were State-chartered. Credit union loans increased from 
$20,100,000 

Senator Mriirkrn. May I ask, are they chartered as corporations? 

Mr. GLanpeEr. Yes, sir, they are set up with a corporate structure 
Credit union loans increased from $20,100,000 in 1925 to $633,544,208 
in 1948; and the aggregate assets of credit unions in 1948 were just 
under three-quarters of a billion dollars, passing that mark in 1949. 

In my own State of Ohio, during the 5-year period from 1945 through 
1949, the assets of State-chartered credit unions more than doubled, 
while net profits increased over five and one-half times. Sooner or 
iater our taxpaying banks and credit institutions will face the conse- 
quences of this governmentally subsidized competition. And in my 
sincere opinion, the time to remove this mantle of tax immunity is 
now. 

Thus far I have not discussed the argumentative devices by which 
tax-exempt cooperatives have sought to be differentiated from tax- 
paying business enterprises. Of course, I have heard all about such 
terms as “nonprofit,” “net margins,” “‘agency relationship,” “‘patron- 
age dividends,” “‘contractual obligations,’’ “rebates,’”’ and all the 
rest. I dismiss these terms because I regard them as the implements 
of sophistry. 

Senator Kerr. Now, then, in order that I might understand that, 
you say you know all about the term “contractual obligations.” 
Would you explain'to the committee what that means? 

Mr. Guanper. That has reference to this prior contract which is 
made by a cooperative and its members, which may be in the bylaws 
it may be in the constitution, it may be an actual contract, but it is 
that prior contract which is always referred to as the basis for ex- 
empting patronage dividends. You remember the word ‘“contract”’ 
has been used. 

Senator Kerr. Yes. 


Mi 
rebut 
ury a 
some 
tion | 

Sel 
Chie: 

Mi 
but | 
ough 
corre 

Se 
thing 
cred 

M 
to su 

Ki 
as su 

Se 
to ta 

Tl 
cor p 
the 1 

F< 
age 
to tl 

Lt 

It 
in tk 
bill 1 
with 
as 1D 

T 
relat 
cont 
Micl 
legal 

TP 
sell t 
main 
to fir 
proce 
sale « 


+" 


SI 
Who 


good 

Ss 
L ca 
ques 
is; t 
farn 
roo 

N 
I do 





REVENUE ACT OF 1951 1367 


Mr. GLANDER. Indeed these arguments have been completely 
rebutted by authorities in the tax field, and by the staffs of the Treas- 
ury and the Joint Committee on Internal Revenue Taxation, to which 
some reference was made this morning. I cannot resist the tempta- 
tion to say——— 

Senator Tarr. You have read these reports in places other than the 
Chicago Tribune? 

Mr. Guanper. I read those reports in the Columbus newspapers, 
but I cannot resist making the statement that there is one thing you 
ought to at least give the Chicago Tribune credit for, and that is for 
correctly reporting what the Treasury said. 

Senator Kerr. I want to say that if they correctly reported any- 
thing, I would be so shocked that I would be unable to give them 
credit. [Laughter.] 

Mr. Gianver. Well, at any rate, there is adequate legal authority 
to support each one of the following propositions: : 

First, that cooperatives are corporations. 
as such. 

Second, the Congress does have full power under the Constitution 
to tax cooperatives as any other corporate entity. 

Third, the so-called net margins of cooperatives are nevertheless 
corporate income against which Congress has the power to levy 
the income tax. 

Fourth, the fact that cooperatives are obligated to provide patron- 
age dividends does not alter the fact that net margins are income 
to them. 

I think this illustration was used before this committee: 

It has been argued that a cooperative is an agent for its members 
in the same sense that if a man sends a boy to the store with a dollar 
bill to buy a 90-cent item of merchandise for him, and the boy returns 
with the item and 10 cents in change, the 10 cents cannot be construed 
as income. 
ew This argument as applied to cooperatives is ridiculous. The 
relationship between the cooperatives and their members does not 
contain the legal incidents of agency. Magill and Merrill, in the 
Michigan Law Review article I have cited, quote Mechem, who is a 
legal authority on the law of agency, in these words: 


They are organized 


The essence of agency to sell is the delivery of the goods to a person who is to 
sell them, not as his own property but as the property of the principal, who re- 
mains the owner of the goods and who therefore has the right to control the sale 
to fix the price and terms, to recall the goods, and to demand and receive their 
proceeds when sold * * * but who has no right to a price for them before 
sale or unless sold by the agent. 


Similarly, Mechem describes an agency to buy as depending on 


Who is to determine of whom, where and to what extent, upon what terms, the 
goods to be supplied are to be procured. 

Senator Tarr. What difference does all that make, Mr. Glander? 
[ cannot see the point. The question of whether we want to—the 
question of what is a cooperative, I think we know what a cooperative 
is; the general policy has been approved, the idea of getting a group of 
farmers together, and letting them act as one in disposing of their 
goods. 

Now, whether they are agents or not agents, or what else they are, 
I do not see what difference it makes. 


Te ENT reer ee 
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Mr. Gianper. Let me answer that question, and I think tha 
question goes to the heart of the whole problem. 

Senator Tarr. I think your argument is that we do not want toe hay. 
cooperatives. There isno argument 

Mr. GLANbER. No. 

Senator Tarr. It seems to me that is the logical result of you 
conclusion. 

Mr. GLAnper. Requiring a corporation to pay taxes does not meat 
that you are arguing that that corporation should not be permitted t 
exist, 

Senator Tarr. But vou are saying it is not a group of farmers actin: 
together, but a corporation. 

Mr. Guanper. It isnot; it isa corporation. 

Senator Tarr. I say, we have approved a different policy, and every 
Congress has approved a different policy of saying that this is not 
separate corporation. It is, in effect, permitting a certain number ¢ 
farmers to act together as a unit to sell their goods. 

Mr. Gtanper. Congress has approved 

Senator Tarr. So they might get better terms for their sales thar 
if they acted sepatately. 

Mr. Guanper. That is right. 

Senator Tarr. That is the concept. It is entirely an independent 
agency ; and it is not an agency, it is something entirely different from 
the relation of the corporation stockholders, or the relation of a cor 
poration and its ordinary patrons, or the relation of an agent and a 
principal; it is something different. I do not see any sense in arguing 
whether or not it is or is not an agency. 

Mr. GLanperR. But that argument is advanced by a cooperative as 
one of the reasons why they are not subject to the corporate incom 


tax, just as they also use the collateral argument that it is a rebate or 


price adjustment. 

Senator Tarr. But Congress savs they are not subject. That is 
why they are not subject to the tax. 

Mr. Guanper. Oh, no. Senator, may I sav you expressed this 
morning the view that some of these unallocated reserves of coop 
eratives which are not paid out in cash should be or may be subje: 
to taxation. 

Senator Tarr. Might be; I did not express that view. 

Mir. GLANDER. You raised the suggestion. 

Senator Tarr. It seems to me that some of the cooperatives seem 
to be willing to pay on unallocated reserves. 

Mr. Guanprer. There is only theory. If you do not adopt the 
ordinary cooperative’s view, there would be no theory for taxing thos: 
except for the fact that the incidence of the corporate tax is upon 
income earned in the corporate form. 

Senator Tarr. No; that is not so. The tax would be based on 
theory that anvbody who accumulates a reserve in cash ought to pay) 
on the reserve. That has been argued before. It was argued with 
these other things, and I do not think this agency—I do not want to 
interrupt vou, but I think you are wasting your time. 

Mr. Guanper. I only was answering the argument. If you prefer, 
I will go on. 

Senator Mintiikin. I am interested in the argument. 
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Mr. GLanpeER. At any rate, to the extent that the cooperatives 
make use of the agency argument 

Senator Mitiikin. Your point is, is it not, that you are trving to 
establish an identity at 

Mr. GLianperR. That is right. 

Senator MILLIKIN (continuing). Between a business that does busi- 
ness as a corporation 

Mr. GuanpDeR. That is right. 

Senator MILLIKIN (continuing). And has certain tax obligations, 
and the cooperatives which do business as a corporation, and you are 
trying to establish an identity from which you argue if one pays 
taxes : 

Mr. Guanper. That is right. 

Senator MILLIKIN (continuing). The other should pay taxes. 

Mr. Gianper. That is right. , 

Senator MiLuikin. Now you are discussing those arguments which 
are advanced to show why the cooperative should not pay taxes. 

Mr. Gianper. That is right. 

Senator MILLIKIN. Is that not correct? 

Mr. GLANvER. That is exactly what I am trying to do 

Senator Mintitikin. As Senator Taft points out, they do not pay 
taxes because we have granted them certain exemptions. The 
question now is whether the exemptions should be continued. 

Mr. Gianper. That is right. 

Senator Mintiikin. Therefore, it seems to me what you are offering 
is entirely relevant to the discussion, without evidencing any expres- 
sion of approval or disapproval. 

Mr. GLranper. That is right. 

May I say that we must remember that cooperatives get a far 
greater exemption than you will find in the statutes. Remember, 
the Treasury has gone a long way beyond section 101 with respect to 
these exemptions, because in order to qualify under 101, a cooperative 
must pay patronage dividends on an equal basis to nonmembers, 
just as they do to members, and if I may answer one of the questions 
that was put this morning, | suspect that one of the reasons why 
cooperatives moved from the exempt form under 101 to the nonexempt 
basis, is that they can pay dividends to members and not nonmembers, 
and come out better in view of the Treasury exemptions, 

But, at any rate 

Senator MiL_ikin. So far as this last definition by Mechem is 
concerned, your point, I take it, is concerned with the fact that 
cooperatives, as such, as principals, earn the taxable income, earn the 
income, and therefore should be taxed; that is your point, is it not? 

Mr. GLanper. That is exactly my point 

Senator Mititikin. The cooperative’s argument is that the coop- 
erative is not a principal; that it is simply an agent of the member, 
Is that not correct? 

Mr. GLanper. That is exactly right. 

Senator Mitiikin. All right. 

Mr. GLANDER. If you take the method by which net margins are 
computed, you will see that they are computed exactly like the profits 
of a corporation which are made av: sa ible for div idends. 

You take your gross receipts in the case of a cooperative, and it 
includes the payments that are made by coi al at these tentative 
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prices, and then you deduct a number of items, such as the cost o/ 
goods sold, which, I think, include the payments to members at 
tentative prices, the marketing or purchasing cost, the manufacturin: 
and processing cost, the administration and the general expenses, anc 
reserves, and after you get those deductions made, if there is anything 
left it is the difference which is available for patronage dividends, an 
that is exactly the way the profits of a corporation are computed. 

How. you can say that one is anagency or one represents a rebate 01 
one represents something else, and that that is different from a private 
corporation is to me a distinction which I have not been able to make 

Senator Tarr. It seems to me a very clear distinction; one is a 
cooperative and one is a private company. 

Mr. GLianper. But they are both corporations. 

Senator Tarr. That does not make any difference. 

Mr. GLANpDER. But the incidence of the corporate income tax— 

Senator Tarr. They are not principal and agent, nor is the relation 
ship of the corporation to a stockholder the ordinary relationship; it 
is a cooperative which has a different relationship, and from whic! 
you cannot argue one way or the other, it seems to me—— 

Mr. Guanpver. That is right. 

Senator Tarr (continuing). Except on the nature of the business, 
the nature of the cooperative. 

Mr. GLaNnpDER. May I ask, Senator, whether your question is one 
of the legal relationship or one of policy? I have difficulty in answering 
your question unless I know. 

Senator Tarr. I think it is all one of policy, the substance of what 
the nature of the cooperative is. 

Mr. Guanper. If it is one of policy, I have no reason for making 
a legal argument. 

Senator Tarr. But it is not an ordinary corporation of stockholders 
it is something different from that. Now, how different it is, perhaps 
why is it a cooperative? Whether you shall tax it depends on what it 
is, not that it is an agency, nor if there is any argument I can see that 
it must be taxed just like a private corporation; that is what you 
claim, but I say I do not see why it should be. 

Mr. Guanper. I| think you will agree with me on one thing, but for 
those arguments the Treasury would have.to tax now the reserves, 
unallocated reserves. 

Senator Tarr. What? They do tax the unallocated reserves. 

Senator Wituiams. No. 

Senator Tarr. Of nonexempt cooperatives. 

Senator Kerr. Nonexempt cooperatives. 

Mr. GuanpErR. They would have to tax the patronage dividends 
I misstated what I meant, but for such arguments as a matter o! 
law now—there is nothing in the statutes that justify it except thes: 
arguments, such as the agent-principal relationship, or the rebat 
idea or the price adjustment theory. 

Senator Tarr. The price adjustment theory is the theory. I thin! 
that is clear. 

Mr. Guanver. The price adjustment theory is one that you cannot 
press too far—— 

Senator Tarr. That is the theory they went on in the Ford case 

Mr. Guanper. I think that is a different matter. That applied to 
specific transactions. 
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Senator Tarr. So does this. 

Mr. GLaNnvDER. No; it does not. You may have a member with 
whom the cooperative’s transactions were a total loss. He may 
get a patronage dividend if the aggregate of the transactions showed 
a profit. 

Senator Tarr. Well, the Ford cars were not different. Maybe he 
made a profit on some and not on others. Maybe he shipped in one 
place and absorbed the freight, and did not absorb it any place else. 
I do not think that was the basis of the Ford case, that thev had made a 
profit on that particular car. ’ 

Mr. Guianper. That was a flat rebate. 

Senator Tarr. Maybe the Ford Co. did not make any profits at all. 

Mr. Guianper. That is right; that is the point. 

Senator Tarr. It was based on volume of business. 

Mr. Guanper. That is where it is different; that is a true rebate, 
and any corporation can do that, sir. 

Senator Tarr. This is not a true rebate; it is a percentage of profits 
that you make that goes back to the 

Mr. Guanper. That is the fundamental difference you have, sir, 
and I cannot agree with the Senator on that. 

Senator Tarr. I cannot see any reason why it is not an adjustment 
in the case where it is paid in cash at the current time within a year 
when you can find out what the profits are. I 
argument on the other question, of course. 

Senator Minirkin. Ford hung his rebate on whether he made a 
profit. The legal situation would be exactly the same had he said, 
“T will give you a rebate if the groundhog shows on groundhog day.” 

Mr. GuanpeEr. That is right. 


think there is an 


Senator Mriurkin. The situation would have been exactly the same, 
legally. 

Mr. Gianper. But the idea of making payments of profits is 
something different. 

Senator Tarr. But if he had said, “If I make a profit of a million 


dollars a year I will pay $50”’ 

Mr. Gianper. No; I do not think it was the same because he was 
obligated to pay a rebate whether or not he made a profit, and that 
was the difference. 

Senator Tarr. I do not think it is different. The Ford case would 
be the same as if I said, “If I sell 300,000 cars a year, or if 1 make a 
million cars a year’’—he figured it the same way, he figured if he could 
make 300,000 cars, he could afford to give you $50. That was obvi- 
ously the logic of the move. 

Mr. GuanpER. Well, sir, there are some cases that will support the 
view, if you would note them. 

I call attention to the Cleveland Shopping News case, Cleveland 
Shopping v. Rontzahn (89 Fed. (2d) 902), which was decided in the 
Sixth Circuit in 1937. 

There you had a case where a newspaper company whose stock 
was owned by the advertisers, contractually agreed to return the bal- 
alce of payments in excess of cost to the advertiser-stockholder in 
proportion to the amount of business transacted, that is, in proportion 
to the amount of their contributions to the advertising fund; and that 
was held not deductible as a rebate, but taxable as a distribution of 
the profits. 
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The National Carbide case is another good example bearing a little 
more on the agency argument. That is 336 U.S. 422, and was decided 
in 1949 by the United States Supreme Court. 

There you had a corporation owning a number of subsidiaries, 
and they had a preliminary contract with those subsidiaries, whereby 
the subsidiaries were obligated to assign and turn over to the parent 
corporation all profits in excess of 6 percent of their capital to the par- 
ent corporation. 

Nevertheless, the court held that the subsidiaries were taxable 
on their full income, and incidentally, the parent had pretty full con- 
trol of the subsidiaries in that particular case. 

Senator Miiuikin. Let me ask you if this is true: Were we recon- 


sidering this question of policy, the cooperative says the relations of 


the members to the corporate cooperative are such that the tax inci- 
dent does not follow— 

Mr. Guanper. That is their contention. 

Senator MILurkIn (continuing). In the case of the stockholder and 
the normal corporation? 

Mr. Guanper. That is right. 

Senator Mriurkin. Correct? So, you are devoting yourself to 
establishing that the relationship between the member and the cor- 
porate cooperative is not in fact such as to destroy legally the tax 
incident. 

Mr. Guanper. That is my position; that is right. 

Senator Mriiikrn. No. 1. 

Mr. Guanper. Taxation of corporate income in no case that | 
know of has been made dependent on how the income is distributed. 

Senator Mrixirkrin. I just want to find out if that is the real issue 

far as the comparison and analogy, if there be one, between the 
members of the cooperative, a corporate cooperative, and the members 
of a regular corporation of stockholders—whether that is the line 
there where we see the field of battle. 

Mr. Gianper. That is exactly what this committee has to resolve 
on the legal question, and you will have to do that even if you do as 
Senator Taft suggests: still exempt the cash payments. 

Senator Mriuikin. Yes. 

Mr. GLanper. But tax those particular book entries which are not 
paid out. 

Senator Mriiikixn. Now, as a matter of policy, so far as it concerns 
this committee and the Congress, assuming that your points were 
all good—just assume it, the question would then be whether th 
cooperatives, as they exist, serve in some way the public interest 
sufficiently to warrant a continuance of the present policy. 

Mr. GLanperR. That is exactly correct. 

Senator Miiurkrn. Is that not the issue at that point? 

Mr. Guanper. I will comment on that a little bit later here. 

Senator Tarr. I could give you some other citations, but I think 
probably most of these cases have been covered in the brief to which 
reference was made. 

Continuing my statement: 

If the person who is to supply them is to determine these matters, then, as 
stated in one case, “there is nothing characteristic of agency in this.” 
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By these tests, it is clear that the cooperative is not an agent for 
the sale or purchase of products for its members, and it has been so 
held. 

The truth of the matter is that cooperatives are in the business of 
producing gain, profit, or income; that such gain, profit or income is 
no diffe ‘rent from that produc e “«l by the ordins ary busine SS corporation ; 
that the cooperative is in fact an incorporate ‘d business organization 
just like any other corporation engaged in business; and that the 
members of cooperatives are no different than the shareholders of an 
ordinary corporation and in most instances are shareholders. 

A private corporation seeks to make a gain from its operations, 
which it calls a “net profit,’ and it distributes en gain in the form 
of “‘dividends.” A coopers ative seeks to make a gain from its opera- 
tions, which it calls a ‘net margin,” and it Setelvetes such gain in 
the form of “patronage dividends.’ In each ease, regardless of who 
gets what, there is a financial return to the corporate entity engaged 
in the business operation. There can be no valid reason why one 
entity should be taxed and the other not taxed. . 

Now, a word about this policy. Now that these conclusions have 
been accepted as legally sound, I probably should put in 

Senator Kerr. By whom? 

Mr. GLANDER. Most of the legal authorities who view this matter 
now, including the joint staff of the Treasury—there are those who 
argue that “public policy” supports continuation of tax exemption of 
cooperatives because of their importance to the economy. 

Senator Tarr. The joint staff of the Treasury does not recommend 
taxation of patronage dividends. 

Mr. Guanper. I do not know what they recommend. I am talking 
about the legal status. 

Senator Wituiams. In his testimony the other day, Mr. Snyder 
recommended, in principle, the amendment which is now pending 
before the committee. He did not recommend the technical language, 
but the principle. 

Senator Kerr. As being legally sound? 

Senator Wiiurams. No; not being a lawyer, I will not get into the 
quality of the legality of it. 

Senator Kerr. What I think is that the statements of the witness 
are assumed, and I am persuaded that the conclusions that he has 

eached from the assumed statements are about as assumed as the 
a atement upon which they are based, and that is the reason I am 
asking my question: By whom were they accepted as legally sound? 

Go ahead. 

Mr. Guanper. Now, a word about the policy. There are those who 
argue that public policy supports continuation of tax exemption of 
coope ratives because of their importance to the economy. 

This argument, I think, is based upon the obviously false assumption 
that any organization which is important to the economy should get a 
tax-free ride. Congress has already seen fit to tax certain income of 
religious and charitable organizations which, 1 need not remind you, 
are also exceedingly important to our society. Moreover, it goes 
without saying that our private, industrial, and commercial institu- 
tions that have adapted the discoveries of science to eve ve ay uses on 
the farms, in the factories, and in the homes of America are exceedingly 
important to our economic and social life. They have sematen pro- 
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duction and distribution of those things which people want and need 
even more than cooperatives have done; and, yet, they pay taxes. 
There are millions of investors in this country—widows, children, aged 
and retired persons—who are dependent upon these taxpaying institu- 
tions for their personal income, and they pay taxes on that also. 

This income gets taxed in the hands of the corporate concern and it 
gets taxed in their own hands, and yet they are supporting the free- 
enterprise system in this country, and I say the tax exemption for 
cooperatives is, especially in the 1950 decade, tax discrimination 
against it. 

Senator Kerr, I think this morning you made some reference or asked 
& Witness a question about how States may treat cooperatives, or per- 
haps it was one other. 

Out in our State of Ohio we now tax cooperatives like any other form 
of business organization. 


Four years ago we enacted legislation to remove the last vestige of 


tax exemption previously granted to them. 

Senator Kerr. How many States do that? 

Mr. Guanper. I do not know, except Ohio. 

Senator WiiiraAMs. North Carolina passed legislation last year. 

Senator Kerr. | think North Carolina does it, not with reference 
to the amounts that were distributed in patronage refunds but with 
reference to the retained 

Senator WiuuiiaMs. | do not know what it was. 

Senator Tarr. That question does not arise in Ohio; does it? 

Mr. Guanpver. Prior to the amendment I mentioned here, coopera- 
tives were charged an annual $10 fee in lieu of all franchise or license 
taxes. 

[ appeared before the taxation committees of our general assembly, 
as tax commissioner, in support of a bill to subject cooperatives to our 
corporation-franchise tax on the same basis as private corporations 
for profit. 

That bill was enacted by the General Assembly. 

Senator Tarr. I mean there is no corporation-income tax in Ohio: 
so, the question does not arise. 

Mr. Guanper. We do not have an income-tax question. 

Senator Tarr. That is right. It does not arise with reference to 
net income. 

Mr. Gianper. Right. But they did have tax exemption, though, 
from other taxes. 

Senator Tarr. Yes: that is right. 

Senator Kerr. They do not pay an income tax in Ohio? 

Mr. Guanper. We do not have an income tax in Ohio. 

Senator Tarr. The occasion does not arise to determine what is 
net income, as to whether it is patronage dividends or not. 

Mr. Guanper. No; we have not 

Senator Kerr. The reason I asked this morning if there was a 
State in the Union that taxed income from cooperatives 

Mr.GuanpeEr. I see; I misunderstood. 

Now, the supreme court in our State in property-tax matters has 
refused to be sidetracked by terminology and has taken a view which 
is pertinent by way of analogy here. Just because a corporation 1s 
organized not for profit, or is ‘called a nonprofit corporation, provides 
no immunity from taxation. 
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Senator MiLuikin. Have you passed from the question of policy? 
Mr. GLAnpDER. Yes. 
Senator Mituikin. Had you finished your discussion on that? 

Mr. GLANDER. I was just about to close on that. 

Senator Minuikin. I would like to ask you a question or two on 
that subject. I think that the cooperatives could produce at least 
earlier history where the farmer had been badly gouged 

Mr. Guanper. I think that is right. , . 

Senator MILirkin (continuing). By private enterprises. I do not 
think there is any question but at the time that Congress went into 
the cooperative field and granted certain exemptions there had been 
a demonstrable history of gouging of the farmer; and the cooperative 
claims, as I understand it, that by permitting these tax exemptions 
they are in position to maintain a yardstick against gouging, and they 
are in position to control their prices for the things they buy and 
sell. From the standpoint of public policy, you do not believe that 
those arguments balance the tax exemption? 

Mr. Guianper. I do not know, sir; I think they are rationalizations. 

Senator WiiuiaMs. Of course, at the time Congress passed that 
and allowed the exemptions, corporation rates were about 2 percent. 

Mr. Guanber. That is right. 

Senator Wiiuiams. Whereas they are 

Mr. Guanper. Approaching 50 effectively. 

Senator WriiuiaMs. Forty-seven percent. I do not know what 
they will be next year. 

Mr. Guanper. They will be about 50 percent under the proposed 

bill. 

Senator Mixiuixrn. You claim that time has passed when the 
original causes were active and might have justified this particular 
public policy? 

Mr. GLtanper. That is my position on policy. 

Senator Miiuikin. You are saying those times have passed? 

Mr. Guanper. And I can say I feel that very sincerely. 

Senator Mriirkrin. You say, as Senator Williams points out, that 
with increasing taxes on corporations the unfairness of the discrimina- 
tion, if there be one, operates oppressively and unjustly on the private 
corporations? 

Mr. GuanperR. Yes, sir. 

Senator Miuuikr. Is that correct? 

Mr. Gianprer. That is my position. 

Now, just one thing more and Iam through. I did want to mention 
that the supreme court of our State in property-tax matters has 
taken the view, which is somewhat pertinent by way of analogy here, 
that just because you have a corporation which is organized not for 
profit—is called a nonprofit corporation—provides no immunity. 

Our court has held that when a nonprofit corporation enters the 
private competitive field for gain, profit, or income, even though no 
private persons share in that income, it forfeits its right to tax exemp- 
tion. That kind of tax policy promotes fair competition and equal 
treatment for all who do business under the protection of Government. 

They recently applied that doctrine to the American Jersey Cattle 
Club, which has a worth-while purpose, just as worthy, I think, as 
cooperatives. 
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Senator Tarr. It was also applied to the housing projects in Ohio J ciate 
owned by public corporations. com] 

The Supreme Court of Ohio has gone farther in removing tax- 
exemption than any other court in the United States. 

Mr. Guanper. That is right. retal 

Senator Tarr. That is applying our constitution. W 

Mr. Guanper. That is right. sand 

Senator Miuurkin. I regret that I could not be here; so, I did noi J capa 
hear the earlier part of your statement. Therefore, I would like to that 
ask you this: Have vou drawn any distinction between the tax-exempt — | a 
and the non-tax-exempt cooperatives so far as vour condemnations a tion 
concerned? 1 gres 

Mr. Guanpver. No, sir. ~ N 

Senator Miiirkrin. In vour mind they are both equally | cop’ 

Mr. GLANDER. Yes, sir reac 

Senator Miriuikin. Both of them represent an unfair tax discrin S 
ination rect 

Mr. GLANpDER. That is my position. \ 

Senator MiLurkin (continuing). Against the regular business of a | rec 
corporation, 

Mr. Guanper. And unnecessary; I do not think it is a necessar) 
break for them now. 

lam ¢onfident that the great majority of the citizens and voters o! 
this country, the men and women in every State who built and oy 
our great industrial svstem, who are expected to keep alive the great 
free-enterprise System, and who are paving taxes to preserve it 
believe that cooperatives should be taxed now; and I have never 
heard a single person in all my 6 vears of public experience as tax 
commissioner, ais was not connected with a cooperative, who took 
any other position 

They say to you in all earnestness right now that no additional tax 
should be heaped upon the backs of those now bearing the alread 
crushing tax burden in this country until those now escaping taxatio! 
are required to bear their fair share of that burden. 

That is the end of my statement. 

Senator Byrp. Thank vou very much. 

Mr. Guanper. Thank you, sir. 

Senator Byrp. The Chair is informed that Mr. Donald Lloy 
representing the Cooperative Food Distributors of America, has 
catch a plane, and the Chair does not wish to invonvenience the othe: 
two witnesses, but we would like to put Mr. Lloyd on, have hii 
testify now. He will not exceed 15 minutes. Is that understood 
Mr. Lloyd? 

Mr. Luoyp. Yes, sir. 

Senator Byrp. You may proceed. 

Senator Kerr. Who is this, Mr. Chairman? 

Senator Byrp. Mr. Donald P. Lloyd, of the Cooperative Food 
Distributors of America. 


STATEMENT OF DONALD P. LLOYD, COOPERATIVE FOOD DIs- 
TRIBUTORS OF AMERICA 


Mr. Luoyp. Mr. Chairman and members of the committee, as has 
been indicated, my name is Lloyd. I am the manager of the Asso- 
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ciated Food Stores, Inc., which is a retailer-owned wholesale grocery 
company, located in Salt Lake City, Utah. 

My company is also a member of the C ooperative Food Distributors 
of America, Chicago, Ill., which is the national trade association of 
retailer-ow ned wholesale grocers. 

We represent the interest of 24,000 retail stores employing thou- 
sands of people in every State of the United States. It is in my 


capacity as a representative of the Cooperative Food Distributors 
that I appear before you today. 


To the best of my knowledge this is the first time that our organiza- 
tions or our part of the food industry has appeared before any con- 
gressional committee to e xplain our position on this question. 

Now, in the interest of time, | am going to vary from the prepared 
copy of my testimony—it may be a little difficult for those who are 
reading to follow me. 

Senator Byrp. You desire your full statement inserted in the 
record? 

Mr. Luoyp. I would like to have the full statement inserted in the 
record. 

Senator Byrp. You may do so. 

Mr. Luoyp. It has been a fundamental concept of the American 
economy that the small-business man is our basic economic unit; 
that if he disappears into the maw of the giant corporations, we will 
be well on our way toward a socialistic or Fascist state. 

I do not pretend to be an economist. [am simply a grocery man, 
but I do know that the Congress of the United States has passed 
numerous pieces of legislation to try to assure the continuing inde- 
pendence of the small-business man. 

We, in the grocery business are grateful for such legislation, but at 
the same time we feel that the old axiom that God helps those who 
help themselves is as true in our line of business as in any other. 

It is in line with that theory that the entire retailer-owned wholesale 
movement in the food business had its origin nearly 50 years 
this country. 

The retail grocer at that time was unable to purchase merchandise 
at prices which would enable him to retail and become competitive 
with the chain stores of that day. 

The wholesale grocers wefe then operating with a high cost of doing 
business and high mark-up$, which varied according to the customers 
that they sold to. 

The average retailer paid the higher price, while those who had sub- 
stantial volume received lower prices in many cases; the chain organi- 
zations in particular received more favorable consideration. 

Wholesale grocers at that time catered to the chains with special 
concessions; that was before manufacturers had recognized chains as 
direct buyers. Now, in order to meet this competition, individual re- 
tailers banded together. They grouped their resources, they bought 
merchandise direct from manufacturers, but in most instances manu- 
facturers refused to sell to them. 

Wholesale grocers prevailed upon manufacturers not to recognize as 
direct buyers these new re ‘tail concerns. These wholesalers were 
successful until such time as the retail groups became strong enough 
to demand recognition. 
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Short-sighted wholesalers discriminated against the smaller retailers 
eventually, however, they found themselves weakened and discontiny- 
ing business in many cases because of these policies. 

Cooperating retailers continued to expand; continued to increase 
volume; began to get am increasing share of the market. 

They developed new stores; supermarkets came into being the: 
All the advantages of quantity buying became available to the aye: 
age retailer who became a part of these retailer-owned wholesale o; 
ganizations. 

The problem of the independent was simply one of self-preservatio: 

He had one of a few choices: Either to go out of business entire], 
have his business curtailed so that he could not make a living out of it, 
or seek some cooperative endeavor with other merchants so as to be 
a position to buy quantities of merchandise through one distributii 
unit on an equal basis with all retailers and thus meet competition. 

The retailer-owned wholesale grocery companies have grown and 
developed because they have been efficient. In most cases they ar: 
operating in modern warehouses, using the best in handling equipment 
rendering different forms of services, and working closely with manu- 
facturers of food products, who like the distribution that is offered to 
them by these retailer-owned grocery companies. 

The primary reason for the continued existence of retailer-owned 
wholesale warehouses is to keep the small-business man in business 

They are organized to help preserve small business and make mer 
chandies available on the same cost basis to all merchants 
large. 

It is the spirit of equality in competition for the small independent 
that is the basis and justification for the existing retailer-owned whol: 
sale warehouse. 

Now, with this general historical background in mind, I think the 
committee may be interested in exactly how one of these retailer- 
owned wholesale grocers operates and how it came into existence 

Our company started in the State of Utah 11 years ago. At that 
time large direct buyers in the retail food business, including th: 
national chains, had the individual smaller merchants of our area o 
the run. - 


small o 


These individuals were buying from our local proprietary grocers 
at prices that made it impossible for them to compete with the direct 
buyers. 

They tried various plans of group buying with little or no success 
What they saved on purchases of one item was often lost on over 
charges on other items and, besides that, they found by comparing 
invoices that they were usually charged whatever the traffic would 
bear. 

Merchants of comparable size were paying as much as 10-percent 
difference on their purchases of the same item in the same quantits 
on the same day. 

Senator Byrp. I am sorry, we will have to recess to go to the floor 
for a few minutes. 

(A brief recess was taken.) 

Senator Byrp. Go ahead. 

Mr. Luoyp. Mr. Chairman, I was discussing the organization of 
our retailer-owned wholesale house in Utah which was organized 11 
years ago, and I was talking about how merchants of comparable 
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size were paying as much as 10-percent difference on their purchases 
of the same item in the same quantity on the same day. 

I know that because I sat in on numerous meetings where invoices 
were compared. That was how the wholesale grocery business was 
done in Utah before those independent merchants finally decided 
that if they were ever going to compete with the direct buye ‘rs they 
would have to go into the wholesale grocery business for themselves, 
and that is exac tly what we did. 

We organized a retailer-owned wholesale grocery company. We 
invited every good retail food merchant in our area to join with us in 
establishing a wholesale grocery company operated without profit, 
and at the lowest cost of doing business that we could possibly attain. 

We started small, and it took us several years to become firmly 
established, but from the very beginning of our operations we made 
and kept our member stores competitive on their buying 
with the larger operators in the field. 

Each member of our firm owns one share of stock. All the stock is 
owned by active retail merchants. e lease and operate a modern, 
streamlined, mechanized warehouse in Salt Lake today. 

With the cooperation of the members we have been able to keep 
our costs down to a minimum. ‘The savings accomplished by this 
kind of operation have been passed on to our members, thus enabling 
them to meet their toughest competition and, in turn, to pass the 
savings on to the consumer. 

Then after we became established in Utah, a group of individual 
merchants in southern Idaho asked for our help in establishing a 
similar organization there. That was in 1945. 

These Idaho merchants were faced with exactly the same proposi- 
tion we had had at the outset in Utah. They were gradually being 
crowded out of the grocery business by the large direct buyers, includ- 
ing the chains. 

We invited them to join with us as part of our organization, and a 
branch house was established in Pocatello, Idaho, to serve the members 
there. 

Today these Idaho merchants own their groceries at competitive 
prices, and they are now competing on an equal footing with the 
direct buyers. 

Then again last year we repeated this experience in still another area. 
Western Montana was one of the few remaining markets in the 
country without a retailer-owned wholesale grocery company. Whole- 
sale grocery margins were high, and it was impossible for the rank and 
file of the trade to pay these mark-ups and stay in business. 

Then a group of these retailers appealed to us for help and today 
we have a well-operated, efficient wholesale house in Helena, 100 
percent owned and operated by the retailers; and today those retailers 
are meeting the competition of the largest operators in that State. 

I feel sure that this same story could be told of the development 
of the retailer-owned movement in each of the 117 areas where 
Cooperative Food Distributors of America has member houses. 

From this description you can see that we perform exactly the same 
function as any wholesale grocer, with one exception ; this exception is 
that we are not in business to make a corporate profit in our whole- 
saling function. We are in business to give the benefit of mass pur- 
chasing power to our individual ratailer members and the consuming 
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public. This is our method of guarante 
the independent srocer to remain in by 
giant of the food industry, 
effort. 


The farmer has a larger competitive market in Which he can gel] thi 
product of his toils. Labor gains jn fruitful employment. Smal] 
business js preserved, and the consuming public gets the benefit of 
efficient distribution in the form of lower prices, and we are obligated 
fo return income over and above actual operating costs to our 
members. 


Our bylaws provide that all moneys received over and 
ating costs shall be set down as a |j 
payable to all members based upon the Percentage of purchases. 

You will see from this thar on our saies to members we 
taxable income because we ; 


make no 
are obligated to return overcharges to the 
membership each year, 


eing an equal Opportunity to 
isiness side by side With the 


Everyone benefits by this cooperatiy; 


patron 


above Oper- 


ability of the corporation due and 


Under these circumstances. jt is difficult for 
our method of doing business is sub 

Senator Kerr. Do you return 
each year? 

Mr. Luoyp, | have 
if I may, 

Senator Kerr. All right. 

Senator Wittiams, Are you classified as fax-exempt or non-tay. 
exempt? 

Mr. Luoyp, We do not operate under section 101. 

Senator Witurams. That is what | mean 

senator Tarr. You are not tax-exempt? 

Mr. Luoyp. No. 

Senator Wiiiiams. Yes. 

Mr. Luoyp, The members of the 
of America are not 


us to understand w] 
ject to question, 
those Overages, Overchar 


L\ 


fes in ( ash 


@ comment on that just a little later, Senator. 


Cooperative Food Distributors 
tax-exempt cooperatives 
(12) of the Internal Revenue Code. 

We bave no tax exemption. We pay a Federal income tax on net 
corporate income Just as everyone else does. 

But insofar as overchar concerned. 
retailer-owned Wholesaler js simply a means by which those mon, 
‘re returned to the retailer members, 

Senator Kerr. J have # question there: A 
structure of the so-called investment trusts? 

Mr. Luoyp, No. sir, 

Senator Kerr. Whereby they 
vehicle to buy investments 
through their hands right 
furnish the money 
ment company? 


Mr. Luoyp: I am sorry, | 


as defined in section 10) 


res on sales tO members are 


re you familiar with {| 


operate as a general agent or o ne! 


ch pi 
hands of thos. vho 


‘ 


for members and receive profits whi 
on through to the 
Pass on directly without any lax to the invest 


um not familiar with that Operation, 
Senator Kerr. You are not familiar with that operation? 
Senator VW ILLiaMs. I think it is required in 
money be Passed on through: is if not? 
Senator Kerr. Yes: ] think so, 
Senator WILLIAMs. Yes. 
Mr. Luoyp. Let us emphasize this point, that the 
retailer’s share of these moneys is taxable to that 
be treated as such by him. 
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Senator Tarr. Assuming he makes a profit; is that not so? 

Mr. Luoyp. That is right. 

Senator Tarr. If he does not make a profit he is not taxed? 

Mr. Luoyp. That is right. 

Senator Tarr. It is not taxable separately as a dividend or anything 
like that. . 

Mr. Luoyp. No; it goes into his regular income. 

In addition to that, I think it is only proper to comment that to 
the extent that collective buying and efficient distribution results in 
lower prices and lower operating costs, the result is higher income to 
the patrons or lower prices to the consumers. These increased earn- 
ings to patrons enter into their taxable income. 

[ think that you gentlemen can see that what we try to do as 
cooperative wholesale grocers is to pass on the savings resulting from 
efficient operation to our retailer members. 

We buy our merchandise from normal sources. We estimate our 
cost of operation from time to time and our mark-ups are based on 
this estimate. We refund overcharges at the end of the vear to 
bring our operation down to the cost level, because it is the most 
expeditious and most businesslike way to operate for us. 

If patronage refunds are included as income of cooperative coopera- 
tions, and taxed as such, the almost inevitable effect of such action 
would be for us to eliminate or greatly curtail our operating margins 
on original sales. 

A situation of this kind would not be of our choosing. Speaking 
frankly, it would be difficult to make adjustment on individual sales; 
and just as frankly, we do not wish to operate on a dangerous, sense- 
less, price-cutting basis. 

There has been a proposal made by Senator Williams, who is a 
member of this committee, for a special cooperative tax classification. 

This proposal is made in 8. 892, and is proposed as an amendment to 
the first tax bill which comes to the Senate from the House. 

The measure involves a number of points, but the most important 
provisions of the proposed amendment, as far as we are concerned, pro- 
vides that a cooperative cannot exclude patronage rr funds paid or 
payable to its patron in computing the cooperatives’ net income for 
Federal tax purposes, unless during taxable years 

Senator Witutiams. May I interrupt vou at that point? You are 
somewhat in error, because that amendment does exclude from taxes 
those patronage dividends which would be paid in cash. 

Mr. Luoyp. Yes. I was just coming to that, Senator. I was say- 
ing that it does not exclude them unless during the taxable vear the 
cooperative dealt exclusively with its members, and the patronage 
refunds were paid in money exclusively not later than 60 days after 
the close of the taxable year, and there were no conditions, either 
precedent or subsequent, as to the application or use of such money 
by the members. 

Senator Wiiiiams. Yes. Well, vou say that those are the two 
major points in that amendment that you object to. Just how would 
that No. 1 restrict your operations? 

Mr. Luoyp. I think that is next in my presentation here, Senator. 

Senator WiiutAMs. All right. 

Mr. Luoyp. We are aware that Senator Williams is trying sincerely 
to remedy what he believes to be an inequity, but we cannot help but 
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feel that as far as we are concerned, his language is punitive in th 
extreme, and will not produce a substantial increase in revenue. 

With reference to the portion of Senator Williams’ bill which woul 
require the cooperative to deal exclusively with its members, we woul: 
like to respectfully point out to the Senator that we now pay incom 
taxes on profits from sales to nonmembers, so this proposal woul, 
produce no additional tax income from our type of operation. 

There are times when it is both expedient and necessary to sell to 
nonmembers because of certain pressures of the type of business which 
we operate. An example lies in the field of perishable commodities 
where it becomes necessary to sell to nonmembers in order to prevent 
spoilage. 

Senator Wiiu1aMs. I might point out to you that that same objec 
tion was raised by one or two other cooperatives. 

If you will notice this year’s amendment, it has been modified 
whereby a cooperative can define its own type of membership, and w 
have one large cooperative in the East which defines as a member an 
individual who makes a purchase from that cooperative, so it is broad 
enough to include and can include anyone that they do business with 
under the terms of that language, and it would not restrict them. 

In other words, you could put a similar definition under that amend- 
ment 

Mr. Luoyp. Yes, sir. 

Senator WiLLIAMs (continuing). And qualify under it. The on! 
thing is that it would provide that John Jones would get his propo: 
tionate part of the refund just the same as John Doe did over on th: 
other side. You would have to refund to all of them, but it would not 
restrict you. 

| think you would agree with me that a redefinition of your membe 
ship, if you have one that would not come under that classification, 
possible. 

Mr. Luoyp. Yes. 

Senator WituiAms. I know it was so intended at the time, beca) 
the amendment was drawn as best we could, with no intention o 
restricting a cooperative from being able to operate, and I recogni 
the problem that you would have, but I think the language of th 
amendment is such that it could be taken as providing for you und. 
the provisions of the amendment. 

Mr. Luoyp. Well, there is one angle there that would concern 
some. 

Mr. Raymonp R. Dickey. Senator, has your bill been amended 

Senator Wi_iiAMs. I am speaking of the amendment to the bill 

Mr. Dickry. Yes, sir; on the amendment to this bill. 

Senator WititiAMs. The amendment that applies to the bill befo 
us now requires a cooperative can set out its own definition o! 
member. 

Mr. Dickey. Section supplement 5, section 431 (a), I think 
(a) (26). 

Senator WituiAMs. May I see the bill that you have there? 

Mr. Dickey. Just the definition of a member here; is that the o1 
you are talking about, sir? 

Senator WiuuiAMs. It has been amended to take care of that 

Mr. Dickey. I see. 

Senator WituiAMs. Regardless of that. 
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Mr. Lioyp. That amendment would permit cooperatives—— 

Senator Wituiams. To define their type of membership. The 
original proposal, if I am not mistaken, was that a member had to be 
one who had a certain amount of money invested, and we tried to 
define it, but it would place a restriction upon it that you would have 
to refund to those people the amount of money earned on that. 

Mr. Luoyp. Yes. 

Senator Wituiams. Which J think they are entitled to. 

Mr. Luoyp. It would give us a financing problem that would be 
rather difficult, though, because today we do business with members 
and nonmembers. However, to become a member, a merchant must 
put up money for a share of stock. 

Senator Wixiuiams. | think, though—I mean, it is a matter of 
opinion, but it was my opinion that if you do business with a man 
you should refund to him, if vou are going to be a nonprofit organiza- 
tion, your profit, if you were to be a nonprofit organization in the 
true sense of the word; but if you are going to do business with a 
man, an individual, just the same as an individual in private industry 
and make money on him, vou should pay taxes. This amendment 
proposed if you are going to refund to the individual, if vou are going 
to be a nonprofit organization, that vou should distribute the profits 
to those from whom they were earned. 

Mr. Luoyp. Thank you 

The next part refers to the 60-day cash refund provision. I should 
like to give you an example of what this would mean to our particular 
business. 

Some vears back, when we necded a means of fina 
tions, our retailer members voted to accept their ov 
in the form of 5-year interest-bearing debentures 
been voted continuously by our retailer-members sinc: 
ment of our company in 1940. As these debentures 
we have paid them in full in cash, both principal an 

Senator Tarr. Where did vou get the money to pay 
distributed all profits, how did you have any mone: 

Mr. Luoyp. By holding the earnings in thes: 
years’ time until they accumulated to a point wher 
py them at the end of a o-Vvear period, 

Senator MiILLikIn. You established a sort of si 
care of those debentures? 

Mr. Luoyp. Yes, sir. 

Senator Tarr. I thought all the profits in the bu 
distributed, unless the y Were so voted, so wher 
money? 

Mr. Luoyp. The members have voted . 
rebates they received in the patronage certificate 
years from date, so we have the use of that money for 

Senator Tarr. | understand that. You have the 


} 


money. I still do not understand how you finally 
cannot pay them out of profits, because vou have 
profits; do vou not? Is that not what vou sald. 
Senator Witiiams. They are not distributing thi 
are, in realitv, doimg—the method unde: which you 
that you are 5 vears later distributing the profits. 


Mr. Luoyp. Yes, sir. 
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Senator Kerr. And you pay interest on the outstanding debentures 
out of the profit before the amount due the members is figured; do 
you not? 

Mr. Luoyp. That interest is part of our operating cost. 

Senator WituiAMs. And the individual members of your organiza- 
tion are paying the tax on something 5 years before they get it. 

Mr. Luoyp. That is right. 

Senator Kerr. So what it amounts to is that you are just using 

Mr. Luoyp. We are using their money 

Senator Kerr (continuing). The money of your member owners for 
a period of 5 years, and then you pay it to them, and in the meantime 
you have paid them the interest, and you charge that up to the 
operating cost? 

Mr. Luoyp. That is right, Senator. 

Senator Winiiams. You recognize that there is a possibility that 
with business risk being what it is you could operate for that 5 years 
and at the end of the 5 years you could go bankrupt, in which event 
you would not be able to pay off. 

Mr. Luoyp. I suppose that would be a possibility. 

Senator Wituiams. It is possible. I do not mean any reflection, 
but it is possible, and, of course, then it would 

Mr. Luoyp. Of course, our members voluntarily do this. They are 
willing to assume this risk. 

Senator Wititrams. But it would be a case where they would hav: 
paid taxes over a period of 5 years 

Mr. Luoyp. We feel that we save them much more than enough to 
pay their taxes; otherwise our business just simply would not be 
justified. 

Senator WriuiAMs. What percentage of your earnings do you 
refund in cash, and what percentage do you refund in this scrip? 

Mr. Luoyp. All of the overcharges have been declared as due and 
payable at the close of each taxable year, and they have been paid to 
the members as 5-year debentures. 

Senator WittiAms. In other words, it has all been in scrip? 

Mr. Luoyp. That is right. 

Senator Tarr. You say “our bylaws,” and that is what bothered 
me. You must pay the debentures in 1 year out of the profits made 
5 years later, but you do not shi ave to pay out at that time, becaus 
you take debentures for them? 

Mr. Luoyp. That is right. 

Senator Tarr. And above all operating costs that should be set 
down as a liability of the corporation due and payable to all members. 

Mr. Luoyp. That is right. 

Senator Tarr. So what you really have is kind of a continuing 
revolving loan 

Mr. Luoyp. That is right. 

Senator Tarr (continuing). Of an amount equal to 5 years’ profits 
the last year’s profits from your members, which you then invest in 
this warehouse; is that where the money came from to build the 
warehouse that you speak of? 

Mr. Luoyp. Well, we are leasing our warehouse, so the money 1s 
invested in inventory, equipment. 

Senator Tarr. Working capital? 

Mr. Luoyp. Yes, sir; working capital. 
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Senator Wituiams. Are those debentures that you are issuing 
negotiable pieces of paper, or only subject to redemption by the 
company? F 

Mr. Lioyp. They can be negotiated with the approval of the Board 
of Directors. 

Senator WituiaMs. Not without their approval? 

Mr. Luoyp. That is right. 

Senator Witu1aMs. In other words, if John Doe has $1,000 worth 
of these debentures, he just cannot sell them without first getting 
your consent, and your putting the price on them? 

Mr. Luoyp. That is right, sir. 

Senator Tarr. Now, in the vote, if some percentage of the members 
vote to accept debentures instead of cash, that is binding on all 
those, even those who vote against accepting it in debentures, and 
accepting it in cash? 

Mr. Luoyp. That is right. We have always had unanimous votes 
on that, Senator. 

Senator Tarr. But the man has no choice to take either cash or 
debentures, the member? 

Mr. Luoyp. Yes, the member would have a choice. 

Senator Witiiams. Do you give him a choice? 

Mr. Luoyp. At the time the dividend is declared, those members, 
if they insisted on the cash at that time, it would be paid to them. 

Senator Wiiuiams. Then, in that event, this adoption of this pro- 
vision that in order to get the exemption it would have to be paid in 
cash, would not affect your organization if you are willing to pay in 
cash anyway, if they wanted to receive it, because if they do not want 
the cash they could reinvest it anyhow. 

Mr. Luoyp. They could, but I think that amendment would make 
it so binding that there would be no alternative. 

Senator Wituiams. It would be merely binding upon you to offer 
the cash, and send them a check, and then if you can talk them out of 
it later, that would be——— 

Mr. Luoyp. It is a little easier for us to talk them out of it in 
advance. 

Senator Witi1ams. This way you do not have to ask them. You 
can tell them, and the other way you would have to ask them, that 
is the difference. 

Senator Kerr. If you had to do it that way, you might be con- 
fronted with the alternative of spending the time talking them out 
of it when you could be spending the time in having the money rein- 
vested in the business, and making a profit. 

Mr. Luoyp. That is a good statement. 

Senator Minurkin. Let me ask you this: So far as the decision goes 
to make these debentures, is that a decision which is voted upon by a 
majority of the members, or is it a decision which is only binding on 
the individual? The individual, for example, who does not agree to 
do that, is he entitled to cash? 

Mr. Luoyp. He would be; yes. 

Senator Minurkin. Is that a matter of a right, or a matter of a 
privilege under your organization? 

Mr. Luoyp. It is a matter of a policy. 

Senator Miuurkrn. Isit a matter of policy? Is it determined by the 
members or by the officials of the cooperative? 
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Mr. Luoyp. By the members. 

Senator Miiurkin. By the members? 

Mr. Luoyp. That is right. 

Senator Minturkrn. Has that been determined so that the other ma: 
can get his cash if he insists upon it? 

Mr. Luoyp. None of our members have asked for the cash ye! 
We have had so much need for operating ec apital, that the membe: 
have voluntarily voted unanimously to leave the money in ‘for 
pe riod of 5 vears. 

Senator Mitirxin. But if they did not—if someone insisted 0: 
‘ash, would he have the right to cash as a matter of right? 

Mr. Luoyp. Yes; I would say so. 

Senator Tarr. I notice that the Treasury in its report recon 
mends, at least the Joint Staff and Treasury recommendation mako: 
a distinction for deductions for dividends paid in cash or merchandisi 
or so payable at the option of the patron in proportion to patronas 
so somebody has suggested that that factor as to whether or not th. 

can get it in cash should become a determining factor in taxation, 
so it Is seaieibtaii to know. 

Mr. Luoyp. That is right. 

Senator Wituiams. Yours is not payable in cash at the option of 
the member unless the board of directors voluntarily decide to give 
to him. 

Mr. Luoyp. It is entirely up to the stockholder 

Senator Wiriuiams. Any individual stockholder can ask fer his 
money any time? In other words, suppose all of the stockholders 
you are 5 years behind now—suppose they decided that they wanted 
their money today. Would they have a right to ask for it, or is the 
corporation obligated to pay them today? 

Mr. Luoyp. No; because in the meantime they have accepted thes: 
5-vear debentures, and the debenture has a maturity date on it, on 
which the money is then payable. If at the time a dividend is declared, 
a stockholder refused a debenture, and asked for the cash, it would 
be our policy to pay the cash. 

Senator Wixuiams. It would be your policy, but is it in the bylaws 
that you have to do it? 

Senator Kerr. He would have to do it? 

Mr. Luoyp. Yes. 

Senator Wituiams. Is it in your bylaws that you would have to do 
it? Ido not question what would be done, what you would do; I am 
just asking whether it is in the rules that if he would want it that 
way, they would have to do it. Is part of the contract where he 
can take it to court and make you do it, if the board of directors said, 
““No’’? 

Mr. Luoyp. The bylaws only provide that we will return these 
overcharges at the end of the year, and they will be shown on the books 
of the company as a liability. 

Senator Winuiiams. And it would be discretionary with the board of 
directors? 

Mr. Luoyp. Not with the board—with the members. The board 
has no discretion on it. 

Senator WruuiamMs. When did you say you started your organiz 
tion? 

Mr. Luoyp. In 1940. 
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Senator WituiAMs. 1940. How much was the paid-in capital at that 
time? 

Mr. Luoyp. I think our paid-in capital at the beginning was about 
$25,000. 

Senator Wituiams. How much additional paid-in capital have you 
added during the ten-year period? 

Mr. Luoyp. We have now $250,000 paid-in capital. 

Senator WituramMs. You paid in $250,000? 

Mr. Luoyp. Yes, sir. 

This increase in capital was due solely and exclusively to an increase 
in the membership if the company. Each retailer member of the 
company purchases one share of stock having a par value of $1,000 
When the company started in business in 1940 it had 25 me: 
who paid in $25,000. It now has approximately 250 member: 
have paid in approximately $250,000. The company has nev: 
patronage refunds to increase its capital structure. 

Senator Wituiams. What is the net worth of your business today? 

Mr. Luoyp. About $700,000. 

The $700,000 figure is the total of this company’s subscribed capital, 
surplus, and undistributed patronage refunds as shown on the com- 
pany’s books at the time of the last annual audit. This last annual 
audit was prior to the annual meeting, where refunds were paid in 
5-year debentures and thus became liabilities. The actual net worth 
of the corporation at this time is approximately $125,000, which 
represents all the net profit the company has made, after taxes, in its 
11 years of operation plus donated surplus, which comes from initia- 
tion fees charged all new members. 

Senator WituiAms. You paid no corporation taxes at all during that 
period? 

Mr. Luoyp. Yes; we have always paid corporation taxes on the 
net profits of the company. 

Senator Wiuuiams. On the net profits, not that portion which is 
distributed in patronage dividends? 

Mr. Luoyp. No. 

Senator Tarr. How can you have any net profits if the bylaws 
require that you pay them all out? 

Mr. Luoyp. Well, we have an accrual on business done with non- 
members. 

Senator Tarr. Business done with nonmembers? 

Mr. Luoyp. Yes. 

Senator Tarr. I see. 

Senator WituiAms. What percentage of your business is done with 
nonmembers? 

Mr. Luoyp. It has varied from year to year. At the present time 
it is about 10 percent. 

Senator WituiaMs. Then, the bulk of this accumulation is as the 
result of the earnings of the members? 

Mr. Luoyp. Yes. 

Senator Minuikin. Is the condition of the membership that one 
agrees to take these debentures? 

Mr. Luoyp. No. 

Senator Minuikrn. I am advised that many cooperatives do have 
that as a condition to membership. Can you comment on that? 

Mr. Luoyp. No. There is no requirement on that at all. 
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Senator Miuurkry. It is not in your organization? 

Mr. Luoyp. No. I have about one concluding paragraph here. 

Senator Williams’ bill would require us to pay overcharge refunds 
on each year’s business within 60 days of the end of the taxable vear, 

Now, this double burden would have serious consequences for us. 

Senator WitutiaAMs. When do you compute your debenture pay- 
ments? 

Mr. Luoyp. At the end of.the taxable year. 

Senator WituiaMs. At the end of the taxable year? 

Mr. Lioyp. Yes. 

Senator WILL IAMS. Do you figure up at that time how much you 
owe each member? 

Mr. Luoyp. That is right. 

Senator Winuiams. In what way would the 60-day provision pro- 
vide for you a restriction except from the standpoint of whether you 
should pay it in cash or not? 

Mr. Luoyp. We would have to pay if that provision were enacted 
now, we would have a double burden each vear to pay, those in cash 
that accumulate this year, as well as those that accumulated 5 year 
ago, and are represented by the debentures. 

Senator Wiriuiams. No; this would not. You would only have this 
l vear. You are speaking about catching up on your back 

Mr. Luoyp. Yes; we would have it for the next 5 years. 

Senator Wiriuiams. That would be a burden from the standpoint 
of raising cash? 

Mr. Luoyp. Oh, ves. 

Senator WinurAMs. Yes; 1 said that. I thought that you said from 
the standpoint of accounting. 

Mr. Luoyp. In fact, I cannot see how we could finance the con- 
tinuation of our operations. Our only source of capital is from the 
members of our group. 

We simply do not have, and cannot get enough, capital to maintain 
regular essential operations, and at the same time assume a burden 
of double payment of patronage refunds. Our only recourse under 
these conditions might be liquidation. 

Senator WiiuiaMs. You are speaking of double payment of patron- 
age dividend refunds; that is because you have not been paying, is 
that the double? 

Mr. Luoyp. That is right. We have to use these accumulated 
refunds for operating capital. 

Senator WituiaMs. Of course, you recognize that we are getting the 
same argument from every businessman. 

Mr. Luoyp. We have no other source of income whatever; we have 
no other source of operating capital whatever. 

Senator Miiirkin. May J ask you, so far as the funds are concerned 
with which to pay these debentures, you set aside a certain portion 
of your income, you earmark it for that purpose, or do those moneys 
become commingled with your othe 'r moneys, et simply represent a 
general charge against the company? 

Mr. Luoyp. That is right. 

Senator Mintiikin. They do represent a general charge? 

Mr. Luoyp. Yes. 

Senator Mitiikin. And become commingled with other funds? 

Mr. Luoyp. Yes. 
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Senator Mruirkin. And you do not earmark thos 
them aside into a special sinking fund or somet} 
take care of the debentures? 

Mr. Luoyp. That is right. 

Now, in the event this were to happen, the retai! 
our operation would then be set back to a noncormp 
and we fear extinction as independent merchant: 

Senator WituraMs. Do I take it from that that 
that vou have been able to give to your members 
have been organized are the savings you have passe 
as the result of the tax exemption? 

Mr. Luoyp. Oh, no. 

Senator WitiiaMs. That is what I thought. Yo 
your existence on the tax exemption that you save on 

Mr. Luoyp. To continue to operate we would hav: 
have operating capital. 

Senator WituiAmMs. You would then be in the sam 
other individual. Anyone, to operate, whether it is a « 
not, needs capital, and the same sources are open to them. 

Mr. Luoyp. But, if we were to operate a proprietas 
corporation and the money were to be advanced by p1 
it would be hecessary 4 us to return a profit on that 
those investors instead of to the patrons who get 
would make it virtually Saad: le—I would say 
sible—for us to keep our stores competitive with 
petition they have. 

Senator Wituiams. I thought you said your 
voluntarily underwriting these debentures, in 
were voluntarily underwriting them now and acce] 
could you not voluntarily underwrite your cost of carr 

Mr. Liroyp. I think there would be quite a ] 

Senator, if we were required by law, by statu 
rebates in cash. 

Senator MILLIKIN. Supposing a corporation——-I never 
being done—but supposing a corporation declared a dividend 
prior to the distribution of the dividend circulated its stockholders 
and said, ‘‘We would like to have vou leave this money with the 
company and purchase bonds or debentures of some kind.”’ Is there 
any difference in principle? 

Mr. Luoyp. Yes; I think there is quite a difference between a 
patronage refund and a corporate dividend. 

Senator Kerr. There would not be as much of the corporate 
dividend as there is of the patronage dividend, for one thing. 

Mr. Luoyp. It would depend 

Senator Kerr. If it were a corporate dividend, it would have to be 
after taxes. In the case of the patronage refund it would be before 
taxes. 

Mr. Luoyp. That is right. 

Senator Kerr. So there would be that substantial difference. 

Mr. Luoyp. That is right. 

Senator Mitiikin. I am not pushing any theory here, but what is 
the distinction between your case and the case which I have posed 
to you? 
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Mr. Luoyp. Well, sir, patronage refunds belong exclusively to 
cooperative patrons. 

Senator MILLIKIN. I see. 

Mr. Luoyp. As a result of their patronage, whereas corporate profit: 
have nothing to do with the patronage of the stockholders. Thes. 
profits accrue entirely to the business and its ownership. Stockholder: 
in proprietary corporations invest money for the purpose of making a 
profit, a return on their investment. Stockholders in our type o! 

company, in our retailer-owned wholesale movement, invest exclu 
sively for the purpose of keeping themselves competitive in thy 
grocery business. 

Senator Miuurkin. Thank you very much. 

Senator Wi_uiAMs. But a wholesale grocery that would be operating 
in the same area as you did, if you each ended up at the end of th 
year with $100,000, you could keep all of that money under you 
existing set-up. 

Mr. Luoyp. We feel, Senator, that our competition is not the whole- 
sale grocer in the field. He performs certain services and does othe: 
things that we do not attempt to do. Our competition is the corpo- 
rate chain and other large direct buyers who operate just exactly the 
way we operate. Their entirely wholesale and retail function is in 
one company. They are not required to pay a tax on their wholesal 
margins. 

Senator WiLi1AMs. How do you get that? 

Mr. Luoyp. Their entire business is handled by one corporation. 

Senator WituiaMs. Yes; but they do pay taxes. 

Mr. Luoyp. And their net profit is figured on the end result, so that 
there is not a different set-up between the wholesale profit and th. 
retail profit. 

Senator WiiuiaMs. If there is $100,000 profit on your side and 
$100,000 on the side of the competitor, whether it is passed, as you sa\ 
up the line to other corporations, whatever it might be, the net result 
is under the existing law that $47,000 of that comes into the Federa! 
Treasury. 

Mr. Luoyp. It is taxed exactly the same to our members as it is to 
the corporate chain and the other direct buyers at the retail level. 

Senator WitiiaMs. But it is taxed to a member who has not had th. 
money, and you have been able to keep the money, and you would 
end up 

Mr. Luoyp. No; our member has received the money, received th 
rebate, and paid a tax on it. 

Senator WiiuiaMs. He has not received the money; he has received 
a piece of paper but has not received the money or a negotiable piece 
of paper which he can use to pay his creditors. 

Mr. Dickry. But, Senator, he has received the money after the 
first 5 years, and every year thereafter he has continued to receive the 
money. 

Senator WituiaMs. That is right. But he is paying taxes on some- 
thing for 5 years and on something that doesn’t happen until 5 years 
later; and in our system, if he fails, he will never get it. 

Mr. Dickry. That is why we pay him 4% percent interest on it 

Senator Wi_tiaMs. But it may be an attractive investment for him 
in which event you do not need the provision whereby you can fore: 
him to reinvest. 
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Mr. Dickey. Except in the situation that we are already in, we are 
already in that position, and if we had to change the position in the 
middle of the stream, as it were, we would be forced into liquidation, 
perhaps. 

Senator WituiiaMs. I do not follow that, because if your corporation 
is solvent, which it is, is it not—I mean, if your corporation is solvent, 
and unless you have already, we will say, dissipated these 5-year 
debentures that you have outstanding, if they are sound and if they 
are not sound, then the taxpayers are in a position that I have just 
described, and if they are sound we have several banks here, the coop- 
erative bank and all, and it can be financed. You know that as well 
as I do, if you have got a sound organization it will just be a re-funding 
operation, 

Senator Byrp. Have you finished your statement? We have got 
other witnesses here who are W% aiting to be heard. 

Mr. Luoyp. Well, I think I have just about one more paragraph 
here, Mr. Chairman. 

The very trend that the cooperative movement was designed to 
halt and set right would be reversed, if we were forced to liquidate 
under these provisions, as I have indicated. Wholesale prices would 
then immediately rise in our area. Business would be concentrated 
in the hands of a few large outlets. 

Free enterprise for the inde ‘pendent businessman woul 1 be stifled 
I am certain that our experience would be repeated in numerous 
other areas. Yes, gentlemen, 1 am sure that the State of Utah would 
not be dan in this experience. The inevitable ane es would 
be felt in every State of the Union. 

Senator Tarr. Do you pay a return on your capital stock of 
$150,000? 

Mr. Luoyp. No. 

Senator Tarr. On that invested capital? 

Mr. Luoyp. No; our entire return to the members is based on their 
patronage. 

Senator Tarr. You do not pay any on that? 

Mr. Luoyp. No. 

Senator Tarr. That was cash though, put up by the members, was 
it not? 

Mr. Luoyp. That is right. Our members have put this money up 
as a stock investment to provide operating capital for us. 

Senator Byrp. Thank vou very much, Mr. Lloyd. 

Mr. Luoyp. Thank you, and may I again express my appreciation 
to you for the opportunity to be heard at this particular time. 

Senator WittiaMs. May I ask vou a question along the line that if 
you did pay a return on your capital stock you would have to pay a 
corporation stock dividend, whereas if you pay no interest on your 

capital stock and earned dividends and pay them out in scrip they 
are tax-exempt to the corporation, are they not? 

Mr. Luoyp. I think that is right. Payment of mterest on capital 
stock would be an operating loss and deductible as an expense. 
Under our by-laws we could not pay a regular stock dividend because 
we are required to pay all earnings on members’ business back to 
members on a patronage basis. 

Senator Byrp. Thank you, Mr. Llovd. 

(The prepared statement submitted by Mr. Lloyd reads, in full, as 
uihoee:) 
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STATEMENT OF DonaLp P. Luioyp, or Cooperative Foop DistTrrevurors | 
AMERICA 


Mr. Chairman, members of the committee, my name is Donald P. Lloyd. I a: 
the manager of the Associated Food Stores, Inc., which is a retailer-owned who 
sale grocery company owned by the A. G. Stores and located at 1812 South Emp 
Road, Salt Lake City, Utah. My company is also a member of the Cooperatiy 
Food Distributors of America, 309 West Jackson Boulevard, Chicago, Ill., whi 
is the national trade association of retailer-owned wholesale grocers. We repre- 
sent the interests of 24,000 retail stores employing thousands of people in ever 
State of the United States. It is in my capacity as a representative of the C. F. D 
of A that I appear before you today. 

Before beginning my formal statement, I would like to thank the committe: 
behalf of the members of the Cooperative Food Distributors of America for t} 
opportunity of appearing before you. 


HISTORY OF THE WHOLESALE GROCERY COOPERATIVE MOVEMENT 


In order to gain the proper perspective as to the purpose, functions, and opera 
tions of the cooperative wholesale grocery business, I believe a bit of histor 
concerning the reason for the formation of co-ops in the grocery field and 
growth of the movement are important. 

Retailer-owned wholesale grocery companies were organized many years ag 
The retail grocers were unable to purchase merchandise at prices which would 
enable them to price and sell at retail and be competitive with the chain stores 
that were then in existence. 

Wholesale grocers of that dav were operating with a high cost of doing busi 
and high mark-ups, which varied according to the customers that they sold 
The average retailer paid the higher price, while those who had substantial volur 
received lower prices in many cases; the chain organizations in particular received 
more favorable consideration. 


This caused the independent retailers to get together for the purpose of pur- 
chasing merchandise in quantity lots, and in some cases carlots, and then have 
that same merchandise distributed to them at their stores, which enabled them t 
price competitively. 

‘The chains in the twenties began to merge into larger companies, and becau 
of the strength which developed from those mergers they began to become stro 
in the retail field, with the subsequent loss of business to the inde pendent retailer 
who was finding it extremely difficult to be competitive over all. Wholesale 
grocers catered to these chain concerns, offering them merchandise at grea 
reduced prices and in some cases buying for them in carlots, handling on cas 
discount only. 

During this period manufacturers had not recognized these large chain ec 
panies as direct buyers; therefore they were still compelled to purchase thr 
wholesale grocers, who gave them more favorable consideration. In 
meet this competition, individual retailers continued to band together, 

a little stronger; they grouped their resources; they bought some mercha 
direct from several manufacturers; other manufacturers refused to sell 
Some wholesale grocers prevailed upon manufacturers not to recognize as direct 
buyers these new concerns that had been organized by retailers; these wholesalet 
were successful until such time as they became strong enough to demand recog 
nition. 

During the twenties individual retailers were finding it extremely difficult to 
compete successfully, and it was during that period that many of them wer 
not able to continue and were forced out of business. However, those who joined 
together into retailer-owned wholesale companies continued to operate and grow 
because they were in a stronger competitive position than their fellow independ 
ents. The short-sighted wholesalers who discriminated against the smaller 
retailers eventually found themselves weakening and in many cases discontinuing 
business because of their policies. Cooperating retailers continued to expat 
continued to increase their volume, began to get an increasing share of the mar} 
developed new stores; supermarkets came into being. All the advantages 
quantity buying became available to the average retailer who became a part 
these retailer-owned organizations. Given the tools with which to operate, 
they did a capable merchandising job, held their position, and kept pace with an 
expanding food industry. 


ey 


Lar 
lower 
sale fe 
vatiol 
busin 
coope 
quant 
all re 

Th 
tactic 
a dis 
quan 
agail 

lik 


mod 
form 
of fo 
owl 
ware 


for 





REVENUE ACT OF 1951 1393 


Large operators at one time were able to i any commodities at @ 
jower price than retail merchants were able to purc! hem from their whole- 
sale food distributor. So the problem of the ind e of se f-preser- 
vation. He had one of a few choices: either go out of business entirely, have his 
business curtailed so that he could not make a living ou f it, or 
cooperative endeavor with other merchants 
quantities of merchandise through one distrit 
all retailers and thus meet all competition, 

This took many vears of hard work and hearta 
tactics that were used to stop him from buy 
a distribution point. Corporate chains } 
quantity discounts that were not available 
again necessitated the banding together of 
a like quantity discount and remai 
was forced upon the small mercha 

The retailer-owned wholesale 
mainly because they have been ef 


seek some 
on to buv 
ial basis with 


modern warehouses, using the 

forms of services to their 

of food products who like the distributi 
owned houses. 

The primary reason for the 
warehouses is to keep the small 

any one individual. They 
and make merchandise availa} 
orsmall. It is the spirit of equalit, 
is the basis and justification for the 
warehouse. 

It has been a fundamental conc 
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been able to keep our costs down to a minimum. The savings accomplished 
this kind of operation have been passed on to our members, thus enabling th 
to meet their toughest competition and, in turn, to pass the savings on to 

consumer. 

After we became established in Utah, a group of individual merchants 
southern Idaho asked for our help in establishing a similar organization the: 
That was in 1945. These Idaho merchants were faced with exactly the sa: 
problems as we had met not over 5 years earlier. ‘lhey were gradually bei 
crowded out of the grocery business by the large direct buyers, includin 
chains. We invited them to join with us as part of our organization, and a bra 
house was established in Pocatello, Idaho, to serve the members there. Tod 
these Idaho merchants own their groceries at competitive prices and they are 1 
competing on an equal footing with the direct buvers. 

Then, again last year we repeated this experience in still another area. West: 
Montana was one of the few remaining markets in the country without a retai 
owned wholesale grocery company. Wholesale grocery margins were high a 
it was impossible for the rank and file of the trade to pay these mark-ups 
stay in business. A group of these retailers appealed to us for help and tox 
we have a well operated, efficient wholesale house in Helena, 100 percent ow 
and operated by the retailers. And today those retailers are meeting the c 
petition of the largest operators in that State, 

I feel sure this same story could be told of the development of the reta 
owned movement in each of the 117 areas where Cooperative Food Distribut: 
of America has member houses. 

From this description you can see that we perform exactly the same funct 
as any wholesale grocer—with one exception. This exception is that we are 1 
in business to make a corporate profit in our wholesaling function. We are 
business to give the benefit of mass-purchasing power to our individual retai 
members and the consuming public. This is our method of guaranteeing 
equal opportunity to the independent grocer to remain in business side by 
with the giants of the food industry. Everyone benefits by this cooperativ« 
fort. The farmer has a larger competitive market in which he can sell the pr 
uct of his toils. Labor gains in fruitful employment. Small business is pr 
served, and the consumer gets the benefit of efficient distribution in the form of 
lower prices. And, gentlemen of the committee, we are obligated to ret 
income over and above actual operating costs to our patron members. 

Our bylaws provide that all moneys received over and above actual operat 
costs shall be set down as a liability of the corporation due and payable to a 
members based upon the percentage of purchases. 

You will see from this that on our sales to members we make no-taxable inco 
because we are obligated to return overcharges to our membership each yea 
Under these circumstances, it is difficult for us to understand why our met} 
of doing business is subject to question. 

The members of the Cooperative Food Distributors of America are not ta 
exempt cooperatives as defined in section 101 (12) of the Internal Revenue Cod: 
We have no tax exemption. We pay a Federal income tax on net corporate 
come just as everyone else does. But insofar as our overcharges on sales 
members are concerned, a retailer-owned wholesaler is simply a mneans by wl 
those moneys are returned to the individual retail members. And, let us ¢ 
phasize this point, too, that the individual retailer’s share of these money: 
taxable income to that individual and must be treated as such by him. 

I think that vou gentlemen can see that what we try to do as cooperat 
wholesale grocers is to pass on the savings resulting from efficient operatio: 
our retailer members. 

We buy our merchandise from normal sources. We estimate our cost of 0} 
eration from time to time, and our mark-ups are based on this estimate. W 
refund overcharges at the end of the year to bring our operation down to 
cost level because it is the most expeditious and most business like way to 0] 
ate. If patronage refunds are included as income of cooperative corporatio! 
and taxed as such, the almost inevitable effect of such action would be for us 
eliminate or greatly curtail our operating margins on original sales. 

A situation of this kind would not be of our choosing. Speaking very fran! 
it would be difficult to make adjustment on individual sales. And, just as frank 
we do not wish to operate on a dangerous, senseless, price-cutting basis, 

There has been a proposal made by Senator John J. Williams of Delaware, w 
is a member of this committee, for a special cooperative tax classification. T! 
proposal is made in 8. 892 and is proposed as an amendment to the first tax | 
which comes to the Senate from the House. The measure involves a namber 
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points, but the most important provision of the propos iment ¢ WW 
are concerned provides that a cooperative cannot exclu patronage refunds paid 
or payable to its patron in computing the cooperative’s net income for Fi leray 
tax purposes, unless during taxable years (1) the cooperat ealt « vy with 
its members; and (2) the patronage refunds were paid t 
later than 60 days after the close of the taxable vear a: 
either precedent or subsequent as to the application or 
members. 
We have a great deal of respect for Senator Willian 
sincerely to remedy what he believes to be an inequity 
feel that as far as we are concerned, his language is pur 
will not produce a substantial increase in revenue. 
With reference to the portion of Senator William 
cooperative to deal exclusively with its members, we wo 
point out to the Senator that we now pay income taxes 01 
nonmembers. There are times when it is both expedient ar 
nonmembers because of certain pressures of the type of bu 
An example lies in the field of perishable commodities, whe: 
to sell to nonmembers in order to prevent spoilage. 
With reference to the 60-day cash refund provision, I would 
example of what this would mean to our particular busines 
when we needed a means of financing our operation, our reta 
to accept their overcharge refunds in the form of 5-year interest-b« 
This system has been voted continuously by our retailer 
establishment of our company in 1940. As these debentures 
we have paid them in full in cash, both principal and interest. 
Senator Williams’ bill would require us to pay overcharg: 
year’s business within 60 days of the end of the taxable year. Tl 
would have serious consequences for us. In facet, I can’t see how ¥ 
the continuation of our operations. Our only source of capital is fr 
of our group. We simply do not have and cannot get enough capital to 
regular essential operations and at the same time assume a burde 
payment of patronage refunds. Our only recourse under these ¢ 
be liquidation. The retailers depending on our operation would t 
to a noncompetitive position and, we fear, extinetion as indepe 
The very trend that the cooperative movement was designed to h 
would then be reversed. Wholesale prices would then immediate! 
Business would be concentrated in the hands of a few large ou 
prise for the independent businessman would be stifled. [ am 
experience would be repeated in numerous other areas. Yes, gent 
of Utah would not be alone in this experience. The inevitable con 
be felt in every State of the Union. 
Thank you for your kind attention. 


Senator Byrp. Thank you, Mr. Holman, for yielding to the other 
witness. 


STATEMENT OF CHARLES W. HOLMAN, SECRETARY, NATIONAL 
MILK PRODUCERS FEDERATION 


Mr. Hotman. Mr. Chairman, before I qualify—and I may say that 
my statement has been cut completely in half so that I can finish in, 
| think, less than—a good deal less than—15 minutes. I would like 
to have the privilege of filing the larger statement as part of my testi- 
mony, and I will do my best to speed up for you, because I realize 
that the committee is tired and needs a little recess. 

I am Charles W. Holman, secretary, National Milk Producers 
Federation, with headquarters in Washington, D. C. 

The organization now has 92 voting members, and about 600 
submembers. 

Our dairy farmers—and this is exclusively a dairy-farmer coopera- 
tive organization—are about 450,000, located in every State of the 
Union except Nevada and New Mexico. 
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These organizations, which market milk all the way from wholesale 
to retail, handle about one-fifth of all of the milk and cre am that 
goes off the farms of the United States. The value is about $1,000,- 
000,000 in 1950. 

I am appearing before the committee at the direction of our organi- 
zation to oppose any change in section 101(12) of the Internal Revenue 
Act. 

We have been working in connection with that act for many years, 
and have appeared before this committee a number of times. 

The only real purpose for taking up the time of the committee a 
this point is to give you an idea of the character of our auiieaaions. 
which might become subject to taxation. 

These organizations, practically all of them, are engaged in market- 
ing fluid milk and cream and are nonstock cooperatives. They have 
no capital except that provided by loans from the members for capital 
purposes or such necessary reserves as are required for bad debts, 
depreciation, and so forth. The loans for capital purposes are usually 
deducted from proceeds of sales of milk and cream, and are repre- 
sented by interest-bearing certificates of indebtedness issued to each 
member at the end of a fiscal year. These certificates are usually) 
maturable at the end of from 5 to 10 vears. 

Our members engaged in the manufacture and marketing of di airy 
products are usu: ally set up on a stock basis but frequently the amount 
of stock which any member can own is very limited. Irrespective 
of the amount of stock held by individual farmers, these cooperatives 
are operated on the basis of one-man one-vote. Also the stock capi- 
talization of these cooperatives, whether they are the locals or the 
central sales agency for the locals, is usually too small to permit 
adequate and efficient business operations. Conseque ‘ntly, the capital 
usually is augmented by issuance of preferred stock, or by borrowings 
from both private and Federal cooperative banks. 

Such cooperatives must necessarily finance their operations from 
the proceeds of the sales of the products handled. Because of the 
continuous uncertainty of market prices, these proceeds must provide 
not only the reserves which the fluid milk nonstock cooperatives 
must have, but also additional reserves to allow for depreciation in 
the value of the product either in warehouses or en route to markets, 
but not sold. For example, I know of several large-scale cooperative 
butter-handling organizations which must take all of their members’ 
product in the spring when production is flush. They must store it, 
generally in public warehouses. They must defray the costs of storage 
and risk possible changes in pric es to lower levels than those at which 
the product was acquired. This obligation to accept all of the 
product shipped by members is not shared by the cooperatives’ com- 
mercial competitors who at any time may exercise their power to 
refuse shipments of milk or cream from farmers. Also, these organi- 
zations customarily pay their members monthly, even though all of 
the butter on which payments are made may not have been sold at 
the time the payments were declared. 

It should be readily seen that there is a great deal of ebb and flow 
in this type of operation, and the balancing of books at the end of 
the fiscal year does not mean that all transactions have been com- 
pleted. Organizations of this type may also suffer unforeseeable 
operating losses due to price changes among the several manufactured 
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dairy products. Consequently, unless the dairy cooperative plant 
is equipped to manufacture and handle practically every type of the 
major dairy products, it stands to lose by shrinkage in volume due to 
loss of patrons. Hence the need for reserves to offset such losses. 

I have been asked by various friends who are Members of the 
Congress as to whether it would be wise to establish a line of demarea- 
tion between little cooperatives and big cooperatives. The answer 
to that question is “No” because the Congress, in enacting the 
Capper-Volstead Act, recognized the quasi-public character of our 
agricultural cooperatives. It recognized that they perform a very 
broad community service. It recognized that thev serve to dis- 
courage the imposition of undue margins and spreads by proprietary 
handlers who, until the advent of the cooperatives, were accustomed 
to paying farmers any price they pleased and raising all the possible 
profits that the traffic would bear. The history of the development 
of the cooperative movement in this and other lands is that the 
presence of a cooperative in a community enables both member and 
nonmember producers to obtain consistently fairer returns out of the 
so-called consumer’s dollar. So if a line of demarcation were made 
between small and large cooperatives, it would be easy to find hundreds 
of thousands of cases where neighbors on farms would receive unequal 
treatment. 

Furthermore, to repeal or modify the provisions of section 101 (12) 
so as to impose Federal income taxes on certain reserves would be 
most unfair in view of the mandatory requirement of some—lI might 
say Mmany—State laws for the establishment of reserves by farmer 
ceoperatives. 

I will cite an actual case in another field which is typical of a 
number of our milk bargaining cooperatives. These organizations as 


a rule do not own any plant facilities but bargain for their milk with 
the commercial distributors. Sometimes this is done under the Fed- 
eral milk order system, but more frequently it is done outside of that 
system. Because of the fact that the daily commercial life of many 
distributors is in jeopardy no one knows when one of the smaller ones 
will turn turtle into bankruptey. It has been necessary for these 
milk-bargaining associations to set up a type of insurance reserve 
against losses to cover this and other emergencies. Sometimes these 
organizations definitely allocate those reserves at the time they are 
issued at the end of a year, and in some cases they have not done so. 

To illustrate further, the average milk producer always has a 6- 
week supply of milk unpaid for, in the hands of the dealer, 

Consequently, if a dealer fails in business, the producers supplying 
him stand to lose a considerable portion of their gross income unless 
reserve funds are set up by the association for the payment of losses 
of this character. 

The case I have in mind is an association of less than 2,000 pro- 
ducers supplying a very large market who have found it necessary to 
build an adequate reserve. The money to build this reserve is taken 
each month on an equalized basis from the pay checks of each pro- 
ducer. The deduction is recorded on the books of the association 
and the fund is revolved on a 6-year basis. It is really administered 
as a trust fund although, of course, the fund is held in the name of 
the association and most of it is invested in Government bonds. 


S6141 





1398 REVENUE ACT OF 1951 


Senator Tarr. Is there not some bylaw or something that permits 
you to deduct from the pay check? 

Mr. Houman. The producer contract; and, in that connection 
Senator Taft, many people who do not understand cooperatives thin! 
that the contract is between the association and the member. Actu- 
ally, while it may be that in name, it is a contract among producers 
one with the other. 

About 6 years ago, a dealer purchasing milk from the associatio1 
failed. Immediately the association paid off its member producers j 
full for the milk owed them by this bankrupt. One of the officers 
of the association appeared before the court and was made an adminis 
trator of the business. After its affairs were put in order the associa 
tion attempted to negotiate the sale of the property but no distributo: 
in the community would buy it at that time. To salvage losses, th; 
association took over the property and managed it for 44 vears, putting 
it on its feet. At the end of that time there were buyers in plenty 
The property was sold and the net profits put into the revolving fund 

This is a case wherein it would have been against the interest of th 
farmers themselves for the association to have given them notices o! 
allocation of the amounts withheld. Those amounts were taken onl) 
from what the association could save on the handling rates charged to 
each member on each hundredweight of milk. The custom of the 
association in this case is to prorate the losses incurred in each fiscal] 
period; and should there be any gains to prorate them also. In no 
case does the association have anything for itself, but its producers 
have an excellent insurance fund on which they annually pay income 
taxes as they receive their rotated payments. Of course, actualls 
under the regulations of the Treasurv—and I do not know whethe: 
this association does that or not—the producer should pay his mcome 
tax at the time he receives a notification from the association, but ac- 
tually I think that thev simply pay each vear as they get thetr rotated 
payments. Iam not sure about the practice of this particular organi- 
zation there. 

Senator WiLLiaAMs. You mean as the scrip is paid off they pay it? 

Mr. Houtman. Sir? 

Senator WititiamMs. You think they actually wait and pay the tax 
on it after the scrip is redeemed? 

Mr. Houtman. I do not know what the individual farmer does. 
That is the responsibility of the Treasury to find that one out. 

Senator WituraMs. I thought vou were discussing that. 

Mr. Houtman. No; 1 said that under the regulation of the Treasury 
on notificayon the farmer is supposed to pay his tax. 

Senator WituiaMs. That is correct. 

Mr. Houtman. Then, if there is a loss, such as I have just described, 
he can, the next vear, ask for credit against the loss. I believe I am 
right on that. 

We recognize that under our present defense emergency, sacrifices 
must be made by everyone. The individual farmer members of th: 
National Milk Producers Federation are willing to and are making 
such sacrifices. This, however, does not mean that we accept thi 
doctrine that the end justifies the means. To increase the tax burden 
of the individual dairy farmer is one thing, but to compromise a 
principle by imposing Federal income taxes on the savings of farmer 
cooperatives is entirely another matter. 
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And, Senator Taft, as you brought out earlier today, we justify 
the exemption on two grounds: First, there is nothing earned; sec ‘ondly, 
the cooperative is a quasi-public institution and of great service to 
the community. 


Finally, we oppose any attempt to sabotage a principle that is as 


a 


right today as when it was originally enunciated by the Congress. 
We therefore, suggest to the committee that it continue to leave 
unchanged the principle embodied in the Capper-Volstead Act and 
section 101 (12) of the International Revenue Code. 

That completes my direct statement, Mr. Chairman. 

Senator Byrp. Thank vou. Your other prepared statement will 
be placed in the record at this point. 

(The statement referred to is as follows:) 


STATEMENT OF CHARLES W. HouMaAn, Secretary, NATIONAL MILK PRopUCERS 
FEDERATION 


My name is Charles W. Holman and I am secretary of the National Milk 
Producers Federation. I am appearing before your committee on behalf of the 
dairy farmer members of the federation. Our organization consists of 92 member 
cooperative associations and approximately 600 submember cooperative associa- 
tions in 47 States. These member associations are owned by approximately 
150,000 farm families engaged in dairving and producing approximately one-fifth 
of the production of milk and cream from farms in America. 

My appearance before your committee this morning is directed specifically 
to opposing any repeal or modification of section 101 (12) of the Internal Revenue 
Code. For several years, the voting delegates of the National Milk Producers 
Federation have adopted resolutions on this subject. Our position on this matter 
was reiterated at our Thirty-fourth annual meeting held in Minneapolis in Novem- 
ber 1950. At that time the following resolution was adopted: 

“During recent years the National Milk Producers Federation has led the fight 
against the proposal to double-tax producer members of bona fide farmer-owned 
and farmer-controlled cooperative associations. We pledge the continuance of 
this effort, and we oppose any change in sections 101 (12) and (13) of the Internal 
Revenue Code.”’ 

Our organization is fully cognizant of the problem confronting this committee 
in its efforts to secure the necessary revenue with which to place our Federal 
Government on a sound fiseal basis. In this connection, the followi 
was adopted at our recent annual meeting: 

“We view with deep concern the ever-increasing national debt. We believe 
that a sound national fiscal policy should provide for the necessary taxes to balance 
the budget and allow for the general reduction of the national debt However, 
such taxes must be reasonable and nondiscriminatory. They should not unduly 
discourage private initiative. Neither should such taxes be used as a means of 
social reform. 

“We are cognizant of the fact that exceptions must be made during abnormal 
times such as are confronting the Nation today in its rearmament program. 
However, even under such circumstances, every effort should be made to be on 
a& pay-as-you-go basis. Although it appears that (because of the critical inter- 
national situation and the Government domestic policies) deficit financing will 
be continued, we urge that all nonessential governmental expenditures be elimi- 
nated. 

“With the present high level of employment, the tax base should be broadened 
and tax rates placed high enough to balance the budget as nearly as possible. 
Also during a period of inflation as at present a sufficiently high tax rate will 
contribute greatly to controlling further inflationary pressures and may avoid 
imposition of price ceilings and wage controls.” 

As to the type of organizations making up the National Milk P ae cers et eder- 
ation, they are incorporated either as nonstock or stock cooperatiy Practically 
all of those engaged in marketing fluid milk and cream are non stock cooper: atives. 
They have no capital except that provided by loans from the members for capital 
purposes, or such necessary reserves as are required for bad debts, depreciatio: 
and so forth. The loans for capital purposes are usually deducted from proceeds 
of sales of milk and cream, and are represented by interest-bearing certificates of 
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indebtedness issued to each member at the end of a fiscal year. These certificates 
are usually maturable at the end of from 5 to 10 years. 

Our members engaged in the manufacture and marketing of dairy products are 
usually set up on a stock basis but frequently the amount of stock which any 
member can own is very limited. Irrespective of the amount of stock held by 
individual farmers, these cooperatives are operated on the basis of one man, 
one vote. Also, the stock capitalization of these cooperatives, whether they are 
the locals or the central sales agency for the locals, is usually too small to permit 
adequate and efficient business operations. Consequently, the capital usually is 
augmented by issuance of preferred stock, or by borrowings from both private 
and Federal cooperative banks. 

Such cooperatives must necessarily finance their operations from the proceeds 
of the sales of the products handled. Because of the continuous uncertainty of 
market prices, these proceeds must provide not only the reserves which thi 
fluid milk nonstock cooperatives must have, but-also additional reserves to allow 
for depreciation in the value of the product either in warehouses or en route to 
markets, but not sold. For example, I know of several large-scale cooperativ: 
butter-handling organizations which must take all of their members’ produet 
in the spring when production is flush. They must store it, generally in publi: 
warehouses. They must defray the costs of storage and risk possible changes i1 
prices to lower levels than those at which the product was acquired. This obliga- 
tion to accept all of the product shipped by members is not shared by the coopera 
tives’ commercial competitors who at any time may exercise their power to refuse 
shipments of milk or cream from farmers. Also, these organizations customarily 
pay their members monthly, even though all of the butter on which payments are 
made may not have been sold at the time the payments were declared. 

It should be readilv seen that there is a great deal of ebb and flow in this type 
of operation, and the balancing of books at the end of the fiscal year does not mea 
that all transactions have been completed. Organizations of this tvpe may also 
suffer unforeseeable operating losses due to price changes among the several 
manufactured dairy products. Consequently, unless the dairv cooperative plant 
is equipped to manufacture and handle practically every type of the major dairy 
products, it stands to lose by shrinkage on volume due to loss of patrons. Hence 
the need for reserves to offset such losses. 

Amid all of the hubbub which has been created by enemies of the cooperative 
movement, let us raise the question as to why, in earlier vears, the Congress 
granted exemption to bona fide farmer-owned and farmer-controlled cooperative 
associations organized as described in the present internal revenue law. This 
exemption states: 

a * for the purpose of marketing the products of members or other 
producers, and turning back to them the proceeds of sales, less the necessary 
marketing expenses, on the basis of either the quantity or the value of the products 
furnished by them, or (4) for the purpose of purchasing supplies and equipment 
for the use of members or other persons, and turning over such supplies and equip- 
ment to them at actual cost, plus necessary expenses. * * *’’ 

It should be noted that this language closely follows the spirit and language of 
the Capper-Volstead Act of 1922 which gave Federal authorization to agricultural 
producers, organized for the collective processing and marketing of their products, 
To me it seems noteworthy that the congressional conception of the Capper- 
Volstead Act has affected many other laws including those governing the raising 
of taxes and the legislative framework of the governmental institutions engaged 
in the lending of money to cooperatives. Aside from that, the Capper-Volstead 
principles have affected State legislation and even the interpretations of the 
courts. 

I speak of this because, from time to time, I have been asked by various friends 
of mine who are Meinbers of the Congress as to whether it would be wise to 
establish a line of demarcation between little cooperatives and big cooperatives. 


The answer to that question is ‘‘No,’’ beeause the Congress, in enacting the Capper- 
Volstead Act, recognized the quasi-publie character of our agricultural coopera- 
tives. It recognized that they perform a very broad community service. It 


recognized that they serve to discourage the imposition of. undue margins and 
spreads by proprietary handlers who, until the advent of the cooperatives, were 
accustomed to paying farmers any price they pleased and raising all the possible 
profits that the traffic would bear. The history of the development of the coop- 
erative movement in this and other lands is that the presence of a cooperative 
in a community enables both member and nonmember producers to obtain con- 
sistently fairer returns out of the so-called consumer’s dollar. So if a line of 
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demarcation were made between small and large cooperatives, it would be easy 
to find hundreds of thousands of cases where neighbors on farms would receive 
unequal treatment. If an exemption were given to a smaller cooperative, this 
of course would be reflected back to the member on the farm. Across the road 
his neighbor who belonged to a larger cooperative handling the same commodity 
would find his organization under a competitive handicap because of the failure 
of the Government to grant equal rights, 

It is imperative that bona fide farmer cooperatives have the right to set up 
reserves that are exempt from Federal income taxes. To require such reserves to 
be allocated in order to be given tax exemption would destroy the very purpose of 
such reserves. Even though the amount involved would be small, farmer cooper- 
atives very definitely would be hurt. I want to make it very clear that [ am talk- 
ing about reasonable reserves. If there is any criticism with respect to the size of 
such reserves, the decision rests with the Bureau of Internal Revenue as to what 
constitutes a reasonable reserve under section 101 (12 

Furthermore, to repeal or modify the provisions of section 101 (12) so as to im- 
pose Federal income taxes on certain reserves would be most unfair in view of the 
mandatory requirement of some State laws for the establishment of reserves by 
farmer cooperatives. 

I will cite an actual case in another field which is typical of a number of our milk 
bargaining cooperatives. These organizations as a rule do not own any plat 
facilities but bargain for their milk with the commercial distributors. Sometimes, 
this is done under the Federal milk order system, but more frequently it is done 
outside of thatsystem. Because of the fact that the daily commercial life of many 
distributors is in jeopardy no one knows when one of the smaller ones will turn 
turtle into bankruptcy. It has been necessary for these milk bargaining associa- 
tions to set up a type of insurance reserve against losses to cover thi L ot! 
contingencies. To illustrate further, the average milk prod 
weeks’ supply of milk unpaid for, in the hands of the dealer. 
dealer fails in business, the producers supplying him sta 
portion of their gross income unless revolving reserve { 
association for the payment of losses of this character. 

The case | have in mind is an association of less than 2,000 producers sup 
plying a very large market who have found it necessary 1 iid an adequat 
reserve. The money to build this reserve is taken each mont m an equalized 
basis from the pay checks of each producer. The deduction ‘orded on the 
books of the association and the fund is revolved on a 6-ve: It is really 
administered as a trust fund although, of course, the fund is | the name of 
the association and most of it is invested in Governmen 

About 6 vears ago a dealer purchasing milk from the association failed. Im- 
mediately. the association paid off its member producers in full for the milk owed 
them by this bankrupt. One of the officers of the association appeared before tly 
court and was made an administrator of the business. After its affairs were put 
in order the association attempted to negotiate the sale of the property but no 
distributor in the community would buy it at that time. ‘To salvage losses, the 
association took over the property and managed it for 4! years 
feet. At the end of that time there were buyers in plenty. The property was 
sold and the net profits put into the revolving fund. 

This is a case wherein it would have been against the interest of the farmers 
themselves for the association to have given them notices of allocation of the 
amounts withheld. Those amounts were taken only from what the association 
could save on the handling rates charged to each member on each hundredweight 
of milk. The custom of the association in this case is to prorate the losses incurred 
in each fiscal period; and should there be any gains to prorate them. In no case 
does the association have anything for itself, but its producers have an excellent 
insurance fund on which they annually pay income taxes as they receive their 
rotated payments. 

I have intentionally refrained from re-presenting evidence heard on prior oc- 
‘asions by this committee. Voluminous testimony has been given as recently as 
February 1950, with respect to the growth of farmer cooperatives and the volume 
of business transacted. I have made no attempt to touch on the technical or 
legal aspects of this subject. 

We recognize that under our present defense emergency, sacrifices must be made 
by everyone. The individual farmer members of the National Milk Producers 
Federation are willing to and are making such sacrifices. This, however, does not 
mean that we accept the doctrine that “the end justifies the m« ans.”’ ‘To increase 
the tax burden of the individual dairy farmer is one thing, but to compromise a 
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principle by imposing Federal income taxes on the savings of farmer cooperati\ 
is entirely another matter. 

We oppose any attempt to sabotage a principle that is as right today as when it 
was originally enunciated by the Congress. We therefore, suggest to the com 
mittee that it continue to leave unchanged the principle embodied in the Capper 
Volstead Act and section 101 (12) of the Internal Revenue Code. We alway 
have had and will continue to have complete confidence that this committee wi 
not sueccomb to the propaganda of the enemies of farmer cooperatives who os 
tensibly advocate tax equality but in reality have as their direct objective cri; 
pling and annihilating farmer cooperatives. 

Senator Byrp. There are four more witnesses. Is it the pleasur 
of the committee to continue this afternoon? 

Senator Kerr. Mr. Chairman, | wonder if we could not reconven: 
at 10:30 tomorrow? 

Senator Miniikin. Mr. Chairman, I would like to ask the indul 
gence of the committee for the convenience of Mr. Moore of Cotorado 
[f it is inconvenient for him to remain, | woud like to hear him today 
| understand he has to leave tonight. 

Gentlemen, I wish to commend to the friendly consideration of this 
committee Mr. Moore. Mr. Moore is from Colorado, and he is «ai 
expert in this particular field, which he will discuss; and aside fron 
that, he is one of our finest citizens from out of that State. 

Mr. Moore. Thank you, Senator. 

Senator Byrp. Mr. Moore, you will proceed, si 


STATEMENT OF WALTER C. MOORE, MANAGER, DENVER MILK 
PRODUCERS, INC. 


Mr. Moorr. My name is Walter C. Moore. I am manager 
Denver Milk Producers, Inc., which consists of approximately 2,10 


grade A milk producers who supply Denver and many small tow: 
with grade A milk. No milk can be sold in Colorado to consumers 
for consumption in the form of fluid milk unless it is grade A and 
pasteurized. As a service to milk producers the association als 
supplies members with all types of dairy supplies and equipme: 
required to produce quality milk. The savings in this departmen 
for our last fiscal year amounted to $34,939.73. This entire amoun' 
was paid to producers in cash on a naleinens basis, and it was paid 
to members and nonmembers alike. 

Denver Milk Producers, Ine., is a member of the National ! 
Producers Federation and supports its position in opposition to a1 
changes in the Federal law exempting cooperatives from incom 
taxation. 

We are a cooperative bargaining agency. Our milk goes dire 
to the processing plants from the grade A farms as we may direct 
We have four receiving stations located from 20 to 80 miles fron 
Denver. If dealers do not have enough milk for their operations 
we supply it from one or more of the receiving stations and whatev: 
is left over at any of the stations is manufactured into cheese or mov: 
to a condensery if the condensery will purchase it. We sell the surplu 
wherever we can get the most money for it and the proceeds 
blended with proceeds from the sales made in Denver. 

We sell the milk to dealers or handlers on the use classification basis 
class 1 being fluid milk. Class 2 fluid cream, and the balance fo 
manufactured use. Most of the so-called surplus handled in Denve: 
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is used for ice cream. 
into cheese, generally. 

We do not have a Federal milk order in Denver. Our operations 
are carried on through a check-off of 1 cent a pound butterfat deducted 
from each shipper and paid to the association by the milk dealer. 
If we do not spend the amount collected it is credited to each producer 
in proportion to his contribution and a revolving fund certificate is 
issued to him. These certificates are take ‘n up or paid off at the end 
of 5 years. During the 5-year interval the savings are used for 
operating capital. | 

Last fall we took up the 1945 certificates, and this fall we take up 
the 1946. 

Our milk production varies from spring to fall from 30 to 35 percent. 
Generally we have a surplus in the spring but a shortage in the fall. 
In most cases the dealers will handle this spring surplus, but in 1949 
and 1950 they would not carry it for fear of a loss due 
market and the cost of carrying it. 

In 1950 we had as much as 13,000 gallons of milk daily that dealers 
could not or would not take. We are under contract with our pro- 
ducers to market all the milk they produce for market. In order to 
avoid a breach in the contract and to have the milk in the fall, we had 
to accept delivery of over $200,000 worth of cheese, sweetened con- 
densed milk, and sweet butter. 

Senator WituiAMs. Might I ask a question at that point? In your 
contract with your producers to market all the milk, does that contract 
carry a price at which you must pay them or only a contract to market 
it? 

Mr. Moore. No; only a contract to market it. The 


What is handled at the outside station is made 


to declining 


contract 


with the dealer sets the price. Under the contract with the producers 
we pay them a blended price based on utilization of the milk, 
there is no price set under our contract with produ cers 
Evervone knew we were assuming a a ancial hazard when we took 
this cheese and butter off the market, but it so happened that 


but 


the 
Korean situation developed and market values Nadiad ed so that we 


did not take a loss. Under normal conditions we would have suffered 
a serious loss and our capital represented by revolving fund certificates 
would have been impaired. 

Thus our cooperative, and all farmer cooperatives, should be able 
to carry a reasonable amount in unallocated reserve free from income 
tax, in order to protect the capital structure against market fluctua- 
tions when the association is obliged to carry temporary surpluses. 
This is always a situation where there is a surplus in the spring. We 
do not have it any other time of the vear. 

Without this cushion of reserve any cooperative would be in a 
precarious position. We are therefore opposed to any change in the 
statutory exemption from income tax as it applies to unallocated 
reserves, and to any modification of section 101 (12) of the Internal 
Revenue Code. 

In issuing these revolving-fund certificates, we handle nonmembers 
and members the same way. We give them the same market and 

same advantages that everyone else has, and the only difference is that 
he has no voice in who is elected a director, or in establishing the 
policies of the company. 
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Senator Tarr. You do not have to take all of his milk, necessarily? 
Mr. Moore. We do not, but we have never turned it down. 
Senator Tarr. You do not have to, but you take it? 

Mr. Moore. We do not have to, but we have always done it, 
because we need the milk in the fall. That is a problem, handling 
it, taking the surplus off the market in the spring, so that the dealers 
will have sufficient milk in their bottles in the fall. 

Senator Tarr. That is a very arid country, is it not, out there? 

Mr. Moore. We have a second drought out there, and they ar 
starting to feed hay out there, but our area sections 

Senator Minturkin. They are starting to feed hay? 

Mr. Moorr. They are sending hay around. We brought in hay 
from Nebraska last year. 

Senator Byrp. Thank you very much, Mr. Moore. 

Mr. Moore. I appreciate very much being able to make my pres- 
entation tonight. 

Senator Mriuikinx. It is good to see you again, and I hope you hay: 
a nice trip back. 

Mr. Moore. Thank you, Senator. 

Senator Byrp. What is the pleasure of the committee with respect 
to these three other witnesses? 

Mr. Voornts. Mr. Chairman, I am the next witness. My nani 
is Jerry Voorhis. I canceled one plane reservation for tonight already 
I do not want to impose on the committee. I would be willing, if th 
committee would prefer, to stay over until tomorrow, but I cannot 
stay longer than tomorrow. I would not insist on reading my whol 
statement if you could hear me for a few minutes now. I would b 
contented to do that, but so far as I am concerned, I will be glad to do 
whatever the committee’s pleasure is. | do represent a rather sub- 
stantial organization, and I skipped a meeting of my board of directors 
today to be here. 

Senator Byrp. We will decide what is the pleasure of the con 
mittee. 

(There was discussion off the record.) 

Senator Tarr. I do not see Mr. Sims here. 

Mr. Vooruts. Mr. Sims has left, I might say. I spoke to M 
Sims just as he left, and he said that his statement was going to b 
filed. He was sorry he could not stay. 

Senator Tarr. How about Mr. Brooks? 

Mr. Brooks. Iam here. I will not take the committee’s time 
am only going to make one statement of 1 minute. 

Senator Mitiurkin. Let us go ahead. 

Senator Byrp. All right. 


STATEMENT OF JERRY VOORHIS, EXECUTIVE SECRETARY, CO- 
OPERATIVE LEAGUE OF THE UNITED STATES OF AMERICA 


Mr. Vooruis. Mr. Chairman, I know how tired the committe: 

Senator Tarr. We are not tired; we just want to go hom 
{Laughter.] 

Mr. Voornts. I have been here all day myself, and I would like to 
do that, too. 

[ would like to say at the outset, Mr. Chairman, that I think the 
essential point of these whole hearings is the fact that cooperatives 
are not in business for the purpose of making profits. 
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Senator MILLIKIN. Your full statement will be entered in the record. 

Mr. Vooruis. I would like to ask if my full statement might be 
put in the record. 

Senator MILLIKIN. Yes. 

Mr. Vooruts. Cooperatives are in business for the purpose of mak- 
ing savings for members, or to put it another way around, to enable 
other people’s economic status to be improved. 

I do not think that the legal arguments need further emphasis since 
the courts can settle them—I only want to speak from the point of view 
of equity and good policy as L see it. 

In the present state of the world, as I view it, the thing that is 
needed more than anything else in effective demonstration of the fact 
that the people can attack proble ms on their own account and meet 
these problems successfully. Cooperatives are one of the most basic 
methods by which that can be done. 

1, therefore, believe an important and good policy is that nothing 
be done which would prevent American cooperatives from successful 
operation. I believe some of the suggestions that have been made 
would have that effect. 

| have in my statement suggestions as to how the people whom I 
represent believe that additional revenue can be raised, and I would 
like to say that in eve rv one of those cases suggestions are for taxes 
that cooperatives would pay, the same as anvone else, and that 
their members would pay the same as evervone else. 

We believe that basically it is the people who pay the taxes anyway, 
and we believe that taxes upon business, although t i v may be conven- 
ient ways of raising revenue are not the soundest way to do it. 

1 am not going into that. I would only like to point out that in 
connection with the arguments that have been presented today as to 
how much tax might be achieved by the taxing of cooperative patron- 
age refunds and otherwise, that two or three points have been for- 
gotten. Mr. Burgess might quite as well have taken businesses that 
lose money in a given vear, and computed how much those businesses 
would have made if they had made money, and then tried to compute 
how much the taxes would have been. 

The reason I say that is because cooperatives exist for the purpose 
of passing on to other people that which would otherwise be earnings 
to them, and unless they do that effectively they are not fulfilling their 
function. 

I would like to point out in connection with Mr. Glander’s figures 
that there is great duplication between the figures of the Department 
of Labor on consumer cooperatives on the one hand, and the figures 
of the Farm Administration on farm cooperatives because in both 
cases farm purchasing cooperatives are included. 

| would like to make one or two substantial points. I think we 
have, first, to decide whether or not we believe that cooperatives are a 
good influence in the United States. I believe they are. | think we 
are better off because farmers organized rural electric cooperatives and 
brought electricity to rural areas for the first time. 

I think we are better off because a proportion of the petroleum 
industry, about 1 percent of it, belongs cooperatively to the people 
who make use of that petroleum, than we would be if ownership of the 
petroleum industry were completely concentrated in the major 
companies. 
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I think we are better off because responsibility and ownership a 
diffused, as they are through cooperative ownership, among man 
many people throughout the country, and I would like to point o 
that that diffusion of ownership is the net result of the payment 
deferred patronage refunds. Where a patronage refund is not pa 
in cash, then the cooperative must distribute the ownership of what- 
ever facilities or whatever property or whatever capital is represent. 
by the deferred refund among all of its patrons on a basis of th 
patronage. To talk about profits and patronage refunds as if th 
were synonymous is no more sensible than it would be to say that \ 
are going to compel all businesses to distribute ownership over th 
assets in the same manner as cooperatives must do or that we are goi! 
to compel profit business to distribute its profits in the same mann 
as every cooperative must distribute its savings. It is just as sensible 
to propose these measures as it is to try to confuse the issue by sayin 
that there is no difference between patronage refunds and profits. 

I believe there are two principles that can be followed, and are the 
bases of fairness and justice, so far as the cooperatives that I direct! 
represent are concerned. There are only two organizations in tly 
Cooperative League who take advantage of section 101 (12). I thin! 
101 (12) is sound agricultural policy. I think it has been proven to be 
] would hate to see it changed. But I am talking to the committ. 
primarily from the point of view of the nonexempt cooperatives Soilny : 
Those cooperatives pay corporation income taxes, on any net margins 
that they have left over at the end of the year, after their costs o/ 
doing business have been paid, except only that money which the) 
are obliged to pay out in patronage refund. 

They cannot just suddenly decide to pay those patronage refunds 
If any patronage refunds are paid by them, over which the board ha 
discretion as to payment, that money is taxable against them jus 
the same. It is only where the patronage refund is paid as a matt 
of obligation that they are not taxable upon the money 

The first principle is: If any cooperative retains net margins that 
pass through its hands and fails to pay them into the hands of its 
patrons, it now pays full corporation income taxes on that money and 
all other taxes, of course, the same as any other corporation does. 

Senator Wituiams. Could you tell us what percentage of it is he! 
or do they pass out this scrip for them? 

Mr. Vooruts. It is held in what way? 

Senator Wiiirams. In such a manner where they paid taxes on i! 

Mr. Voornis. I am talking about the payment of patronag: 
refunds in whatever form they are paid. 

Senator Wiuuiams. That is what I am speaking of. If you 
speaking of the part not paid out in patronage refunds, and tli 
corporation pays a tax on it—— 

Mr. Voornis. That is right. 

Senator WinitrAms. What percentage is that being done on? 

Mr. Voornis. What percentage of their business are they paving 
income taxes on? 

Senator Witirams. What percentage of the business are thie 
failing to allocate 

Mr. Vooruts. I cannot answer that accurately. I can say con 
one regional cooperative paid a half-million dollars in taxes in 194 
I would like to say also that many of the figures that have ie 
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submitted to the committee on how much a tax gain might be made 
by taxing cooperative patronage refunds do not take account of the 
substantial taxes now being paid by cooperatives. 

Senator Tarr. They counted $3,000,000 off as paid by cooperatives. 

do not know whether that figure is a correct one. . 

They give 

Mr. Vooruis. I can cite the case of the Illinois Farm Supply Co. 
They paid $488,000,000 taxes in one vear, Federal income taxes; and 
| do not know what the total figure would be. But what I do know, 
Senator Williams, is that as to the nonexempt cooperatives, either 
they must be obliged to pay the patronage refund or they pay full 
corporation Income taxes on their money. 

Senator WinuiaMs. Those that are paving full corporation income 
taxes on the mone \ and there are some who are not affected at al 
by any amendment we pass beea they are—if they are already 
paving the tax, why, they need not Ta anwar! about any change in 
the law. 

Mr. Vooruts. But they would be concerned about your amendment 

ecause under that they would be taxed on patronage refunds that 
were not paid in cash. 

Senator WinuiaMs. That is correct 

Mr. Vooruis. And actually that is the cooperative’s way of secur- 
ing its capital. Cooperatives do not have access te the normal sources 
of capital investment, and they are not set up so that they can have 
such access in the very nature of their basic purpose which is not to 
make money for investors but to save mone V for patrons. 

Senator Miuurkin. Mr. Voorhis, I wonder if you are accurate when 
vou say this particular cooperative paid $488 million? 


Mr. Vooruis. No, | meant thousands; | beg your pardon. 


I 
Senator MILLIKIN. Yes. 


Mr. Vooruis. I am glad vou corrected me. I said a half-million 
before, and I made a mistake the second time. 

Senator Tarr. The New York Cooperative paid a million. 

Mr. Voornis. The Grange League Federation: yes, sir. So these 
two cooperatives alone would account for half of all the allowance 

rr taxes paid by cooperatives which the NTEA witnesses have made. 

Now, there has been some question raised about business with non- 
members. I would only like to say this: That a nonexempt coopera- 
tive must either pay corpor: ation income taxes on any savings made 
as a result of its business with nonmembers, or else it must be ob- 
ngaied to pay patronage refunds to them—one or the other. It 

‘annot be a discretionary matter. Either it must be obligated s 
to do, or i it has to pay a corporation income tax on its money. 

The real issue here is, as I see it, whether the people have the right 
1o organize a nonprofit business and distribute sav ings to themselves 
through that medium without penalty, or whether they do not. The 
lifference between cooperatives and other businesses is simply that 
the cooperatives always obligate themselves to pay what would other- 
wise be earnings of the business to their ps pirons, whereas other bus- 
inesses choose to do this to a markedly less extent. But there is 
nothing in the law that says this shall be the case. Any business that 
so chooses can treat its patrons as cooperatives treat theirs, and can 
be in the same exact position as cooperatives are in, if it does so. 
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Senator Fianpers. Mr. Voorhis, you bave given your point of 
view as to what the heart of the matter is. May I first say that I have 
had the same feeling expressed, that the cooperative method of doing 
business is the American alternative to the present types of what 
you might call private business—I do not just know—the noncoovera- 
tive business, rather than going to communism or state socialism, or 
some such—the American alternative, and then by voice and by 
typewriter I have sustained that thesis for many years. 

| have also declared that I felt it would not come into its maturity 
as a cooperative movement until it was able to compete on even terms 
with the more conventional types of business. 

Now, I refer to one respect in which many of my constituents com- 
plain that it does not compete on even terms. I have to refer to this 
because my constituents write to me about it. 

The small-business man in the small town—he may be a grain 
dealer, he may be an agricultural machine dealer—says this: He says 
“7 cannot expand my business with untaxed funds.”’ He says, “‘The 
cooperative can put more money into its business with untaxed 
funds.” 

What would be your answer to that? 

Mr. Voornis. My answer to it would be that it is not true, and the 
latter part of my statement deals with that very subject, and I think 
maybe I will save time if I just read a couple of paragraphs, if I may. 

Senator FLanpers. So far as the complaints that come from Ver- 
mont are concerned, that is the heart of the complaint. 

Mr. Vooruis. Well, 1 will try to summarize more briefly, Senator. 
An ordinary business that needs money for expansion see ‘ks to do it 
in one of two ways; either it sets aside some of its earnings for the 
expansion purposes, in which case it pays an income tax, a corpora- 
tion income tax on the money, and spends the money for expansion 

If a nonexempt cooperative does that same thing, it must pay a 
Federal corporation income tax on money the same as the other busi- 
ness did. 

Another way in which the noncooperative business—I would like 
to say both of them are just as private as the other one except that 
the cooperatives has more private owners - 

Senator FLANDERS. Let us call it cooperative and conventional. 

Mr. Vooruais. All right. The conventional business may seek 
have people invest money in it. That is where they buy stock. 

Senator FLANDERS. That is not the complaint. 

Mr. Vooruis. No, but I think I am correct. 

Senator Fuanpers. All right. 

Mr. Voornts. A cooperative may do the same thing; it may seek 
investment of money in it, but in the case of the cooperative, there 
because the cooperative is its members in literal effect, the coopera- 
tive—those members may decide to reinvest their patronage refunds 
in that cooperative. 

If the members decide to reinvest their patronage refunds in their 
cooperative, then the cooperative is no more taxed on the reinvest- 
ment of that patronage refund than the conventional corporation 
would be taxed upon money invested in that conventional corpora- 
tion. 

In either case where it is an investment of funds, the company 
involved is not taxed. In both cases, the individual who has the 
money that is invested pays a tax upon the money that is invested. 
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Senator WiiuiAMs. Except this vast difference: In the cooperative 
it is not a voluntary investment; it is just a tax assessment sent out 
to the customer. 

Mr. Vooruis. Essentially, it has to be a voluntary proposition, 
Senator Williams. ‘Those iicenuatios: members have got to agree 
that the patronage refunds shall be paid, not altogether in cash but 
partly in stock, or in certificates of ownership. 

Now, then, I have heard the committee’s concern about whether 
those things are of substantial value. But, after all, that is a question 
between the cooperative member and his cooperative. The cooper- 
ative member controls that cooperative. If this is not a proposition 
which is satisfactory to him, he bas the remedy at hand. But, 
essentially, what that is, Senator Flanders, is a reinvestment of 
money, and that reinvestment amounts to the same thing as an 
investment in the capital stock of another corporation. 

Remember that the cooperative is bound by certain very great 
restrictions that the other companies do not suffer. The cooperative 
is not free to dispose of the money in its hands in the same manner as 
other corporations are. The cooperative is obligated to operate in 
such a manner that it does repay, in one form or another, all funds 
remaining over and beyond its cost of doing business, to its patrons. 

Senator Fianpers. Let us get back to the question I asked you, 
which was: What is the difference between the corporation exp: anding 
out of its own funds and any me thod of expansion on the part of the 
cooperative? The corporation expanding out of its own funds ex- 
pands with money on which it has to pay corporat ion taxes. 

Mr. Vooruts. It does unless it sells stock; ves, sir. 

Senator FLanpers. I am not talking about selling stock. 

Mr. Vooruts. All right. 

Senator FLanpers. I was confining my question to the plowing 
back of funds into investment of the company. 

Mr. Vooruts. All right. Now, the hnonexempt cooperative, 
does that same thing, pays a full corporation income tax on that. 

Senator FLanpers. Let us talk about the exempt cooperatives 
under 101. 

Mr. Vooruts. In the case of the exempt cooperative my answer 
would be that a proper interpretation and administration of 101 (12) 
would make that nearly as true of the exempt cooperatives as it is of 
the nonexempt cooperatives. 

Senator Tarr. If the exempt cooperative does not do that, you 
mean then it becomes a nonexempt cooperative? 

Mr. Vooruts. It does. 

Senator Tarr. That is the answer to it. 

Mr. Vooruis. | think, in practical effect, Senator. 

Senator Tarr. You mean the Treasury s hould in terpret 101 (12) 
so that they could not force certificates, say, or letters of ac knowl- 
edgment on their members? 

Mr. Vooruts. That is right, and so that where it is a “necessary” 
reserve those words are interpreted with care, and so on oa so forth. 

I think the theory of 101 (12) is that it shall assure a virtually non- 
profit operation. 

Senator FLanpers. I would like to talk not about theory but about 
bookkeeping and money. 

Mr. Vooruts. Yes, sir. 
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Senator FLANDERS. Does the cooperative have to go through tha 
disturbing process of—let us see, What is the new corporation tax 
this bill, 52 percent? 

Senator WiuuiaMs. It is about. 70. 

Senator Mituikin. It will be more; it has a ceiling of —— 

Senator WiLuiaMs. Fifty-two is high enough. 

Senator FLanprrs. Fifty-two percent is high enough. Here w 
have $100,000 or $50,000 that we would like to apply to the expansio 
of our business, but the Government is going to take 52 percent of i 
Now, does the Government say the same thing to the cooperative? 

Mr. Vooruts. The Government says to the cooperative, “If vo 
use any money that belongs to you as a business organization,” 
says exactly the same thing. It says, “If you distribute ownershi; 
on the basis of patronage in some other form than cash, in the forn 
of stock, then your member will pay the tax instead of the cooperative. 

Senator FLANDERS. But vou pay a personal tax, not a corporation 
tax. 

Mr. Voornis. That is true. 

Senator FLanpmeRs. And, in general, his personl tax will be ver 
much smaller than the 52-percent corporation tax. 

Mr. Vooruis. They certainly will in the case of cooperative mem- 
bers. But, Senator Flanders, | think there is another side to tha 
coin, and I think it is this: If you are going to say that what happene: 
in the case of the cooperative is unjust, then 

Senator FLanpERS. Wait a minute. We are not talking abou 
justice; we are talking about bookkeeping. 

Mr. Voornis. Allright; bookkeeping. 

Senator FLANDERS. We will get to justice afterwards. 

Mr. Vooruis. All right; bookkeeping. But my point is that th 
cooperative must distribute and that the other corporation does no! 
have to distribute and that, if you are going to regard what happen: 
to the cooperative as an advantage, then it would be equally reason 
able to say to the conventional corporation that ‘You can onh 
have full control over vour funds providing that you make distrib 
tion as a cooperative does.” Where the cooperative has money ov 
which it has discretionary control, it 1s in the same tax position a: 
the conventional corporation. It is only in the case of money whe: 
the cooperative is obligated to pay a patronage refund that there 
any difference. 

Senator WituiaMs. They are obligated in every instance. 

Senator FLANprERs. Is there any instance where the cooperatiy 
pays 52 percent of the part of the funds it makes - 

Mr. Vooruis. Oh, yes, sir. 

Senator FLanprErs. I am talking of one under section 101. 

Mr. Vooruis. No, sir; not in that case. I was speaking of t! 
nonexempt cooperatives. 

Senator WitiiaMs. Does not the difference boil down to this: |: 
you have a cooperative with $100,000 profit and you have a privat 
corporation with $100,000 profit, and each one of them wants to 
keep all they can for expanding and keep the dividends on its capita 
stock, the corporation would send in $52,000 under existing rates to 
the Treasury, and they would have $48,000 left, and the cooperatiy 
that had $100,000 would allocate that to the members, and actualh 
they owe the tax individually on $100,000, and vou could keep it? 
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Mr. Vooruts. It would not belong to the cooperative, and owner- 
ship is pretty important. 

Senator WiniraMs. But it would belong to the cooperative? 

Mr. Vooruis. No, sir. The question of who owns this money is 
of critical importance under American conceptions. 

Senator WiniiaMs. Justa minute. They could assign this $100,000 
to the owners by scrip or little letters of credit that would be pay- 
able at the discretion of the board of directors 1 year, 15 years, 20 
years, or some indefinite time in the future. I am not saying they 
will not pay it, but they can get the 

Mr. Vooruis. They are the obligations of the cooperative; they 
are the accounts payable of the cooperative. 

Senator Wiiirams. Only if and when the board of directors at 
some future date at their own discretion decides to pay it off. 

Mr. Voornis. The board of directors cannot decide whether it si 
going to pay or not. The membership has to decide, and the mem- 
bership may decide to take payment in some form other than cash. 
sut the board of directors cannot have discretion whether a patron- 
age refund is going to be paid, and if it is not a patronage refund it si 
taxable against the cooperative. 

Senator WituraMs. Well, the Treasury Department testified this 
morning that there was no time limit put on the payment of these 
dividends, these patronage dividends, that were put out. 

Senator FLanpgERs. Since | have to catch a train, ] would like—— 

Senator Tarr. We have had this all day. You could have been 
here. 

Senator FLANpERs. I would just like to say, and Mr. Voorhis may 
challenge the statement or not, that I have, as a result of this dis- 
cussion, the very strong impression that the cooperatives have a very 
important advantage in being able to apply funds, through whatever 
means, to the expansion of their business on terms which are ver) 
much more lenient than the corporation tax permits the convention 
business to do. 

Now, with that conclusion from the discussion so far, it seems 
me that the next question is as to whether it is in the public inter: 
that owing to the importance—and I conceive it to be of very high 
importance—of the cooperative movement, whether that is a prope: 
thing for the Government to do. That is the question I raise, and | 
must say that 1 look on that second question rather sympathetically 
for the corporation, but I would like to see the statement made in 
terms which are real and valid rather than in such terms that we don’t 
know just what we are doing for cooperatives. 

Mr. Vooruts. Senator, may I say one word with respect to what 
you just said? 

Senator FLanpers. Yes, sir. 

Mr. Voornis. Which is this, that the cooperative is essentially 
the means whereby people of small capital may become owners of 
businesses. 

Senator FLanpers. Agreed. 

Mr. Vooruis. Operated for the benefit of that group of people. 

Senator FLANDERS. Agreed. 

Mr. Vooruis. Most of those people do not have large amounts of 
capital to invest. The time that they do have capital to invest with 
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respect to their business is mainly at the time that patronage refunds 
are paid to them. 

Senator FLtanpers. That is agreed. 

Mr. Voorats. This is a means whereby they may capitalize their 
own business and themselves pay the taxes when they do it by means 
of deferred patronage refunds. 

Senator FLANDERS. You mean individual tax and not the corporate 
tax. I think we are in agreement on the facts of the case; and, as 
said, I am sympathetic to the point of view that the cooperatiy 
occupies a very special place in the American scheme of things. lo 
hope that it will eventually get along with a minimum of specia! 
assistance. 

Mr. Vooruts. So do I, Senator. 

Senator Wiiurams. Mr. Voorhis, at the time that Congress gave thi 
first consideration to the cooperatives, corporation tax rates were 
percent, 

Mr. Vooruts. Yes. 

Senator WrutramMs. Whereas today they have advanced up to 47 
perce now, and maybe 52 percent, which does make quite a differenc: 
in the benefits that the cooperatives are getting today as compared 
with what they were getting at the start. 

Mr. Voorntis. I would only like to point out, Senator Williams 

Senator WiiuiaMs. From the standpoint of the competition of the 
business—we will not get into the question of whether it should 
should not—— 

Mr. Vooruis. I am not going to say that 

Senator Wiuurams. I say there is quite a difference. 

Mr. Vooruts. I only want to point out that the relative growth of 
cooperatives was faster in the earlier period compared to other busi- 
nesses that it was more recently. 

Senator Writrams. Which goes to show that the tax exemption does 
not mean very much to it. 

Mr. Vooruts. 1am not arguing for tax exemption, Senator Williams 
I am only trying to explain the cooperative method of business opera 
tion is a different method of business operation. It is one that | 
set up for a different purpose. 

Senator WituraMs. I might agree with you—I agree with you as t 
the need for cooperatives doing business, and I do not think—this has 
been my thought, and it has been expressed by the members of the 
committee—I do not think it has been the thought of the committee to 
destroy it and its right to organize, and certainly it is not my thought. 

Mr. Voornts. But certainly to be effective vou have got to have 
some opportunity of growth, the same as other business have, and a 
basic opportunity for growth of cooperatives comes about from thi 
opportunity for the reinvestment of their members’ patronage refunds. 

Senator Wiuuiams. I think that Mr. Black, the Governor of the 
Farm Credit Administration, made that point very well; and I am sure 
you are familiar with the speech that he made, because it has been 
quoted quite a number of times, when he pointed out how originally 
in the beginning the advantages Congress gave to the cooperatives 
were never intended, nor were indicated to be in proportion to what 
they are today under existing tax rates and, as the tax rate goes higher, 
that competitive advantage increases in proportion. 
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Mr. Vooruis. I do not think it is a competitive advantage, as I 
have tried to show. 

Senator WiiuiAMs. Well, that is a question. 

Mr. Vooruis. I do not think cooperatives have any competitive 
advantages. I think, on the contrary, they have a number of com- 
petitive ‘disadvantages, and I think that needs to be recognized. 

In a cooperative you must conduct that businses democratically, 
and that is a lot harder job. We think it is worth while: we think it 
is an alternative to people running to the Government for help; but 
we believe that they need to be sound and that they need to be able 
to operate on a basis where they will not be just little ineffectual or- 
ganizations but where they can be organizations with some real 
effect on behalf of their sistabenbs, They belong to little people with 
little capital. 

I want to explain that I have no desire to detain the committee 
any longer than the members want to ask any questions. 

Senator Mriurkry. Thank you very much, Mr. Voorhis. 

Mr. Vooruts. I would have done a better job, Senator, if I had 
been on the stand earlier in the day. 

Senator Miniixry. We will look over your full statement; and 
always, you make an interesting witness. 

(The prepared statement of Mr. Voorhis follows:) 


, as 


TESTIMONY OF JERRY VooRHIS, EXECUTIVE SECRETARY OF COOPERATIVI 
OF THE UNITED STATES 


> LEAGUE 


Mr. Chairman and members of the committee, my name is Jerry Voorhis. I 
am executive secretary of the Cooperative League of the United States, with 
headquarters at 343 South Dearborn Street, Chicago. The Cooperative League 
is a business association and educational and informationa! agency. Its member 
organizations are 12 regional wholesale cooperatives, 2 large local cooperatives, 
2 mutual insurance companies. Total membership of these organizations 
close to 2,000,000 families. In addition, the Credit Union National Association 
and the National Rural Electric Cooperative Association, whose memberships 
respectively are about 6,000,000 and 3,000,000, are affiliated members of the 
league. 

We are called upon to live in one of the great periods of strugg!e and crisis in 
the history of mankind. On the surface the struggle appears to be between 
democratic governments and Communist governments, or between free institu- 
tions and totalitarian ones. But more fundamentally we are passing through a 
great testing of human beings. It is a test of people all over the world to see 
whether they can be masters of their own destinies or whether they will sueeumb 
to a dead dependence upon powerful forces beyond their control. We are deciding 
now whether voluntary organizations of the people can be made strong and 
vigorous enough to resist a tide which threatens to sweep us by the millions in 

great currents toward whirlpools of concentr: ited financial, cultural, economie, 
and political power. 

The world needs nothing so much as it needs effective demonstrations that 
ordinary people—people with little capital and small resources—can meet and 
conquer their problems and build a worth-while life for themselves. For all men 
really desire freedom. By the hundreds of millions they are today demanding it 
for the first time. But many of them do not really believe freedom is possible 
for them. Our task is to prove that it is possible. And the way we can do it is 
by encouraging in every possible way the solution of problems by our own people 
through voluntary action in voluntary organizations and by means of effective 
institutions built by their own efforts. 

We are engaged in a struggle that can be lost without our enemy firing a single 
shot. That will happen if we lose America’s ancient faith in th » dignity of all 

her people and if the people themselves lose their confidence in their own ability 
successfully to grapple with their problems and to meet their needs. The greate st 
military victory of all time will avail us little unless the quality of life in the 
communities of this democratic Nation is strong and virile and full of hope. 
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And since the basie necessities of life are economic ones the most pressing sing|: 
need of our time is for demonstrations which all can understand of the succes 
of groups of American citizens in meeting their needs and solving their problen 
by their own effort through voluntary application of the principle of mutual a 
to those economie problems. One of the most basic and certainly one of the mo 
directly effective types of institutions through which such demonstrations can hy 
and are being made today are cooperatives. This is so because cooperatives ar 
economic organizations through which arty group of people—even though thx 
resources individually are very small—can attack and solve these their problems 
Cooperatives make possible to the millions a full participation in the making of 
the practical day-to-day decisions which shape their lives. And that participatio 
is the one essential element which makes freedom real and without which freedo 
‘annot exist. 

It is against this background that I hope this committee will consider t} 
questions which are before you in these hearings. 

We understand full well the great problem which this committee and th 
Congress faces. We know you are under the necessity of increasing the revenu 
of the Government. The people I represent would be the last to be willing 
feel that thev were not doing their full part to support their Government ar 
Nation in this time of crisis. They believe fully and sincerely that they are doi: 
so. And I do too, for reasons which I shall set forth in this testimony, or I would 
not be here today. 

In the last analysis it is the people who pay all the taxes that are paid. Taxes 
might be placed upon businesses with some logic in order to adjust the inequalities 
between large- and small-scale enterprises, between monopoly and really free 
enterprise. And I suppose some argument can be made on the ground of con- 
venience, particularly at a time like the present, for resorting to taxes upo! 
corporations for a certain proportion of necessary revenues. But taxes upo! 
business for the regular support of government cannot, I believe, be defended o1 
grounds of either logic or sound policy. There is no way of determining where the 
real incidence of such taxation falls. We only know that, ultimately every penny 
of tax that is paid is paid by the people in some manner or another and that 
businesses which remit taxes constitute besically not taxpayers, but tax collectors 
for the Government, collecting the money which they pay in taxes, sooner or 
later, and in one manner or another from their customers. 

It is the ultimate individual recipient of income who should pay the tax upo 
that income. One way or another he will do it anyway. He might better kno\ 
he is doing it than to be deceived with thinking he is not. It is upon these sound 
considerations that cooperatives and their members are now taxed, for no America 
citizen can derive a cent of taxable income from his transactions with a cooperative 
without paving a full tax on that income today. This is as it should be and we 
believe the whole economy would be better off if these same principles and con- 
siderations were of universal application. 

Now it is our position that the personal income tax should be the major sou 
of revenue to the Federal Government. Nor will the members of cooperativ: 
throughout this country object, under present circumstances, to increases in the 
taxes in sufficient amount to vield between 3 and 4 billion dollars of addition: 
revenue. Itis probable, too, that corporation taxes could be made to vield an ad 
tional $1,000,000,000. If this were done cooperatives would pay their share of 
under present law for the great majority of the Nation’s cooperatives pay t] 
taxes under exactly the same laws as apply to any other business corporations ar 
that happens to be true of all but two of the member organizations of the Coopera 
ive League. We believe this is as it should be. 

Certainly there can be no sound argument against the levying of excise tay 
even substantial ones, against those commodities which compete most directly 
materials with the national defense program and consumption of which it is the: 
fore at present in the national interest to discourage. Increased excises also 
the consumption of exhaustible natural resources or on things which it is harm! 
to consume cannot be seriously opposed. <A general sales tax of universal appli 
tion to all commodities would be unjust to large families and to those of low 
come. 3ut nevertheless some 2% to 3% billion dollars of additional revenue co 
be derived from excise taxes. And cooperatives and their members would pay 
full all these taxes on precisely the same basis as any other taxpayer. ° 

There are some loopholes that ean and should be closed. Among these are tho 
represented by the present state of the capital-gains taxes, the depletion allow- 
ances, estate and gift taxes, and tax-exempt bonds. Furthermore, any profit- 
making enterprise owned by a nonprofit institution, including cooperatives, shou 
of course be taxed on any profit it makes regardless of its ownership. In other 
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words the decision as to whether income should be taxed should be based upon the 
question whether taxable income exists, not upon the nature of the institution 
exercising ownership. The criterion should be the nature of the operation, not 
the character of the owning institution. 

Now I have been talking in pretty big figures. The next point I want to make 
is that the question of placing additional taxes upon cooperatives over and beyond 
those they now pay should be decided on the basis of equity and broad national 
interest. Especially do I make this appeal because the revenue aspects of the 
matter are, contrary to some misleading statements, very minor ones indeed. 
Attempts have been made to mislead Congress into believing that somewhere there 
existed a potential $1 billion of additional revenue if only the co-ops could be 
“got at.’’ Well, the co-ops are easy to “get at.’’ All their business is conducted— 
of necessity——in a goldfish bowl and everything they have done is a matter of open 
public record. It has to be if for no other reason than because their many members 
have to be kept fully informed. But this $1 billion has been conjured up by 
clever people in the following way. Gross figures of the resources owned by vari- 
ous types of nonprofit enterprises have been taken and added together and then 
estimates have been made as to how much taxable income might derive from these 
resources if they belonged to businesses run for profit. Furthermore, in this list 
cooperatives turn out to be a very minor element Out of a total figure of $157,- 
500,000,000, life-insurance companies are down for $50,000,000,000, mutual savings 
banks for $20,000,000,000, building and loan associations for 812.000.000.000. 
Government pension trust funds are down for 835,000,000,000, and Federal Gov- 
ernment Corporations for $23,000,000,000. These five figures total to $140,- 
000,000,000. Coooperatives are down for $2,500,000,000 of resources or less than 
2 percent of the total. And yet I imagine the impression has been left with many 
Senators, as indeed it was fully intended to be left, that the co-ops by themselves 
could be made to vield $1 billion of revenue over and beyond the 
pay. Any such statements are the grossest kind of deceptior 

The facts in the matter were fully set forth,and documented by Mr. Karl Loos 
in an able article which appeared in the Cooperative Digest for May 15, 1950. 
Mr. Loos proved in that article that, taking 1946 figures—since they were the 
latest ones available in sufficient detail—the repeal of the so-called agricultural 
exemption would have yielded $10 million—not billion, please—at a maximum 
and that even if all patronage refunds of all cooperatives—most of which do not 
have any exemptions of any kind—had been taxed as if they were income the 
additional revenue would have amounted to only about $50,000,000 at the out- 
side. In other words even an outright discriminatory penelty tax against all 
patronage refunds of all agricultural cooperatives in the whole country—and the 
agricultural co-ops account for at least 80 percent of all co-op business would 
vield an insignificant amount of revenue. 

So the question should be decided as a policy question, not a revenue one, and in 
that framework I ask the committee to consider just a few questions. Has it been 
a good or a bad thing for America to have over 3,000,000 farmers join together to 
bring electricity to their own farms—especially when it had not been done and 
would not have been done by any other agencies except through rural electric 
cooperatives? Has it been a good or a bad thing to have some 5,000,000 American 
families pool their small savings in their credit unions so 9s to provide for them- 
selves agencies of thrift and sources of necessary credit at decent rates? When 
open formula, improved fertilizer at fair prices and in dependable supply is needed 
bv farmers, is it better for them (a) to go without it or (/) to run to the Govern- 
ment to get it or (c) to form cooperatives to supply themselves with that fertilizer? 
Where a community is without a needed hospital is it a good thing to have the 
people in that community form a cooperative, pool their membership contribu- 
tions, and build their own hospital for the benefit of the whole community and to 
attract the doctors there who otherwise would not come? Would it be a good 
idea to let the major oil companies who now control somewhere between 85 and 
90 percent of all petroleum resources go ahead and complete their monopoly or 
would it be better to have the Government set up some kind of agency to stop 
this process, or is it still better that some millions of ordinary citizens, mostly 
farmers, have organized first their retail co-op filling stations and then their own 
sources of supply clear back to the oil well? Is it healthy for America to have at 
least 1 percent of the petroleum business in the hands of real ‘‘independents”’ the 
people who must use that oil? Is it good to have some of the ownership of this 
great industry spread broadly among millions of people located all over the 
smaller towns and rural areas or do we prefer to have the whole of that ownership 
concentrated in a handful of big cities in the hands of a few people? 


taxes they now 
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Do we have a healthier democracy when a lot of people take responsibility for 
ownership and for decision making or when only a few do this? Are we for or 
against cooperative economic institutions which depend for their success upon a 
core Of loyal members who learn to exercise toward one another essential) 
Christian relationships of mutual aid? 

Does the world today need less or more cooperation among the people? And 
can you ever get that cooperation at top levels unless you have first found 
flourishing in the neighborhoods and the local communities? 

In a word, are we for or against cooperatives in the United States? It is tin 
we decided that question. I think I know what the answer of every memlby 
of this committee will be to that question. Every one of you will say you d 
believe in the worth-while contribution of cooperatives to our national lift 
Everyone will say he really believes in economic freedom and that he knows tha 
any system professing to be based in freedom must allow full scope for the co 
operative as it does for other forms of business organization. 1 believe we could 
all agree in principal that we do not want anything to be done which would bh 
inequitable so far as the cooperatives of this country are concerned. And that 
the only thing we are here asking. 

But at that point differences will appear and there will be those who will sa 
they are for cooperatives but—and will then make various kinds of proposal! 
regarding their regulation. Some will even propose that special taxes be devised 
to apply only to the operations of cooperatives and not to other forms of busines 
And some will say that while they believe that patronage refunds paid in cas 
cannot possibly be regarded as income to the cooperative, nonetheless a 
patronage .refunds not paid in cash immediately upon their realization or a 
least within 60 days should in some strange manner be regarded as different 
from other accounts payable existing in the business structure of the country) 

Allin the world we are asking of the Congress is the same thing we have alway 
asked, which is simple equity and fairness. We believe very sincerely that equit 
npw exists as between cooperatives and other businesses so far as tax payments ar 
eoncerned. I am ready to simplify the whole question down to this one mai: 
point—that patronage refunds, in whatever form paid, are not the property 
the cooperative but of the patron and cannot in justice be taxed against t! 
cooperative. I am ready to say that if the committee and the Congress obser, 
that central principle I am entirely willing to leave decisions as to other matters 
in vour hands without concern that vou will do anything which would be seriously 
damaging to the right of the people to form and tonduct cooperative enterprises 

Now, it is not my purpose to discuss section 101 (12), which provides, for thi 
benefit of agriculture, an encouragement to farmers to solve their own problems 
instead of relying upon Government or other outside agencies. Farmer coopera 
tives willing to subject themselves to severe regulations and restrictions ma 
attempt under that subsection to qualify for statutory exemption from Federa 
corporation income taxes only. This provision has been on the books for over 
quarter of a century. It has been a part of a sound agricultural policy. 

Il am quite willing to leave to the committee the decision regarding 101 (12 
after all the evidence has been heard. I would only want to say that 101 (12 
has served to simplify the operations of a lot of small farmer cooperatives and 
enable them, through abiding by its regulations, to avoid a lot of expensive ré 
tape. 

Other witnesses will deal fully with the questions revolving around 101 (12) a 
I shall not take the committee’s time to do so. 

The statement which I want to present has to do with the great majority 
cooperatives in our country, most of them rural, which have no different stat 
under the law than any other business. We neither ask nor want any differ 
status and it is my purpose to show that, we do not have one. 

if any of these cooperatives retain any of the receipts that pass through the 
hands and fail to pay them into the hands of their patrons they now pay full co! 
poration income taxes on that money the same as any other corporation would di 
They pay, of course, all other taxes in full amount the same as any other business 

On the other hand, if any business assumes a binding obligation to pay patror 
age refunds to its patrons in proportion to patronage, such out-payments are 1 
taxes against that business. This is the case quite regardless of whether or 1 
it is a cooperative. 

All through the history of our country, the people’s right to organize and co! 
duct nonprofit businesses has been unquestioned. And we have not penalized 
them for so doing. Since ours is a free country, we have taken the position that 
while most businesses are organized to make a profit for their stockholders 
nevertheless groups of people should be free without penalty of discriminati 
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against them to organize and conduct business enterprises, not for the purpose of 
making profit for their stockholders but for the purpose of making savings for their 
patrons, policyholders, borrowers or members. Some such businesses have been 
organized in such a manrier that the business is required to pass on to its patrons 
the receipts that remain after all costs have been paid. Such businesses we call 
cooperatives or mutual enterprises. They are good for this country. They are 
an essential element in any free economy. They stand as a bulwark against 
private monopoly on the one hand and state monopoly on the other. They are 
the best safeguard we have against tendencies to depend on government or on 
monopoly for what we need. They are American democracy at work in the eco- 
nomic field. They represent the people’s effort to help themselves and their 
neighbors through voluntary organizations. 

The difference between cooperatives and other businesses is simply that co- 
operatives always obligate themselves to pay what would otherwise be earnings 
of the business to their patrons, whereas other businesses choose to do this to a 
markedly less extent. But there is nothing in the law that says this shall be the 
ease. Any business that so chooses can treat its patrons as cooperatives treat 
theirs and can be in the same exact tax position as cooperatives are in if it does so 

Attacks, therefore, upon the present tax status of cooperatives are made, not 
in an attempt to establish equity but in an attempt to penalize cooperatives for the 
manner in which they treat their members and patrons, and thus to remove their 
competition from those who don’t like it. Such attacks can only come from those 
who don’t really understand the basic conception of economic freedom. 

I wish to submit to the committee two basic principles. The first is that a 
business operation which loses money should not be taxed upon its loss and that 
neither should a business operation which divests itself of the opportunity to 
make a profit be taxed upon receipts which it never owns, which it must pay out 
to its patrons, and which legally belong to those patrons and not to the business 
enterprise. 

The second principle is that, so long as we have corporation taxes, all businesses, 
cooperative and otherwise, should be taxed, as they now are taxed, on any net 
earnings which remain in the ownership of that business, or over which its board of 
directors is able to exercise discretionary action as to their disposition. 

We are not here, Mr. Chairman, asking any favored treatment. If a coopera- 
tive makes a profit, if it has income which it is not obliged to pay and which it 
does not pay in patronage refunds, it is now taxed and we believe it should be 
upon that income. 

I know that some people on the staffs of the Treasury and the joint committee 
have prepared and circulated a study in which they contend for some eight pages 
that patronage refunds of cooperatives are income to the cooperative, despite the 
fact that they don’t belong to it, and that these patronage refunds should be sub- 
jected to corporation-income taxes as if they were profits. Then in one paragraph 
this clever document throws away its whole case by saving that there is another 
way to accomplish the purpose of ‘‘getting at”? the cooperatives anyway. This 
other suggested way is by the astounding proposal that excise taxes equal in 
amount to the corporation-income tax rate be levied against patronage refunds of 
cooperatives and that this be done on the amazing grounds that the present cor- 
poration taxes are nothing more nor less than license or franchise taxes levied upon 
corporations for the privilege of doing business in the United States. Whatever 
the argument might be for asystem of Federal licensing of corporations—and coop- 
eratives would certainly expect to come under any such system and to pay their 
full taxes under it if it were put into effect—it is nothing short of fantastic to con- 
tend that our present high level of corporation taxes are levied not for the purpose 
of raising revenue but only as franchise taxes for the privilege of doing business. 
Such a conception is about the most dangerous propose! so far as the future of 
American business is concerned that has yet come to my ears. 

The process of argument. pursued in this study, however, illustrates, I think, 
that the attack upon cooperatives centers in an attempt to blur the distinetion 
between profits on the one hand and patronage refunds on the other. This is the 
central and all-important question. For upon the right of groups of people to 
organize businesses to meet their needs directly and at cost depends the whole 
structure of American economic freedom. And, when some ivory-towered experts 
who think in terms only of incresaing tax collections propose a system of excise 
taxes as a devious means of destroying that right and when they attempt to justify 
their proposal in the way they have done it, [think the Members of Congress who are 
responsible for this Nation’s policy should reject any such proposal flatly and finally. 

For there is another side to this coin, Mr. Chairman. If patronage refunds 
were to be treated as if they were profits for tax purposes, a gross inequity and 
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injustice would have been done which could only be corrected by requiring othe: 
businesses to treat their customers in somewhat the same manner as cooperatives 
treat their patrons. It would be manifestly unjust to levy a penalty tax on patron- 
age refunds which cooperative businesses must distribute to patrons without re 
quiring other business to make similar distribution of their savings. If there is t: 
be no difference between patronage refunds and profits, the profits should b: 
distributed to customers on the basis of patronage and some means should be 
devised to see that this is done. Moreover, if patronage refunds are just like 
profits, then, when profit businesses expand their plant, ownership of the new plant 
should be spread among all the customers of the business just as cooperatives must 
now do whenever their facilities are expanded by payment of deferred patronage 
refunds. Again, returns to stockholders would have to be limited in profit co: 

porations just as they are in cooperatives. And finally, if this basic distinetio: 

between saving for patrons and profits for stockholders were to be rubbed out by 
tax favoritism for profit business, then profit business would in all justice have to 
be required to give control over its business to its patrons on the basis of one vote 
each regardless of the number of shares held just as cooperatives must do. 

All this sounds ridiculous, I know. It is equally ridiculous to contend tha 
patronage refund moneys constitute anything resembling a profit to the busines: 
which is obliged to pay out such patronage refunds. And, if the tax laws were to 
be used to deny to groups of American farmers or other American citizens the right 
to conduct, without penalty, a cooperative nonprofit business and to compel ther 
to change their methods of operation, then it would be equally reasonable to require 
the same sort of disposition of profits by profit corporations as is required of coo} 
eratives with respect to their savings. 

Kither proposal is wrong, Mr. Chairman, and I do not believe the committee 
will fail into any such trap. I hope, too, that what I have just said will serve to 
illustrate how very different from one another profits on the one hand and patronage 
refunds on the other actually are. 

America’s economy is tending toward what we call integration. Most of our 
major industries are virtually integrated. But we hear very little complain: 
about this until some of the ordinary citizens try it. 

When a highly integrated business such as the steel industry or a power compan) 
or a major oil company buys out a link in its chain, such as mine or a power plant 
or a local filling station, no one suggests that they be subjected to taxation when 
the ore is delivered to the blast furnace or the power to the substation or the 
gasoline to the filling station. We hear nothing about tax dodging in connectior 
with the veritable host of nonprofit operations that go on every day betwee: 
various levels of an integrated large corporation. 

But when a group of retail merchants who want to retain their independemn 
organize a cooperatively owned wholesale, so as to put their wholesaling on a 
nonprofit basis, then there are loud outcries that they are ‘‘escaping taxatio1 
by adopting one step in integration. The same outcries are raised when a group 
of consumer cooperatives set up their own wholesale. 

And when a number of farmers decide to make agriculture a rational industry 
and to include the marketing of their crops or the procurement of electricity or th: 
purchase of their supplies on a cost basis, the same as almost every big industry i! 
the country has been doing for years, then a great cry is raised that they should 
be penalized for engaging in an at-cost operation and refusing to make profits at 
their own expense. I am sure this would not happen if a big cereal compan) 
bought out several thousand farms and turned them into a collectivist enterpris: 
No one would say it was escaping taxation, because, as would be the case, it paid 
no tax on profits when it transferred the grain from the farm to the elevator a: 
to the mill. 

It is only, apparently, when farmers or other little people with little capita 
want to keep their independence but to strengthen their economic position so as to 
gain some semblance of competitive equality that we get complaints. T! 
cooperative is the little people’s means of keeping their independence and at th: 
same time rationalizing their economic operations. If big business can integrat: 
without paying profit taxes on transactions between departments, it is a violatio: 
of the most basic concept of democracy to deny to the little people of the countr) 
that same opportunity through the use of cooperatives. 

Now, naturally enough, as long as cooperatives were weak and helpless orga! 
zations, unable to really affect the markets of the Nation, little was said about 
them and few complaints were made. It is perhaps equally natural that com- 
plaints should now arise largely over the fact that some cooperatives are growing 
institutions and that some dirt farmers, for example, as well as other ordinar 
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citizens, have dared to acquire ownership of some oil wells and some power lines, 
some fertilizer plants and feed mills, some grain elevators and insurance companies. 

It is frequently said that cooperatives are ‘“‘all right’? so long as they remain 
small local affairs engaged in just one minor line of business, but that they are 
“all wrong” when they begin to expand into wholesale and production activities 
where they can have a real impact on the economy. And people who make such 
statements usually follow them up by proposing that there be a different treatment 
of patronage refunds paid in cash on the one hand and patronage refunds paid in 
certificates of ownership on the other. The reason is obvious. If the reinvest- 
ment of patronage savings by cooperative members in their cooperatives could be 
stopped, then the growth of cooperatives could be stopped and the spread of 
ownership to the little people could be checked. (It is worth remembering that 
only 9 percent of the people of this country own even one share of corporation 
stock or interest in any business. We believe this situation needs correcting and 
that cooperatives can help to do it.) 

Now, let us examine these proposals a little. Cooperatives do not pay patronage 
refunds just because they suddenly decide to do so. Indeed, if they do it that 
way, they have to pay a full income tax on the money first under present law. 
The only circumstance under which patronage refunds are not taxed against a 
cooperative or other business paying them is when there is a preexisting binding 
obligation to pay and when that money belongs to the patron, not to the co- 
operative. It belongs to the patron if it-is paid at once in cash. It belongs to 
him equally if he makes a voluntary agreement as to the time of its payment to 
him and thus reinvests the money in his cooperative, receiving a certificate of 
ownership in token thereof. Now, no one proposes that Congress tell other 
businesses that they must discharge their accounts payable or other liabilities in 
cash within 60 days or else have those accounts payable regarded as taxable 
income to the business that owes them. Neither can Congress with any show of 
justice treat accounts payable to patrons of cooperatives or investments of 
cooperative members in cooperatives as if they were accounts receivable by the 
cooperative, and hence subject to income tax against the cooperative. 

In the case of Midland Cooperative Wholesale v. Commissioner of Internal 
Revenue, decided in 1941, the Board of Tax Appeals decided that, where accumu- 
lated net margins are credited to patrons as accounts payable by the cooperative, 
the allocated amounts are debts owing to the patrons, not income to the co- 
operative. A borrowing corporation does not have income when its members loan 
money to it to provide needed operating capital. Loan capital or investment 
money is a corporation debt, not corporation income. 

And in the case of Commissioner of Internal Revenue v. Laird Wilcor et al., the 
United States Supreme Court held in 1946 that ‘‘a taxable gain is conditioned 
uvon the presence of a claim of right to the alleged gain and the absence of a 
definite obligation to repay or return that which would otherwise constitute a 
gain.’’ In the case of deferred patronage refunds, the cooperative has no claim 
of right to that money. It belongs to the patron. And the cooperative does 
have a definite obligation to repay and return those funds to the patron. 

The question next arises whether, nonetheless, cooperatives cannot accumulate 
funds for expansion purposes without paying taxes on them, whereas neither a 
partnership nor an ordinary corporation can do so. Disregarding section 101-12, 
under which a constantly decreasing number of cooperatives are attempting to 
qualify, the answer to that question is an unqualified “No.” 

The accumulation of reserves by cooperatives, for any purpose, are governed 
by the same laws and subject to the same taxes as apply against any business. 
The only difference arises, again, from a difference in method of operation. If an 
ordinary corporation decided to build a new plant and to sell additional stock to 
secure funds for doing so, no one would for a moment suggest that the proceeds 
from that stock sale be regarded as taxable income to that corporation. It 
would be investment money instead. The same would be true if partners in @ 
business decided to put more money into it for expansion purposes. If, on the 
other hand, the corporation or partnership retained part of its earnings for the 
purpose of building the new plant, then taxes on those earnings would have to 
be paid. 

Now, if a cooperative needs to construct or acquire new facilities, such as 
additional storage facilities or a new fertilizer plant to meet its patrons’ needs, 
it can do so in one of two ways, comparable in both cases in all essential respects 
to what other businesses can do. The first thing a cooperative can do is to 
retain in its own name a part of the savings made as a result of its business and 
use that money for the required expansion, provided it first pays every penny of 
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tax on such funds that any other business would have to pay. (It is my belie’ 
that a careful interpretation of 101 (12) would make this statement true 
cooperatives qualifying under that section, as it is certainly true of all ot! 
cooperatives.) The other thing cooperatives can do (whether or not they a 
qualified under 101 (12)) is to secure investment funds from their patron-member 
To be at all fair about this matter, it must be borne in mind that cooperatives do 
not have access to the sources of capital which other businesses enjoy. Coop- 
eratives receive the great bulk of their capital funds from small investment }h: 
many, many people of modest means—their member-patrons. If a cooperative 
is to use this second method, one of two things must happen. Either the member- 
patrons having received their refunds in cash must reinvest them or else t] 
member-patrons must voluntarily agree to receive their patronage refunds 
stock instead of in cash. If they do so agree, then the cooperative must assig 
ownership over these funds to its patrons in proportion to their patronage, and 
this in turn means that ownership over the new facility, whatever it may bi 
will be broadly spread among all the patrons of that cooperative. Furthermor 
it means that these co-op patrons have done nothing more nor less than exact 
what the investors in a new issue of corporation stock (or partners putting mor 
money into their business) would have done in the case of sale of a new stoc! 
issue. But on every dollar of the reinvested patronage refund which would | 
taxable income to anyone dealing with any business, the cooperative patron mus 
pay a personal-income tax just the same as if the money had been received i: 
eash. This fact, if nothing else, shows clearly that what happens when a coop 
erative secures funds for expansion by paying patronage refunds in a form other 
than cash is on all fours with what happens when a corporation sells a new issu 
of capital stock. In neither case are investment funds treated as taxable incom: 
against the business. In both cases the money invested is regarded, taxwise ai 
otherwise, as the property of the individual investor, as indeed it is. 

Once again therefore let me point out that there is “tax equality’? now. 

To propose that patronage refunds of cooperatives be subjected to corporatior 
income tax in the hands of the cooperatives unless they are returned in cash or 
merchandise is to propose to cut off investment capital which is so essential fo: 
any business operation. Cooperatives do not have access to the money exchanges 
in the money markets of the country. Cooperatives are based upon the principk 
of patron ownership ,and patrons of cooperatives ordinarily do not have huge sums 
of money to invest. Cooperatives must depend upon small contributions t 
capital from a very large number of people rather than large contributions from 
a few. 

The great alarm voiced by opponents of cooperatives about the expansion of 
ownership by co-ops of physical facilities is mostly “sound and fury.” But 
may be worth while to point out that the factor that has enabled cooperatives 
to achieve such expansion as they have achieved has not been any tax advantag 
but rather the willingness of several million Americans, mostly farmers, to accept 
and pay taxes on stock in their cooperatives instead of insisting on cash patronag 
refunds. And the further fact is that this has meant a spreading of ownership 
over facilities essential to them among millions of American citizens, who could 
have acquired such ownership in no other way. I am sure you believe as I do 
that this is a 100 percent good influence on our economy and national life and : 
much-needed application of the basic principles of traditional Americanism. 
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Senator Mituirkin. Is Mr. Sims in the room? 

Senator Tarr. Mr. Chairman, I ask that Mr. Sims’ statement 
inserted in the record. 

I also request at that point that the statement of the Independent 
Livestock Marketing Association of Columbus, Ohio, be inserted i 
the record. 

Senator Miiturkin. That will be done. 

(The documents referred to are as follows:) 


INDEPENDENT Livestock MARKETING ASSOCIATION, 
July 17, 1951. 


To Members of Senate Finance Committee: 


The following brief statement is filed with and for the consideration of your 
self and other members of the Senate Finance Committee by the Independent 
Livestock Marketing Association. This association at present is an organizatio! 
of some 110 livestock markets located in the eastern Corn Belt—largely in t! 
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State of Ohio. The membership includes individuals and corporations engaged 
in private and independent business enterprise in the handling and marketing of 
livestock. 

The position of the association on exemptions of income-tax payments granted 
cooperatives, mutual associations, and special organized business groups so set 
up to avoid income-tax payment is to eliminate such provisions and regulations 
of the Internal Revenue Code that permit such inequities and inequalities We 
stand for equality of treatment, and seek the elimination of discrimination 
taxation. 

The Independent Livestock Marketing Association specificalls 
and fair treatment of all segments of business and equality it 
ments for the support of Government We definitely disagree 
exemptions of income-tax payments granted present business 
your full consideration to the placing of such exempt bu 
tax-paying position with private independent enterprises 

We believe that all earnings, profits, and/or savings of 
mercial enterprise in nature should be taxed equally 
similar businesses. At least we insist that all earning 
cooperatives, mutual associations, and other exempt 
the organizations or corporations be taxed equally wit 
At this time we do not stress the position that such 
cash to patrons be taxed. However, every saving 
cash patronage dividends should bear its full support 
ment. This should apply to all moneys retained, ineludi 
patrons, designated by certificates of interest or other forms 
savings, or savings placed in general or special reserves. We beli 
clearly understood that retained savings. whether allocated to 
in any other type of reserve, are always available for purchase 
ment, maintainance, operating capital, protective and credit 
uses as desired and necessary. This situation alone is tl 
private business. Far too often such untaxed funds pure 
enterprises and not only take such taxpaying business out of t 
field, but future earnings or savings on such cooperativ: 

Such a common situation places great inequalities agai 
becomes tremendously burdensome with high tax rates al 
tion payments. 

We wish to register opposition of those contending that tl ‘ost of handling 
ion of taxation affairs of exempt groups would nearly amount to as n h as the tax to be 
But it collected, and therefore little would be gained in amount of income taxes secured. 

The situation of being little businesses and very small savis xtremelv over- 
drawn. Cooperatives, with the vears, are like other enterpr : they become 
established; they grow and prosper financially. Many are tremendously 
both in volume of business handled and in savings earned a1 
rship the situation readily indicates the erroneous position that 
could portant business. It is to be understood further that i 
I do until earnings or savings are made. So, where savings : 
is no tax to be paid. Where savings are secured, every 
pay their proportionate share of income taxes 

We commend the position of many cooperatives and nilar exe groups 
in paving annually their legitimate income taxes based on the sat ate of taxation 
as private business for all reserves and savings retained. This is tl utstanding 
example of the position taken by those opposing exemptions. In business ethics, 
in business fair-trade practices, and in good business relationships, many groups 
subject to exemption of income-tax payments have for vears paid their tax and 
met their honorable obligations to share the cost of Government Without justly 
meeting the situation, we may find that the future economy of our Nation will 
greatly be impaired with further shrinkage of private taxpaying businesses and 
more and more nonincome-taxpaying businesses will be in business.  Furt! 
we will undoubtedly find that many businesses that: could be exempt 
present regulations and are now paying income taxes on a voluntary basis ceul 
readily rescind voluntary payments and again avoid their payments of income 
taxes. With a recession or depression, such a condition could become real. 

Our membership contacts daily thousands of farmers and livestock producers. 
These folks have the respect of all interests and are of the highest integrity 
They believe in honest effort and in the right of free enterprise. ‘They state in 


the great majority of cases that income taxes should be paid by their organiza- 
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tions and business now exempt from paying income taxes. Farmers are keen] 
aware of the situation, are clear in their thinking that individually and collective! 
that they share equally to their opportunities—the cost of their Government, 
Our farm people cherish more than any other group in this country our dem: 
cratic way of life. They have always met their fair responsibilities, and in m« 
all cases those in cooperatives and those in private enterprise want to meet thx 
fair and just obligations. They soundly feel that relief from this disparity w 
relieve most of the tension existing in business circles. Equality of obligatio: 
and with equality of opportunity, great American principles apply here. Ou 
national economy requires more nearly balancing our income taxation method 


and placing of our commercial enterprises on a basis of equality of taxation. 
Respectfully submitted. 
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INDEPENDENT LivestocK MARKETING ASSOCIATION, 
FRANK TEEGARDIN, President. 

C. K. Exuiorr, Chairman Legislative Committee. 

B. H. ANpERSON, Chairman, Executive Committee. 

R. Q. Situ, Secretary. 















caer ern 


STATEMENT OF JoHN W. Sims, GENERAL MANAGER OF THE Farm BuREAU 
COOPERATIVE ASSOCIATION, COLUMBUS, OHIO 


My name is John W. Sims. Iam an Ohio farmer as well as general manager of 
the Farm Bureau Cooperative Association, Columbus, Ohio, and executive secre- 
tary of the Ohio Farm Bureau Federation. The federation has a membership of 
approximately 65,000 farm families in Ohio, and the cooperative association is a 
federation of 87 local cooperative associations dealing with approximately 185,000 
farm patrons. 

It is a pleasure to have the opportunity of appearing before the Senate Finance 
Committee. I have had an opportunity to work with Senator Robert A. Taft 
on many problems affecting Ohio farmers, and respect his judgment and states 
manship. 

I appreciate the problems which face your committee. 
upon to provide higher revenue for the Government. 

Farmers as primary producers are one of the groups which are hardest hit by 
increased taxation. Unlike corporations and many other forms of business, t! 
are unable to pass the tax burden on to another group. Despite this handicap, 
farmers are willing to pay their fair share of increased taxation. 

I am here today to testify concerning the taxation of farmer cooperatives. The 
organization which I represent—the Farm Bureau Cooperative Associatio1 
serves 185,000 farmer patrons in tne State of Ohio. Through this cooperative, 
Ohio farmers provide themselves with feed, seed, fertilizer, and general farm 
supplies, as well as market their grain. The volume last vear was 52% 
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dollars. Notwithstanding this volume, the job being done by farmer cooperatives 
in Ohio is still too small. It represents only less than 10 percent of the farmers’ 
business. 


The Farm Bureau Cooperative Association is farmer-owned and farmer- 
controlled. The farmer patrons receive the savings from its operations. These 
farmers are at present required to pay taxes on all of the savings of their coopera 
tive associations. 






Farmers in Ohio face these three problems: efficiency in production; efficiency 
in marketing of their products; and efficiency in purchasing their farm production 
supplies. Their cooperatives help them with all these operations. In 
words, a farmer’s business is like a three-legged stool. Its three legs are produc- 
tion, marketing, and purchasing of production supplies. Farms today are food 
factories and must be operated in the same manner as any other efficiently oper 
ated factory. The farm itself is the production department while the purchasing 
and marketing functions are furnished by the cooperative. 

Out of every $100 which the Ohio farmer has invested in his business, $98 is 
invested in production and only $2 is invested in both procurement of production 
supplies and marketing through agricultural cooperatives. If farmers are to 
protect their investment in their farms, they need larger and stronger coopera 
tives in the State of Ohio. 

Farmer cooperatives, being relatively unknown to the great bulk of the peop! 
and to loaning institutions, have difficulty in securing capital. The usual profit 
business is able to float securities through stock exchanges or by issues to the 
general public, or obtain capital from ordinary loaning institutions. 
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speaking, these sources of obtaining capital are not so readily open to farmer 
cooperatives. Therefore, it has been necessary for the cooperative 3 to obtain 
their capital largely from farmers themselves. In order to do this readily, farmer 
cooperatives have provided the machinery in their articles and bylaws by 
ment of a majority of the farmers who are shareh 1iolders, whereby some of the 
savings may be retained by the cooperative and shares, or certificates, ued t 


the farmer member. In this manner the farmer re invests, by his ow: 


agree- 


majority 
vote, some of the savings in his cooperative and thereby furnishes capital. This 
is one of the features least understood by the general public and probably has 
caused much of the misunderstanding of farmer cooperatives on the part of other 
business people. Certainly it is one of the main features seized pon by those 
seeking to destroy farmer cooperatives, such as the National Tax Equality Asso- 
ciation. The enemies of farmer cooperatives are ae g to tax patronage 
savings in order to restrict the cooperatives’ source ot rete We Ohio farmers 


can never forget that only 30 vears ago seven of our farmers were arrested a 


spent a week in jail at Cleveland, Ohio, because how. sold their farm product 
cooperatively. Those who wish to profit from farmers’ marketing and purchasing 
operations still are fighting farmers’ cooperatives. 

For 10 years I was employed by a large chemical corporation, and I understand 
how corporate business operates. Iam not critical of them—they are in business 
to make money for their stockholders. But I do insist that the competition 
provided by farmer cooperatives is necessary if farmers are to get their produc- 
tion supplies at the most reasonable prices and receive the best return on their 
farm products marketed, 

Farmer cooperatives are used by farmers in the ope ration of their food factories 


il Als 


in just the same manner as other factories use their purchasing and marketing 
divisions. ‘These operations are just as — h a part of the business of farming 
as the above divisions are a part of other factory operations 


There is not now, nor should there be, a tax on the purchasing and marketing 
divisions of factories. Neither hould the re be taxation on the pure hasing of 


farm production supplies and marketing of farm products through the farmers’ 


own cooperative, since both are an bees oaen part of the business of farming 


rik. 


Again—lI repeat that the savings made through these farmer-cooperative activi- 
ties do not escape Federal income taxation because farmers individually are 


required to pay income taxes on all such savings. 


i 
a 


Congress in its wisdom granted Federal income-tax exemption to farmer cooper: 
tives as an aid to agriculture, just as it has in its wisdom g 
to industries, grants of land for the development of railroad 
airlines, ete. I have always argued that it was better for farme hely 
selves through their farmer cooperatives than for them to receive subsidies from 


yrorectl 


the Government. 
At the moment farm prices are at a higher level 
Yet, many prices are still below parity and there are 
decline in the months ahead. As you know, farm 
of the last 4 months. The United States Departm« 
sistently asked for greater food production as a part 
tainly now is not the time to hamper the farmer wh 
to the request for increased production in the defer 
recognizes that such caatiadion may result in as 
declines in the market. 
What I have said so far leads to this conclusion: 
Congress should not reverse its position maintain 
the farmer’s marketing and purchasing departments— (1 
same time that the farmer is asked by the Government 
for defense purposes with furthe ‘r declines of farm prices stil 
The next point I urge for your consideration is that f 
like partnerships and as such the tax should continu 
partners and not the partnership as a separate entity. 
of a corporate farmer cooperative have limited liabili 
question of how a farmer cooperative should be pigeot 
inderstand that even in partnerships there can be limited | , 
The farmer cooperative is a special kind of corporation orga! ler special 
acts in almost all States with many restrictions not common to ordinary profit 
corporations. We agree with Senator Taft, who said: ‘The farmer cooperative 
is @ multiple corporate partnership of America’s basic capitalist 1e farmers. 
They are essential because the number of farmers and the smal! size of the farm 
unit deprives the farmer of the bargaining power enjoyed by other businessmen.” 
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The problems of American agriculture are not new. 
solutions of these problems unknown. 
enced numerous agricultural adjustment acts. These have, for the most part, 
been temporarily helpful. If we can devise some method whereby unwanted 
farm surpluses will not set the price for the entire agricultural production and at 
the same time allow farmers the continued right to operate their food factories i: 
a manner comparable to the rights of other factory operators through the use of 
agricultural cooperatives, we will have gone a long way toward the solution of 
the problems of agriculture. 

One of the first thorough studies of agricultural problems was conducted during 
the Presidency of Theodore Roosevelt by The Country Life Commission, whic 
was appointed by this President. After a thorough study, this Commission stated 
that the basic problem in agriculture was brought about because individua! 
farmers were unable to compete with the people with whom they must do busine: 
and, further, to solve this problem, that farmers must group themselves togethe: 
in agricultural cooperatives. 

Agricultural cooperatives are an important segment of the free-enterpris: 
system of this Nation. A recent survey showed that 70 percent of Ohio farmers 
wanted their cooperatives to expand. 

Farmers are a clear-thinking group. I have never known or even heard of an 
Ohio farmer as being even friendly toward communism. Farmers know that the, 
are paying their share of taxes. They want to continue todoso. Iam sure that 
a complete search of the facts will result in a conclusion that the present system 
of taxation of farmer cooperatives is fair and just. 


Senator Miuurkin. Mr. D. W. Brooks of the Cotton Producers 
Association. 


Neither are the basic 
During the last 50 years we have exper 


STATEMENT OF D. W. BROOKS, COTTON PRODUCERS ASSOCIATION 


Mr. Brooks. Mr. Chairman, I know that you are even more tired 
than most of us, and I am going to take just one moment. 
going to offer a statement. 

Senator Mriuik1n. Have you got a statement that you wish to put 
in the record? 

Mr. Brooks. I have not. My statement is not ready to file. | 
had a death in my family, which made it impossible for me to com- 
plete my statement and have it typed. 

Senator Miuuikin. If you should finish your statement, send it in, 
and I am sure that Chairman George will see that it is put into the 
record. 

Mr. Brooks. I will be glad to do that, sir. 

The first point I would like to make is that the reason we cotton 
farmers formed a cotton cooperative was to raise our per capita 
income. 

I am from Atlanta, Ga., and the per capita income of the cotton 
farmers in the State of Georgia, when our association was organized 
was $74. We were described as the economic problem No. 1 of the 
Nation, and I believe quite a few comments were made that we di 
not have shoes to wear down in that area, and we have to admit that 
probably a good deal of that was true. 

From that $74 per capita income in 1933, our per capita income has 
now increased on the farms in the State of Georgia to $380. 

That, of course, is still very low in relation to the income of th 
people generally in this country, but we, as farmers, feel that b: 
working together cooperatively, we have been able to increase ou: 
income substantially, and to that extent we feel that we have taken 
some of the burden off of the Nation that we thought we were going 
to put on them when we were the economic problem No. 1. 


I am not 
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I would have liked to have had the time to have told you something 
about what we did with our reserves in the form of research. For 
example, through research, we increased the yield of corn in Georgia, 
and largely through the research of the Cotton Producers Association 
we increased the 3 rield of corn from 10% bushels per acre, where it 
had been for 25 years, in 3 years’ time, to 18 bushels per acre. This 
increased the income tremendously of the farmers of that area; and, 
except for the reserves that we had to use in research, we could not 
have done that. 

Now, we have recently worked out, through a research program, a 
method whereby we can carry corn for 12 months in the vear, where 
heretofore, because of high humidity and insect damage 


ce, we could not 
carry corn but a very few months. Heretofore, because we could not 


carry our corn, it always sold for half the price in the fall that it brought 
in the summer. 

It meant that our farmers took a very low price because we could 
not carry our corn. 

It was through the research of Cotton Producers Association that 
we worked out means whereby we can now carry corn the year around, 
and we have leveled the price not only for our members but for all 
farmers of the Southeast. So there are many things of that kind that 
| would have liked to have had a chance to discuss in detail with vou, 
because we feel that we have made a contribution to the welfare of 
the Nation, and we have tried to do it through cooperative means 
ourselves rather than be dependent on Government to do it for us. 

Now, second, I would like to Say that cooperatives have made it 
possible for small family-tvpe farmers to continue to own our farms. 
We have 122,000 members of our association. They are practically 
all small farmers, and most of them own their own farms. 

Now, we have felt that certainly we have made a contribution to 
the capitalistic system in this country. Certainly the greatest group 
of capitalists left in this country are the farmers of this country, the 
farmers, especially the family-type farmers, who own the reasonable- 
sized farms of this country. 

We can only compete and continue to own our farms if we can 
work together in groups, because otherwise we cannot meet the 
competition of large farmers, or partnership farmers, or even large 
corporation farming, but by working together cooperatively, 
compete, and we can continue to own our farms and be 
in this country. 

This Nation is spending billions of dollars to stop communism in 
the world and to make capitalists of the peoples of the world. Cer- 
tainly it is most fortunate that we have so many people who own 
farms in this country, because one easy way to maintain a capitalistic 
system is to permit farme ‘rs to continue to work together. ‘ooperative ly, 
and thereby continue to be farm owners and capitalists 

Now, there is one other point or two other points I would like 
cover hurriedly. One is that there has been an effort to confuse 

gular corporations with cooperatives. They are entirely drfferent, 

| to try to make them the same is foolish in many respects. 

“For example, I have stock in a number of corporations 
small amount. I am not financially able to own much stock 
one of these 10-share stockholders, but I put my money 
hoping to make a profit off of somebody else. 

86141—51—pt. 2——70 
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I want my corporation that I invest in to do business with som 
body and make a profit from him, and give me the money, because o/ 
mv investment. 

Now, in the case of a cooperative, I, as a farmer, go in with oth, 
farmers, not to make a profit off some other farmers, but only to ge 
back that which is mine that my product brings, or if I purchase sup- 
plies, to get them at cost, so that the whole motive, the whole id 
between the two, is entirely different, and to try to confuse it and 
say that they are the same, seems to me is a very foolish kind o| 
comparison, 

Now, the next thing that I would like to bring out is this: | 
objection that I think cooperatives generally have to Senat 
Williams’ bill is the fact that he attempts to tell the members of | 
farm cooperatives and other cooperatives how they should run th: 
business exactly. In other words, he takes the position in his bill that 
they do not know how to run their business. 

Senator WitiraMs. In what way? 

Mr. Brooks. In this way, that you say that unless they pay o 
all patronage refunds in cash, every penny that is saved, that it is 1 
a cooper ative. 

Senator Tarr. No, no. What he says is—it is a legitimate distin 
tion. He says if you accumulate money that a surplus accumulat 
by a ‘business organization ought to be taxed. Now, the question 
Is it? Whereas money paid out during the year is not a surpl 
accumulated at all, but is part of the deal you made when you boug! 
the wheat or the cotton that vear, there is a very legitimate distil 
tion. I do not think he is telling you how to run your business. Yi 
are saying if you do certain things, the accumulation of the surplus 
is taxable. I do not say that ought to be, but I do think he is try 
to say he is telling you how to run your business. You draw 
distinction 

Mr. Brooks. Let me elaborate. For example, let us take the cas 
or Sine prenery conperaiive Dat was described here a moment ag As 
I understand your bill, Mr. Williams, vou propose that vou will 
permit these grocerymen to accept this patronage in 5-year de! 
tures. 

Senator Wituiams. Oh, no. They can accumulate it. 

Mr. Brooks. Unless the corporation pays a tax. 

Senator WiiuiAms. That is correct. 

Mr. Brooks. Well now, that, it seems to me, denies the rig! 
the member to determine the way in which he wants to take his mo 

Senator Witutams. Well, no. It just merely says that he 
right to get it. We tell every corporation in the country, we tell 
individual in the country how he should pay his taxes, and 1 do 
think the proposal here is any different from the other. Now 
ean be an argument as to whether or not they should be taxed, «1 
we can have opinions on that, but to say that we are trying 
vou how to run your business is not correct, because a cooperal 
spelled out here, is one in which you can define your own typ: 
me ee: how you want to run your cooperative. At the « 
the ‘ar, in fact, vou have 60 days after the vear in Which vou ¢ 
determine whether you want to pay out any money, 10 percent o! 
money, all of your money. That is solely at the discretion o! 
cooperative, whether you want to do it or not, but it is just : 
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where if you do not pay it out you pay the tax instead of passing the 
tax obligation on to the farmer. It is a question of whether vou are 
going to pay it or the farmer pavs it. 

Mr. Brooks. As | get your viewpoint—mavbe I am incorrect 
but as | get your viewpoint, Mr. Williams—mavbe I have cott he 
wrong slant on it, but your viewpoint has been that the cooperative 
is deliberately withholding money from its members wl 
does not like, and he objects to, and he is opposed. 

Senator Witiiams. I did not say anything about the member 
objecting to it or opposing it or anything el If 


ich the member 


is¢ 
withholds it deliberately, and it is deliberately, 
or do not do it in accordance with the way 

Mr. Brooks. As a practical matter, our members meet, and finan- 
cial statements are presented to them, and then the need for capil 
is Sti ated t Lo —— and then they vote as to how m ch they want to 
distribute in cash, how much they want to distribute in other forms 
of patronage inet 

Now, that was the only privilege that I feel that 
continue to have. 

Senator Wiiuiams. If vou will read this amendment vou will find 
that they still can do that any time within 60 days after the close 
of the business, and still determine whether they 
what percentage, and all of that. I do not 
amendment to you. Have vou read th 

Mr. Brooks. Yes. 

Now, let me ask you one other point, in this respect. 

What difference does it make to the Governm or to vou if the 
individual member is willing to pay the tax on his money that he has 


in the cooperative? If he is willing to pay that tax, what difference 


the coope rative 
done. VO eith er do it 


vou wish to « lo it. 


‘farmer should 


waht to pav out, 
know who explained the 


» 


eC amendment 


it 
bit 


does it make to you whether the cooperative 
whether it pays it out in debentures? 

Senator WitiiamMs. We get that same question 
stockholder, What difference does it make to u { tl 


Davs it out in cash or 


asked Ol every 
t us lf the corporation is 
willing to pay dividends out? You have double taxation of cor porate 


dividends, and the committee is faced with the 


prol yemM of raising 


additional money, and vou do have in this present set-up—and | 
] 


think you will agree with me—this situation. Forget the grocery 
company for a while, and get back to your own company. Are you 
tax-exempt or non-tax-exempt? 

Mr. Brooks. We are tax-exempt. 

Senator Wiiitiams. You are tax-exempt. Do you set 
cated earnings? 

Mr. Brooks. No, not as a general rule, we do not. 

Senator Wiiurams. But vou do it at times? 

Mr. Brooks. If we had a project like a research project that Twas 
speaking of, which I have not the time to deseribe, but it is a 
nominal amount. 

Senator Witirams. For plant expansion, have you 
any earnings for future plant expansion: 

Mr. Brooks. No, sir. All of our savings are 
members. 

Senator Witurams. All of them are allocated? 

Mr. Brooks. Yes, sir, and they revolve. 


‘3 ; | 
aside unatlo- 


very 
ever sel aside 


, 1] ] . 
niocated to OU; 
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Senator WituiamMs. Then you believe that they should contin 
to be allocated? 

Mr. Brooks. Yes; I think so. 

Senator WittrAms. Then that portion of the amendment is one pa 
of the amendment that you would not have any objection to bei 
incorporated into the law, because you are doing what we suge 
that all cooperatives do. So there is not argument about that pa: 
I take it, because you are already doing that. 

Mr. Brooxs. No. I think there are reasons for having unallocat, 
reserves. I have not the time to discuss it before the committee. 

Senator Wiiitams. The part for unallocated earnings that you we: 
speaking of for research is allowed to any corporation for that typ 
research, I think you will find. But Iam speaking about the allocati 
of earnings, of this year’s earnings, for a plant or some machine t! 
you wish to buy next year or the year after. For instance, during t! 
war Vears, a substantial part of the earnings of some of the coopers 
tives were set aside for postwar expansion, with the net result | 
the plants were written off in their entirety before they were 
constructed in the postwar period. But you say you are not dou 
that; you do not think it should be. So you would endorse that pa 
of the amendment anyway? 

Mr. Brooks. | think you are probably saying something with whic! 
I do not agree. I think to some extent you are putting words in m) 
mouth. 

Senator Wiiuiams. No. You said that you do not do those thin 

Mr. Brooks. I know. But you are saying now that you want 
apply it to all cooperatives. 

Senator Miturkin. Let me say this from your standpoint, that eve 
though you may be doing this in a way that would not be offensiv: 
Senator Williams, you want the right to do it another way 

Senator Wituiams. The old way. 

Senator Miuurkin. If you choose to do it. 

Mr. Brooks. That is exactly correct, sir. 

Senator Wriiurams. You still want to retain the right? 

Mr. Brooks. That is exactly correct, s! 

Senator WiLuiams. But you recognize what I had in mind whe 
put that information in. 

Mr. Brooks. The main objection I have to your bill, and I ¢] 
it is a very serious objection from the farmer’s viewpoint, is that 
say to the farmer, “The Government will get taxes from the farmer o 
his patronage refunds whether it is cash or whether it is in a certific: 
either way; the Government gets the same amount of tax from 
farmer.’’ But if the member does not agree to pay the money oul 
cash, then the co-op has to pay tax the same as a private corporat 

That is the objection I have. 

Senator Wittiams. No; you are wrong. If this amendment 
through, the cooperative would pay the tax on that portion that the) 
kept, and the farmer would not be taxed at all. 

Mr. Brooks. I am getting to that. The objection that I hay 
that you then say that if the members desire to take, say, half of | 
savings in patronage refund certificates instead of cash, then in or 
for him to do that, the cooperative must pay a corporation tax on (hal 
part. 

Senator Tarr. Mo 
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Senator Wixuiams. Only on the half that they keep. 
Mr. Brooks. I know that. But I said on that part, Senator. I 
think that is correct, sir. 
Senator WiiuiaMs. The farmer would not pay the tax on it. 
Senator Tarr. If they paid the cash out within 10 days and then 
asked every fellow to buy stock with the cash, 
on it, under Senator Williams’ amendment. 

Mr. Brooks. Yes. But what I am saying, though, is that if we pay 
half out in cash the members vote to pay half out in cash, and take 
half in certificates, then I say the members must pay tax on all of it 

Senator Tarr. Why not pay it all out 
exchange. 
stock. 

Mr. Brooks. As a practical matter, Senator, that sounds well, but 
it does not work that way. It is, as Senator Kerr said. Now, let 
me show you, for example, in the case of our members—we have 
small growers—our patronage refunds may be in some instances only 
50 cents per member. Now, as a practical matter, Senator, you 
out and pay the 50 cents and then gO back and get the 50 cents back. 
It is not a practical way of doing it and it is impossible to finance 
vour association. 

Senator Wituiams. How many members do you have? 

Mr. Brooks. One hundred and twenty-two thousand. And I got 
the impression from Senator Williams that the members were being 
held in servitude and -that this money was being held without their 
knowledge or consent or anything else. 

Now, I want te say this to you, Senator 

Senator WituiamMs. Where did you get that impression? 

Mr. Brooks. I got it from some of your questions. 

Senator Tarr. That may be true of many of them. 
the majority voted to pay it out, maybe others want it. 

Mr. Brooks. It might be in the case of a few. But I do not 
believe that that is generally true, Senator. I got the impression 
when you kept asking the groceryman here why he objected to your 
provision, 

Senator WintutraAMs. What I was pointing out to him was that it 
Was not, according to law, voluntary on the part of the members to 
leave the money in. 

Mr. Brooks. It is. We think that it is voluntary, 
disagree with you in that respect. 

Senator WituiraMs. If it is voluntary, 
will put it back in. But anyway, that is 

Mr. Brooks. The problem is the mechanics of doing this. But I 
not think that the members object to it. In fact, 1 do not believe 
that the Senators have had any letters from members of cooperatives 
saving that the money is being withheld. 

Senator Wintrams. I have had some. 

\Ir. Brooxs. You might have had one or two. 

Senator WitiiaMs. No, I have had quite a few of them, because 
have had a few cooperatives that have failed. Most of them are 
just as strong, and | assume that they are stronger 
ganizations. 


Ar. Brooks. If they failed, then the member, of course, 
ium that back as a loss. 


there would be no tax 


in cash? It is just an 
Pay it all out in cash and let him pay you back for the 
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Senator Winurams. If it had gone back 10 years, you know, 
man can open up his tax return after 10 vears. You realize that 

Mr. Brooks. He can take it into his tax return the year it fail: 

Senator WintuiaMs. The one year it failed. 

Mr. Brooxs. That is right; the vear it failed. 


Senator WituiAMs. But it would be at a lower rate if his incor 


was running normally. 

Mr. Brooks. There are two points that I would like to clear 
and then I shall have taken too much time. One point is this, that 
talking about vour bill, now, but as it now stands the Governm: 
vets the same tax from the farmer whether the money goes to hin 
eash or whether it is paid to him in patronage-refund certificat 
The tax liability of the member is exactly the same. 

The second is that I think the member should have the right 
determine how he wants to take his savings. 

Senator WituiaAMs. He still has that right. I disagree with yo 
to whether he would or would not have it 

Senator Miiuikin. Thank vou very much for coming. 

Mr. Brooks. Thank vou, sir. 


Senator Mituikin. We will meet again at 10 o’clock on Mond; 


morning, 


(The following information was subsequently received for 
record: 


STATEMENT OF Harotp QO. Smiru, Jr., Executive Vick PRESIDENT, | 
STATES WHOLESALE Grocers’ AssocraTioNn, INC. 


N 


name is Harold O. Smith, Jr. I am executive vice president of the | 
s Wholesale Grocers’ Association, Inc., a national food trade orga 
headquarters located in Washington, D. C. In behalf of wholesale 

to express to you their deep concern and the deep concern of the 

, the many thousands of retail grocers throughout your local comn 
the rapid invasion of their markets and threat to their very existence 
sioned by the spread of tax-exempt merchandising cooperatives. 

We wish it to be clearly understood that we have no quarrel with the 
co-op for which the law, as we understand it, was originally written, nat 
farm co-op formed to aid the farmer in marketing the unprocessed produc 
farm. Everybody wants to help the farmer. No one wants to harm him. W 
however, co-ops engage in commercial, merchandising, and manuf 
activities, many processes and operations removed from the farm, and 

antage of the law as written and as interpreted by the Bureau of Intern: 
nue, to obtain income tax exemption advantages and, armed with these a 
compete with tax-paving business, we think the movement Is getting out 
and creating unjustifie 


dislocations and unnecessary inequalities 


d 
enterprise system, and should in all fairness be stopped. 


\\ nen the co-ops vet into the business of processing, whol saling al 1 re 


gv. a 
they go far bevond the original intent of the law and become process 
1ants exempt from taxes but in direct competition with other tax-p: 
dustries. These tax exempt co-ops buy from the same people, sell to t! 
people, and use the same Federal and State facilities as do the tax-pa 
dustries whose taxes have to be increased because of the loss of reve 


tremendous volume of business now being handled through co-op chan 


GROCERY DISTRIBUTION, VITATI 


aie groces and vour retail grocers whom they serve, have 1 


the welfare of their families to engage in a most vital busine 
‘other members of your communities. T say vital advised! 
' bringing the products of the farmer and of labor to thi 


perhaps the most important function performed by an) 


far as the Government is concerned, vou get the same tax. I am n 


? 
{ 
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These wholesale grocers bring together the products of the far ind of labor 
in large quantities and redistribute these products to the retail outlets \ 
turn make them available to the millions of housewives throughout the Na 
This operation involves large-scale purchases, warehousing, financing, tr . 
tion, and numerous other business services, all financed } ( 
It provides the most economical means of trans ferr ct t 
and the processor to the retailer, thence to the ce t ( 
the housewife. 

If through efficient operation and good manag 
ab'e to show, at the end of each vear, returns in exc ! 

rating cost, he ther pA\ on this sum a sizable a \ e Cu 

which is the me ans by which the Government onptatll a irae OT 

The cooperative merchants who are invading this market ear 
the payment of this income tax which not on sc 
and retail grocers and gives the co-op competito q , f 
taxpayving merchant, but it also cuts the Gover ’ f 
revenue, Since the Government must have reve1 1 per 
of revenue through tax-dodging co-ops, relativi ! i LX 

crease that must be borne bv thes esa roe i 

f free enterprise and the American people at larg 


PAXIN‘ 








Therefore we request and urge the Senate Fina ( 1 ee 
taxing the retained surplus of merchandising « it ) ; 

me basis and at the same rate as competitive A ‘ yy ' § 
assessed, both from the viewpoint oT essential fa and ) \ I x 

This request is made in line with a resolution adopted t | . oS = - 
Wholesale Grocers’ Association at its annual convention at Mia 13 





i 
=- 
< 
SI 


April 25, 1951. This resolution read 


I 





tax exemption privileges on retained surpl 


in the interest of taxpaving equalizati 























= ~ i , 
nereasing revenue vital to national defens 4 
Our request and the resolution passed bv our a : 
ie fact that the grocery merchandising co-ops, subsid ' 
; j Ls : * 
growing so rapidly and making such inroads o 1 | 
; : : ‘ 
wholesale and retail grocers that the ver | “pa t ) ' } % 
} r 
istributors is threatened in many sections o 1e @ i 
We have ho objections TO thie grocery merenandis Py 
earnestly submit that we should compete with 1 = 9 is 
one-sidediy as now, with such co-ops having freed ) , 1 4 
permits them to expand operations and increase 1 rth and fae 
ond the abilitv of their taxpaving competitors We do not br ve that 





{ vernment should subsidize by lax exempt 





tinst another form. 







rapid 





growtl 







ving competitors and the inability of such « Dp ( : 

much longer under such conditions. 

this q lestion aire we receive | 85 ep l 2 pie a { 
<o usable in only a few particulars. 













CROWTH OF MERCHANDISID -O} 













lhis survey shows that in some 95 tradir ‘ si 1) 
Columbia, the number of merchandising co-op hi ( 
dising co-ops, increased from 80 in 1941 to 228 in 1951, an inerea 85 
ind that the retail units of hes comp: les Cl 1 from 7.156 in 1941 
5.915 in 1951. or an inerease of 374 pere 
e States involved in the fore vt go figures are: Alab: i \ \ 





ornia, Colorado, Delaware, Florida, Georgia, Idaho, | 
Louisiana, Massachusetts, Minnesota, Missis ! \Liss Nik 
ska, New Hampshire, New Jersey, New Mexico, New York, North Car 
Pennsylvahia, South Carolina, Tennessee, Texas, Utah, Virs W 


West Virginia, Wisconsin, and the District of Columl 
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Thirty-six of the largest merchandising co-ops mentioned in the survey ha 
totaled estimated annual sales of approximately $463,480,000, or an average 
more than $1234 million. 


PAY LITTLE OR NO INCOME TAX 


Wholesalers giving replies on the subject state that so far as they know 1 
co-ops mentioned by them pay no Federal income taxes except on sales to mn 
members in some instances. There are instances of a State taxing co-ops on | 
same basis as other corporations. 


DETAILS OF CO-OP GROWTH 


Concerning these largest co-ops, some expressions from those replying to 
questionnaire, with respect to the growth of co-op sales are: “‘consideral 
“alarming,” ‘‘tremendous,”’ “phenomenal.” Their replies show: 

1. That a Wisconsin co-op’s net worth and invested capital is increasing « 
year. 

2. That a Kentucky co-op’s sales have doubled in 5 years. 

3. That the Nebraska co-op in the past 10 years has increased its sale 
$500,000 and its capital structure by $100,000. 

1. That one large California co-op is estimated to have quadrupled its a 
and facilities in recent vears, 

5. That a Colorado co-op in the last few years has built two large strean 
warehouses. 

6. That a New Hampshire co-op has just purchased its formerly rented bui 
and has added fruit and meat divisions. 

7. That a California co-op has grown from 800 members in 1940 to 
bers, absorbing two wholesale grocery houses during that period. 

8. That one grocery co-op in Richmond, Va., now does 80 percent of the | 
ness in the city and is reaching out into surrounding areas. Questionnaire 
spondent predicts that within 5 vears there will be no tax-paying indeper 
wholesale house doing business in that city. 

This wholesaler says “10 years ago we enjoyed a fairly large business in R 
mond city area as well as in the rural communities. Today were it not for 
rural business, we would not be here. During the past 10 vears, three 
wholesale houses doing business mainly in the city, have liquidated.” 

9. That a Washington State co-op built its sales from nothing to $24,500,000 
in 16 years, and is now erecting a $2 million warehouse. The mortality of 
sale grocers in this territory has been terrific. Seven wholesale houses hav 
out of the grocery business in the last 6 vears. 

10. Another Washington State co-op increased its sales of approxin 
$2% million in 1941 to nearly $7 million in 1949. It completed in 1951 : 
$700,000 warehouse. Its real estate amounts to well over $100,000 exclu 
the cost of the new warehouse. In addition it owns fleets of city and « 
trucks, creamery machinery, printing presses and other equipment. 

11. That a Texas grocery co-op increased its sales of $1,840,181 in 19 
$4,807,987 in 1950. 

12. That a Massachusetts co-op has expanded constantly over the year 
new spur tracks have been added. 

13. Other new warehouses have been completed by co-ops in the last few 
in Rhode Island and Virginia. 

14. A Utah food co-op increased its sales of $147,000 in 1941 to $12 
in 1951. 


2.500 n 


GROWTH, RESULT OF TAX EXEMPTION 


Fifty-eight respondents replied to the question: To what do you attril 
growth of the merchandising co-ops? Of these, 32 said it was becaus* 
tax-free privileges; 14, because of the benefits retailers receive from thi 
form of operation, and 5, to low prices. It is recognized that these | 
including low prices are largely made possible by tax exemptions. Onl) 
wholesalers attributed co-op growth to good management. 


PROPRIETARY BUSINESS HURT BY TAX-FREE CO-OP COMPETITION 


Eighty-eight respondents gave data on the extent to which tax-fr 
competition had hurt their business. Seventeen expressed this loss 
centage of their sales. These percentages run from 5 to 80 percent, the ! 
figure being about 35 percent. 
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Three expressed the loss in dollars, as follows: $200,000 per vear; $30,000 a 
month for a time; and $1 million annually. One respondent said he had lost 200 
of his best customers to the co-ops; another, 15. 

Only six replying to this question said they had not yet been harmfully affected 
by co-op competition. The remaining 60 who replied all said they had been 
affected either by loss of business or customers, but they did not give specific 
figures. For example, one wholesaler said he had lost all his best accounts to 
the co-ops and another said all the large retailers in his trading area were co-op 
members. 













CANNOT CONTINUE TO COMPETE 









‘Asked whether they could continue to compete with the income-tax-free co-ops 
considering the increasingly high income taxes they are compelled to pay, 101 
wholesale grocers replied, of which 92 stated they could not continue to compete 
under such conditions. Among the other nine who replied, some stated they 
could compete but could not grow or expand, while others said they had not yet 
been affected by co-op competition. 

Some of the comments on this question were: 

1. “Definitely we cannot continue to compete—we are not magicians.” 

2. “Our tax will be 1 percent of our net sales.” 

3. ‘‘We have given up trying to compete and work outside their membershi 

4, “No, we cannot compete—will either have to go co-op ourselves or go out 
of business.” 

5. “Over 50 percent of our earnings paid in Federal taxes.”’ 

6. “Partners in our firm required to pay approximately 40 percent of their net 
to Federal and State Governments in income taxes.” 

7. ‘We cannot and do not try to compete. We now confine our sales 
smaller stores and institutions.” 

8. “If we make $100,000, we pay 52 percent in taxes. They can do the same 
business and give it out in dividends or plow back into the business.”’ 

9. “The merchandising co-ops take into their organizations the cream of tl 
retail stores. ‘Sixty percent of their earnings are retained in the business for 
building purposes. Balance tendered retailer in form of check, often cashed 
without reporting.” 
















10. ‘“‘Twelve vears ago taxes were a small part of operating expense. Today 
Federal, State, and city taxes will figure very close to 15 percent of the entire 
operating budget of wholesale grocers who operate on fast turn-over with ex- 





tremely small mark-up. State and city tax departments have taken their patt 


from the Federal Government, with the result that those who pay Federal taxes 
earry the entire tax burden.”’ 


‘Tn 








LD BI 


RETAINED SURPLUS OF CO-OPS SHOT 





In reply to the question: Should the retained surplus of m« 
be taxed the same as the retained surplus of other corporations? 112 replied an¢ 


all of them stated emphatically that retained surplus of the co-ops sho 
so taxed. 








CONCLUSION 


ndising 






We submit that this cross section of the growth of the tax-exempt mercha 
co-ops and the detriment they are causing the business of their taxpaying com- 
petitors affords ample proof that this tax inequality should be removed; that 


theré was never any excuse for taxing the retained surplus of proprietary corpora- 







tions and leaving the retained surplus of merchandising co-ops untaxed. In these 
times of national peril and the need for all Government revenue possible, to allow 
this inequality to remain would be a tragic error, perpetuating a historical injustice 






and sinning against the defense effort. 

















STATEMENT OF JACK GARRETT Scott, GENERAL COUNSEL, NATIONAL ASSOCIATION 


oF Moror Bus OPERATORS 





My name is Jack Garrett Scott. I reside in Washington, D.C. Ll appear before 
you as the representative of the National Association of Motor Bus Operators, 
of which I am general counsel. That association is the ional trade association 
of the intercity motor bus industry. It represents nearly 1,000 members of that 
industry, either directly or through affiliated State moto 
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The primary purpose of our appearance before you is in opposition to thos 
provisions of H. R. 4473, as it passed the House, which would increase the Federa 
gasoline tax from 1's cents to 2 cents per gallon, impose for the first time a tax 
2 cents per gallon on Diesel fuel oil used for highway purposes, and increase fr 
5 go 8 percent the excise tax on busses, parts, and accessories. 
Preliminarily, I should like to emphasize to you 












a fact which may not b alon 
generally known or is often overlooked in such matters as the imposition of tay our 
The intercity motor bus industry, like the entire motor carrier industry, has b 4 nd 
come and now is an integral and indispensable part of our national transportatio 4 = 
system; it is in no sense a mere adjunet thereto. That was conclusively demo 1 ol 4 
strat 1 during World War I] when, because of restrictions upon th use of privat | 
automobiles necessit ‘d primarily by petroleum and rubber shortages, a ver A fre 
lara part of essential wartime travel could not have been accomplis! ed int st! 
absence of intercity busses. During the later war vears, and since, busses hay 
actually transported more passengers in intercity travel than the railroad | re 
example, in 1950, we carried over 365 million intercity passengers as against abo 
208 million rail passengers. Both figures exclude local and commutat e i 
sengers \t the present time we are transporting between 90 and 95 perc: 7 ia 
al luctees between their homes and induction eenters. Troop mov qj 
complet ad bv } ‘ 


vy bus are now more than three 
corresponding period of last vear 
were carried out by 


times what they were during thi q 
During 1950, almost 2,400 military movers : 
bus and the total for the 





first 4 months of 1951 alone was ‘ 
excess of that figure. Nearly a fourth of all military personnel moved on officia 3 
busin ss, in the course of tra 


isfers and the like, are 


now moved by bus Pray c { 

of men on furlough and by relatives to and from training camps is practical o I 
by bus in many areas. 

In addition it should be noted that there are many thousands of comn | 
in the United States which have no other public passenger transportat eX 
Intercityv Dusses Within or near many of these communities are located Import 
defense plants, many of them newly established, which depend in very large par 
on busses for the movement of workers to and from their homes. We operal 
over 400,000 route-miles of highway in supplying these necessary services 

Kssentially our industry is one of small enterprises. Of the approximat j 
1,500 intercity motor bus operators subject to the jurisdiction of the Interstat 4 
Commerce Commission, less than 200 have gross annual passenge! venue j 
$200,000 or more : 

Ever since the close of World War II, revenues in all segments of our industr ; 
have continuously decreased as a result of the tremendous rise in the ust 
private automobiles. Our expenses have just as continuously increased. Thi , 
} ary element of increased costs arises from increases in wages, which const 

arly half our total operating costs. But there have also been substantia 
ontinuing increases in the prices of vehicles, tires, fuel, and, inde 


( 1. neariv eve! 
thing we have to bur 


‘ in order to carry on our operations 
our operating ratios are precariously high, and, in larg 
particularly among the smaller operations, the fin: 


hh « 
= i ia 


The net result 


l 
segments of the ind 


incial condition of the carri 
= to threaten their continued operation Moreover, manv of these 
erve communities which, except for this service, wou 1 be comp 
isolated so far as public transportation is concerned 


We look with 


carriers 


serious apprehension, therefore, upon any imposition whic 
increase our costs and further jeopardize our ability to continue performance of a1 
essential public funetion. From the verv beginning of motor carriage, it seen 
otor vehicles and everything thev must use have been singled out for &\ 
increasing taxes. This is true both of Federal Government and the St 
sincerely subscribe to the principle that highway users should pay their fair shs 
use of the highways, and we assert that intercity busses pay substanti 

more than their fair share. Not only do we pay all of the 


paid by those in other industries but, in addition, we must 


ites \ 


Various types of tax 

pay various types 
e excise taxes here in question, registration and lice 
tolls and franchise taxes, and many others 
political subdivisions ; 


| 
special taxes, such as t 


f org 
imposed by the States and loca 


inv consideration of the equity or inequity of increases in Federal taxe 
motor fuel, it should be remembered that every State of the Union and 
District of Columbia imposes taxes on our motor fuel, and 

s always going up 






the amount of 
It varies now from 3 cents to 9 cents per gallon 









recently 


and State 












ing about 5 cents on 
added increases of 
taxes on our fuel alread) 


tax rate tar 
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hn excess of at 





estimated 


our industry, 


one, 






exclusive 
This one 


ur total revenues 


fan essential 






It is importar 


elV mcreast 





Federal and Stat 


trictly regulated by 





ta sit 









to fare incre: 
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jt acelail 


> ne cai 


es of fare 


There is no doub 


$473) will ne 


4 
es 
| 
4] 





ke ce ral ey 


oil, tires, 






manifestly inflationar) 
Section 2450 of H. R 


on fuel 






used by Diesel-powered 





justification 


' 
no conceivable 


levving 





additional taxes 





and all purp SES 
unterinflationary 






pressure. 





poses @5 ils appar nt 





wavy users are 





sibility fe 





Federal contributio 








r the 





the performance 


as indicated 





upon highway t 


inflationary 






mate effect woul 


If the ¢ 
tion-engine 





deems it 
fuel other t} 


against all such fi 







vessel, or a railroad loco 





highway 


sively on the 
tne cost of the hig hway 






\ somewhat similar and unsoun 





excise tax rate 





posed increase in the 





increase in the case of busses amour 


I 





passenser 





is Suggested in the case 





private automobiles. 
While a substantial an 






is no doubt 


essential, there 
classified as pleasure or luxury 
Yet the proposed increases discrimi 


travel, 
If the 


does, we it 





it the same time, add a heavier b 





income groups that constitute 





welfare of 
the motorbus ind 






of our ability 
imposed across the board, : 
be singled out for special levies which 






will certainly be found to be 
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PENDLETON GRAIN GROWERS, INC., 






Pendleton, Oreg., July 13, 1951. 
Hon. Water F. Grorae, 
Senate Office Building, Washington, D. C. 
Dear Senator Georce: We know that you are now considering tax progran | 
as applied to farm cooperatives. 


There has been so much misunderstanding a1 
untruthful statements made about this subject that we would like to briefly gi 
you our opinions and thinking. 


Our association is a farm cooperative composed of 1,000 farm members in th 
area, representing wheat growers, cattle, sheep, poultry, small seeds, and eve: 


type of agricultural production in this area which is produced through the mediu: 2 Ho 
of the family-owned and -operated farm. ; 


This cooperative is in effect a multiple partnership of these 1,000 individua 
farm families, using a corporate entity as a convenience in order to obtain thi 
economic advantages of the group. 


The operation of this business, founded in 1930 during the start of the farn 
depression, has been: (a) the farmer’s method of self-help; (b) his guaranty of 
fair prices; (¢) his assurance of prompt, honest service; and (d) his business orga 
ization for obtaining up-to-date information on markets, methods, and busin 
details affecting his farm and his family. 

In carrying out such a program, this farm cooperative naturally concentrat: 
on two primary objectives: 

1. To handle the basie supplies and equipment required in the productior 
of farm crops. 4 
2. To effectively engage in the handling, storing, processing, and marketi: ’ 
of the farmer’s produce. 
Now, if these jobs are properly done, then we go a long way toward keeping 
1,000 farm families operating as individuals in this community. If corporatior 
farms or large integrated farms come into the community, because of economic 
advantages in large-scale buying, operation, marketing, and processing integra 
tion, then we eventually end up with perhaps 100 operators where now a thousand 
independent operators exist. Our philosophy and our existence as a cooperati 
is predicated upon keeping the family-size farm in existence. 
or help to do it, as we are going, then the community is better off. 
business man can exist because he has opportunity to 


farmers instead of 100 big integrated operators. 


If we can do this ¥ 


1 
The small- 
get business from 1,000 4 
This agricultural commu 
is better because 1,000 farm families exist as individual business owners as ¢: 
pared to working for the large-scale operators as employees 4 

In order to build, operate, and compete successfully, our farm cooperative must 
have capital. In a farm cooperative, service to the farm member is the end- 
expected for the capital invested. Financing a co-op must be dependent (if: 
upon getting capital equity in relation to business done bv eac! 
member, because the returns are paid to the user of the product or service. Hence 
we cannot hope to attract capital from the standpoint of paying high returr 


on invested capital as do private corporations. 


remain & co-op 


Secondly, we are not abl 
accumulate large surplus accounts because this money is allocated and issued 1 
our members and eventually must be returned to them by revolving their equiti 

‘| herefore, the best method develope d to date is for the members to agree b 
contractual relationship with the association that all net margins belong to t! 
members on a patronage basis and that these margins, once allocated and issued 
are to be reinvested in the association on a revolving basis to provide this necessary) 
capital. 

These allocations, or patronage refunds, or certificates of equity (whatever o1 
calls them) are taxable income to the member when issued and declared. Our 
farmers are taking them into their vearly income and paying tax on them at tl 
top bracket of their income for the vear. 


Our farm cooperative is not accumulating tax-free surplus reserves, and we 
don’t intend to. 


\ cooperative cannot operate as a private corporation and exist as a cooperativ' 
Stopping the source and method of farm cooperative equity capital is 
quickest and easiest way to kill farm cooperatives. 
eratives to become private corporations. 


You merely force the coop- 


In conclusion, it is paramount that cooperatives have the right 
have, of a one-tax system, such as partnerships or individuals enjoy. 
We believe that you should tax any retained surplus or retained reserves t] 


are not allocated and distributed to the members or patrons and are held 
profit or gain to the corporation itself. 


as we no\ 


at 
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It is our firm conviction that the existence of the farm cooperative is essential 
to the existence of the family-sized farm. 

And we believe that it is in the interest of the small-business man, himself, 
that the farmer’s cooperative be allowed to operate for the benefit of the entire 
farm community. 

This is a major economic problem in determining the destiny of free enterprise 
in agriculture and we feel that it deserves your careful consideration. 

Yours very truly, 













JAMES HILL, Jr., Secretary 




















1 New York, N. Y., 
4 Hon. Waurer F. Grorce, 
: Chairman, Finance Committee of the Senate, 
Senate Office Buildina, Washington, DD. ¢ 

DrEAR Str: In the course of the pending consideration of H. R. 4473, the Senat« 

Finance Committee will duly give its attention to section 501 of the bill which 

4 is designed to eliminate undue hardship resulting from the enactment of the 

i so-called feeder provisions of the Revenue Act of 1950. I am addressing this 

: letter to you as a member of the bar with current knowledge of the problen f 





university presses to bring to your attention the urgent need for further « 
tion of the feeder provisions of the Internal Revenue Code as enacted by the 
Revenne Act of 1950. I respectfuliv submit that in the absence of an appropriat 
expression of congressional intent, a number of leading university pre es may 
be deprived of their tax-exempt status despite the widespread understanding that 
Congress never intended such a result. 

Examination of the committee reports submitted 
Revenue Act of 1950 discloses congressional intent 1 
accorded tax exemption. Thus, there appears the following statement: 










in eonnection with the 





hat universitv presses be 

























“Income from a university press would be exempt in the ordinary case sinee 
it would be derived from an activity that is ‘substantially related’ to the purposes 
of the university” (S. Rept. 2375, 8Ist Cong., 2d sess., p. 29; H. Rept 2319, SIst 
Cong., 2d sess., p. af). 

There seems to be no question in the ordinary ease regarding the tax-exempt 
status of income derived from the operation of a universitv press where such 
press is operated by a university itself. The question which has lately riser 
however, is whether the income of a university press is similarly ta xemnpt ' 
the press is operated by a wholly owned subsidiary of the ivers ra I 
by the universitv‘itself. Although the form of organization of a university press 
would appear in principle to be completely immaterial, so loubt appears to be 
entertained within the Bureau of Internal Revenue as to the tax-exempt status of 
a university press operated through a subsidiar Apparently, the view is held 
that the enactment of the feeder proy isions contained in section 301 (1 f 4 
Revenue Act of 1950 indicates congressional intent that such a subsidiary is 






taxable as a feeder organization. 
The committee reports accompanving the bill which was enacted as the Revenu 

























Act of 1950 state that the income of schools and universities are tax-exempt if 
such ineome is derived from activities which ar ibstant related” to their 
educational functions (S. Rept. 2375, Slst Cong., 24 sess., p. 29; H. Rept. 2319 
Rist Cong., 2d sess., p. 37). The language of the reports, however, appear t 
mention onlv those situations where the substantially related’’ activit are 
carried on by an educational organization itself Neither the reports 1 the 
statute specificalls declare that as ibsidiarv operated r the purpose of carrving 
on related activities shall not be treated as a taxable feeder organization Asa 
consequence, the possibility exists that the income f university presses operated 
through wholly owned but separate entities may be deprived of tax exemption, 
while the same type of income will not be taxed to universities operating presses 
as a formal division or part of their organizations. Even if licial interpretation 
should ultimately sustain the claim of tax exemption for subsidiary universit 
presses, nevertheless the tax controversies invol\ yr this issue can only give rist 
to costly litigation and the uncertainties which inhere in such dispute 

These untoward results, I believe one must agree, should | oided, particularly 





since it is difficult to conclude that Congress intended 
university press of the tax exemption which is clearly accorded to a university 
which itself operates a press. In this connectior 
of an organization is regarded as of no importance 
state that some of the witnesses appearing before 
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‘However it 
allowed merely 

















such an organization. 







































































I further urge 





section 501 of H. 1473, now before the 
Committee, be amended to grant the same retroactive relief to a subsidia 
’ activities ! 
upon which its parent or 
provides for a 
this or some similar measure i 
roactive tax exemption, 
which hay e been operat er 
their paren 

















‘yanization 


























or business for profit. 








horoughly inequitable. 
[ respectfully submit that since section 501 of H. R. 4473 undertakes to relie) 

a hardship affecting educational feeder corporations, t] 
for the clarification of 
to educational subsidiary organizations not engaged in trade or business 
Respectfully yours, 
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nited States House of Representatives, in considering the 195 
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ated business income should be taxed only if received by a subsidiary orga 
In refusing to follow this suggestion, both committees stated: 
is difficult 


why the difference in tax treatment shoul: 
because in one 


case the income is earned directly by an educa 
tional or charitable organization, while in the other it is earned by subsidiary « 
In both cases the income is derived from the same t 

of activities and disposed of in the same manner” (S. ‘Rept. 2375 
p. 29; H. Rept. 2319, 8ist ¢ 
Despite t 


2049, 8 Ist ¢ (Ong. , 
, aoe 
foregoing considerations, there are definite indications the 1 
presses operating as subsidiaries will be obliged to resist efforts to elassif 
as taxable feeder organizations, Congress now undertakes 
\ecordingly, I earnestly urge that consideration be given a 
this time to the adoption of a statutory amendment to provide that the definitio 
of a feeder organization shall specifically exclude any subsidiary organization who 
activities are substantially related to the performance of the functions upon wh 
‘nt organization’s exemption is based. It is believed that this object ea 
be readily achieved by amending the next to the last paragraph of section 101 « 


the Internal Revenue Code, as amended by section 301 (b) of the Revenue 
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*s exemption is based 
yure feeder organization. 
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there should be no exceptions or inequities through exemptions Every American 
citizen, either as an individual or participant in a group, should carry his propor- 
tionate share of the tax load as we are now burdened with, necessarily, in defending 
our country. What would happen if such a policy was pursued until exemptior 

were so great that there was no tax money available to finance our Government? 


It would appear in such a case that we would be vulnerable to a ec} e in the 
form of our Government which each and every one of us, 


ang 

as American citizens, 

and our Senators and Congressmen, have sworn to support and defe1 It is verv 

foolish, in my opinion, to defend outselves against ideologies 

while at the same time permitting them to creep in from within. 

time for special favors to be granted, but rather for sacrifices 1 
I sincerely hope when this matter of the tax bill comes to 

you will give consideration to the thoughts and statemen 
Thanking vou, I am, 


Sincerely yours, 


Refer to section 123 of the revenue bill of 1951 
Senator Lester C. Hunt, 
Washinaton, D. C. 


Dear Senator Hunt’ Will vou plea 
informs us it is bad business. The bill ignores minority 
in a tax burden we may not be able to take If vou wis! 
as to why the bill is bad business for the little guy, pleas: 

I would appreciate a note from you as to how you vot 

Yours truly, 


se yote ¢ 


Re section 123 of the revenue bill, 1951 (H. | 
Hon. Lester C. Hunt, 
Nenate Office Ri ilding, lash ngton, 4 


DreaAR Senator Hunt: In regard to the above bill 


are ver\ much Oppose d to the passing of the same. 


\ 


to hear of its passing in the House and everything that 
defeat this bill we feel should be done. Will appreciate 
matter. 
Thanking vou most kindly, I remain, 
Yours very truly, 


Re section 123 of the revenue bill, 1951 (H. 
Hon. Lester C. Hunt, 
Senate Office Building, Washington, D. C. 


DeaR Senator Hunt: In regard to the above bill 
are very much opt} osed to the passing of the 
he done 1o cefeat +} is bill we fee ] st ould he a 
interests and will result in a great tax burden 

Thanking vou most kindly, I remain 

Yours very truly, 
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BLoEDORN LuMBER Co., INc., 
Torrington, Wyo., June 27, 1951, 
Senator Lester C. Hunt, 
Washington, D. C. 


Dear SENATOR Hunt: My income tax consultant has called attention to sec- 
tion 123 of the revenue bill of 1951 (H. R. 4473) whereby it is proposed to*%allow 
only one $25,000 surtax exemption to a group of controlled corporations, irrespec- 
tive of the number of companies involved and the number of States of incorpo- 
ration. 

[ am one of the principal stockholders in a corporation which owns the controll- 
ing interest in 14 retail country lumber yards in Wyoming, Nebraska, Colorado, 
and Montana, and I sincerely urge you to do all you possibly can to defeat thi 
measure. 

It not only ignores differences in legal taxable entities for the first time in thé 
history of our income tax law—in effect forcing affiliated companies to file con- 
solidated returns—even though the companies may not all be oragnized in the 
same States; it ignores possible different minority interests, and at least insofa 
as our group is concerned, will result in a confiscatory tax burden. 

Thanking you for your attention, I am, 

Sincerely, 
A. O. BLoEDORN. 


PoweE._L LUMBER Co., 
Powell, Wyo., July 6, 1951. 
Senator Lester C. Hunt, 
Washington, D. C. 

DraR SENATOR Hunt: Relative to section 123 of the revenue bill of 1951 
(H. R. 4473). I feel that this bill will result in a great tax burden on small busi 
nesses and I request that you oppose this bill when it comes to the Senate. 

Yours very truly, 
PowELL LUMBER Co., 
I. Kk. Hermsoru, Manager 


WHEATLAND LuMBER Co., 
Wheatland, Wyo.., J uly ?, 1941 
Senator Lester C. Hunt, 
Washington, D. C. 

Dear Senator Hunt: Our income-tax consultant has informed us that, sec- 
tion 123 of the revenue bill of 1951 (H. R. 4473), will impose a tax burden the 
small-business firm will not be able to bear. It is unfair to small business. If 
passed as is, it will impose an unfair burden on the small-business firm. 

(As a small stockholder in a small business I hereby register my opposition to 
the above bill. Will you please use your influence to defeat the bill as above 
written. 

Very truly vours, 
W. A. SHarer, Manager. 


(Thereupon, at 6:20 p. m., the committee adjourned to reconvene 
at 10 a. m., Monday, July 23, 1951.) 








